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The 20th 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 fi nancial, managerial, and systems courses.

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

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

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

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

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

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

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

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

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

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

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

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

presents coverage of internal compliance and operational auditing.

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

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

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

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

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

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

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

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

porting materials provide:

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

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

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

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

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

with hands-on audit experience.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

revenue, cash receipts, acquisitions, and disbursements cycles.

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

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

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

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

like the ones included on the CPA exam.

 4. Strong student and instructor support. Both McGraw-Hill Connect® Accounting and 

the Online Learning Center provide instructors and students with a wealth of material 

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

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

www.mhhe.com/whittington20e.

We are confi dent that the 20th 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



 1 The Role of the Public Accountant in the 
American Economy

 2 Professional Standards

 3 Professional Ethics

 4 Legal Liability of CPAs

 5 Audit Evidence and Documentation

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

 7 Internal Control

Key Features of the Book

Students in auditing need familiarity with auditing standards 

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

Standards Board, (2) the Public Company Accounting Oversight 

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

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

these sets of standards. The text integrates discussions of the 

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

manner.

This edition of the text has expanded the number of task-

based simulations included in the after-chapter problem material. 

These questions are designed to help students both to learn the 

material presented in the text and to prepare them to complete such 

questions on the CPA exam. Many of the task-based simulations 

are adapted from CPA exam questions released by the AICPA, and 

others were written by the authors to be similar to those released 

by the AICPA.

The fi rst nine chapters of the text emphasize 
the philosophy and environment of the 
profession, with special attention paid to the 
nature and economic purpose of auditing and 
assurance services, professional standards, 
professional conduct, legal liability, audit 
evidence, audit planning, consideration 
of internal control, audit sampling, audit 
documentation, and general records.
Chapter 1: Emphasizes the role of the public 
accountant, the structure of CPA fi rms, and 
the various types of audits and auditors. It also 
introduces the important concept of corporate 
governance and includes a brief history of 
the auditing profession, including up-to-date 
coverage of the Sarbanes-Oxley Act of 2002 and 
the Public Company Accounting Oversight Board. 
Chapter 2: Includes detailed coverage of the 
new Principles Underlying an Audit Conducted 
in Accordance with Generally Accepted 
Auditing Standards, which replace the 10 
generally accepted auditing standards for 
audits of nonpublic companies. An appendix 
highlights a number of differences between 
international and U.S. standards.
Chapter 3: Updated to refl ect the most recent 
AICPA and PCAOB requirements. This includes 
the new AICPA Code of Professional Conduct 
passed in 2014.
Chapter 4: Clear, concise coverage of CPA 
legal liability based on suggestions by legal 
scholar Professor Marianne Jennings of 
Arizona State University.
Chapters 5 through 7: Material from the risk 
assessment standards is thoroughly integrated 
throughout.
Chapter 5: The discussion of evidence has been 
streamlined to parallel the presentation of 
evidence in recently issued auditing standards.
Chapter 6: The risk assessment approach to an 
audit is concisely summarized in a summary of 
the audit process.
Chapter 7: Discusses internal control and 
how it is considered in an audit of fi nancial 
statements. The chapter is revised to 
include the new Committee of Sponsoring 
Organizations (COSO) internal control 
framework issued in 2013. It also includes a 
brief overview of integrated audits (audits 
of internal control integrated with fi nancial 
statement audits) required for certain public 
companies under PCAOB Standard No. 5, with 
more detailed coverage provided in Chapter 
18. The chapter includes a section on the audit 
requirements when a client outsources its 
computer processing to a service organization. 
Finally, it presents the auditors’ internal 
control communication responsibilities.
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Chapter 8: Emphasizes the impact of IT on 
audits. It includes concepts such as “off-the-
shelf” software packages through the use of 
cloud computing.

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

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

Chapter 17: Refl ects reporting requirements of 
the AICPA clarity standards, as well as coverage 
of PCAOB and international audit reports.

Chapter 18: Refl ects PCAOB Standard No. 5 
on the audit of internal control over fi nancial 
reporting required for public companies. The 
chapter is revised to include discussion of the 
concepts included in the 2013 version of COSO.

Chapter 19: Updated to include 2014 
revisions to requirements for fi nancial 
statement preparation, of compilation and 
review engagements, auditor reporting on 
fi nancial statements prepared using a special-
purpose framework, and other changes due 
to the AICPA clarity standards.

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

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

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

illustrates audit methods and provides realistic, thought-provoking 

case exercises. Although each portion of the case is designed 

to stand alone, if used in combination, the case will help the 

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

considering internal control and testing account balances (Chapters 

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

incorporates the use of computerized accounting applications and 

also integrates the fundamentals of audit sampling from Chapter 9.

 8 Consideration of Internal Control in an 
Information Technology Environment

 9 Audit Sampling

 10 Cash and Financial Investments

 11 Accounts Receivable, Notes Receivable, 
and Revenue

 12 Inventories and Cost of Goods Sold

 13 Property, Plant, and Equipment: 
Depreciation and Depletion

 14 Accounts Payable and Other Liabilities

 15 Debt and Equity Capital

 16 Auditing Operations and Completing the Audit

 17 Auditors’ Reports

 18 Integrated Audits of Public Companies

 19 Additional Assurance Services: Historical 
Financial Information

 20 Additional Assurance Services: Other Information

 21 Internal, Operational, and Compliance Auditing

vii
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The 20th edition has been revised to refl ect a number of events, to make the material more

understandable, and to increase the scope of objective question coverage, including:

 • Reformatted AICPA Code of Professional Conduct. In 2014 the American Institute of Certifi ed Public 

Accountants AICPA) issued its reformatted Code of Professional Conduct. The intent is to maintain the 

substance of the previous code, while reorganizing material to be more intuitively organized. The new code 

is divided into 3 parts that separate requirements according to whether members are in (1) public practice, 

(2) business or (3) other (e.g., retired or between jobs). The new code also expands the “threats and safeguards” 

approach of the previous code—that is, if the code doesn’t precisely address an area the member must identify, 

evaluate, and address threats to code compliance and consider available safeguards. Chapter 3 of our text 

presents and describes the reformatted Code of Professional Conduct.

 • Revised Compilation and Review Requirements for Non-Issuers. In 2014 the AICPA revised compilation 

and review standards to be in a clarity format, as is the case with its auditing standards. Also, the standards 

now allow a new “fi nancial statement preparation” service, which does not ordinarily require a CPA to issue a 

report. Other changes include (1) a requirement that a compilation report be issued whenever a compilation is 

performed, and (2) revised compilation and review reports. These requirements are discussed in Chapter 19.

 • 2013 COSO Revision. In 1992 the Committee of Sponsoring Organizations of the Treadway Commission 

(COSO) released its Internal Control—Integrated Framework. That framework gained board acceptance as the 

leading framework for designing, implementing, and executing internal control, and assessing the effectiveness 

of internal control. It was revised in 2013. Chapters 7 and 18 of the text now emphasize that 2013 COSO 

revision.

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

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

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

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

Additional Changes include

 • Analytical Procedures. Ratio analysis is an important approach for performing analytical procedures. Chapter 5 

includes an enhanced discussion of the effects of various transactions upon ratios.

 • Testing Infrequently Applied Controls. Certain controls may be expected to operate only weekly (e.g., 

payroll), or monthly (e.g., the posting of certain adjusting entries). Chapter 9 includes a brief discussion of the 

testing of such controls.

 • Subsequent Events. Chapter 16’s discussion of subsequent events is updated.

 • Brokers and Dealers. In 2013, the SEC adopted amendments to the Securities Exchange Act of 1934 to 

implement a portion of the Dodd-Frank Wall Street Reform and Consumer Protection Act relating to brokers 

and dealers. Chapter 21 briefl y summarizes auditor responsibilities relating to fi nancial statements fi led under 

the Act.

New to This Edition



Features of This Edition

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

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

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

now subtitled for easy reference.

A covered member who 
owns shares in a mutual fund 
has a direct fi nancial interest 

in the mutual fund, and an indirect fi nancial 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 fi nancial interest. Concerning the mutual fund’s 
investments in companies potentially audited by the cov-
ered member’s fi rm, the following apply:

1. Ownership of 5% or less of the outstanding shares of 
a diversified mutual fund by the covered member: the

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

 • Jano Mutual Fund, a diversifi ed fund, has net assets are 
$10 million, composed of an investment in shares of cli-
ent 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

Illustrative Case Indirect Financial Interests

whi29145_ch03_068-112.indd   82 09/12/14   5:55 PM

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

students with a detailed, “real world” illustration of points being 

emphasized in the text. These cases show the importance of having 

a thorough knowledge of the audit client’s business and industry. 

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

the text.

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

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

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

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

whi29145_ch11_439-507.indd   455 09/12/14   5:30 PM
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Illustrative Documents
Documents included in the various 

procedural chapters (Chapters 10 through 

16) provide concise, realistic examples of 

the documents associated with the various 

transaction cycles.

PURCHASE ORDER
Pilot Stores
1425 G St.

Irvine, CA 92345

To: ____________________
     ____________________
     ____________________

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

Date: ____________________
     
Ship via: _________________
     
Terms: ____________

Nov. 10, 20X0

     Jon Trucking

  2/10, n/40

Enter our order for

 Qty

20 doz.

10

Description

Q Clamps
#26537489
120 hp
Generators
#45983748

  Price

$235.00

  355.00

    Total

$4700.00

  3550.00

Wood Supply Co.

By: ____________________

78644

Bill Jones

SALES ORDER

Wood Supply Co.
21 Main St.

Suisun City, CA 95483

To: ____________________
     ____________________
     ____________________

Cust. No.: ______________

Pilot Stores
1425 G St.
Irvine, CA 92345

         12654

Date: ____________________
     
Credit Approval: __________

Nov. 23, 20X0

       Description

Q Clamps
120 hp Generators

 Part No.

26537489
45983748

  Quantity

20 doz.
10

476538

MS

BILL OF LADING

Shipped to: 
     ____________________
     ____________________
     ____________________

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

     
Order No.: _______________
     
Shipper: _________________

Nov. 25, 20X0

      476538

    Jon Trucking

Quantity

5 Boxes

10 Crates

       Description

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

   Weight

      142

     2560

     ____
     2702

Shipper’s Acceptance: ____________________

10026574

Pilot Stores
1425 G St.
Irvine, CA 92345

Bill Warren

Sales

                               Remittance Advice
Wood Supply Co.

Inv. #7462537                                               $8085.00

Jackie Cohen

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

Eight thousand eighty-five and no/100

First National Bank
California

Pilot Stores
________________

Pay to the
order of  _______________________________   ____________

_____________________________________________________.

Wood Supply Co.                           $8085.00

Check

Cash Receipts

whi29145_ch11_439-507.indd   452 09/12/14   5:30 PM

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

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

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

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

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

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

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

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

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

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

Primary Audit 

Objectives:

Valuation           ✓

Accuracy            ✓

Primary Audit 

Objectives:

Existence           ✓

O ✓

whi29145_ch11_439-507.indd   458 09/12/14   5:30 PM



xi

Illustrations, Tables, and Flowcharts
These are used throughout to enhance and clarify the presentation. In this edition, fl owcharts have been color-

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

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

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

materials with the text at no extra cost. The text’s website (www.mhhe.com/whittington20e) includes two stand-

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

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

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

we talk about its implications in the auditing process.

pp

Trade notes and accounts receivable usually are relatively 

large in amount and should appear as separate items in the 

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

izable value. Auditors are especially concerned with the presentation and disclosure 

of loans to offi cers, directors, and affi liated companies. These related party transac-

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

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

venience of the borrower. It is a basic tenet of fi nancial statement presentation that 

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

Notes receivable are written promises to pay certain amounts 

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

dling transactions of substantial amount; these negotiable 

documents are widely used. In banks and other fi nancial 

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

Sources and 
Nature of Notes 
Receivable

transactions cycle and 
the fundamental con-
trols over receivables 
and revenue.

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

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

 LO 11-6                 Assess the risks of 

Describe the nature of receivables.

LO 11-1

whi29145_ch11_439-507.indd   439 09/12/14   5:30 PM

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

They are numbered and referenced in the chapter.

Auditing standards defi ne errors as unintentional misstatements or omissions of 

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

gathering or processing data, unreasonable accounting estimates arising from oversight 

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

principles.

Fraud, as the term is used in AICPA AU-C 240 (PCAOB 316), relates to intentional 
acts that cause a misstatement of the fi nancial statements. Misstatements due to fraud 

may occur due to either (1) fraudulent fi nancial reporting or (2) misappropriation of 

assets (also referred to as “defalcation”).

Errors and Fraud

whi29145_ch02_035-067.indd   42 09/12/14   4:48 PM
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END-OF-CHAPTER MATERIAL
The material at the end of each chapter includes a combination of: Review Questions, Questions Requiring 

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

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

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

Templates, Internet Assignments, and ACL Assignments.

Review Questions
The Review Questions are closely related to the material in the chapter and provide a convenient means of 

determining whether students have grasped the major concepts and details contained in that chapter.

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

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

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

tend to stress value judgments and confl icting opinions.

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

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

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

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

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

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

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

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

online homework management system, Connect Accounting.

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

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

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

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

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

client for three years.

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

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

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

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

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

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

f l bill d b d d h d i i

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

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

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

to research appropriate professional literature and then apply critical thinking skills to logically formulate 

and justify their personal positions on the issues involved in each case. The cases acquaint students with 

the professional literature, develop research and communication skills required on the new CPA exam, and 

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

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 offi ce of the public 

accounting fi rm. 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 fi rm, has recently separated from her hus-

band. Mary has fi led for divorce, but the divorce cannot become fi nal for at least fi ve 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 offi ce in which Mary works.
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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

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

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

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

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

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

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

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

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

auditor.

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

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

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

LO 11-1, 2, 6

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

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

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

following address: 

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

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

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

LO 6-3

Required:
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y

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

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

a deviation rate of 2 percent.

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

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

for the test.

LO 9-5

Required:
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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 identifi ed with a logo in the 

margin.

ACL Analytics Assignments
The text’s ACL materials are included on the text’s website (www.mhhe.com/whittington20e). Those materials 

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

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

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

which the website supplements with ACL analytics requirements.

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 identifi ed by a logo 

in the margin.

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

Inc., is presented on page 244.

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

 b. After completing part (a), review the ratios and identify fi nancial 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 identifi ed in part (b), list potential reasons for the unexpected account 

balances and related ratios.

LO 6-3, 4

Required:
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Technology

McGraw-Hill’s Connect® Accounting

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

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

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

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

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

questions students may have missed.

Simple Assignment Management

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

time managing. The assignment management function enables you to:

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

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

more effi cient than ever.

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

submission and grading of student assignments.

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

with correct answers.

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

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

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

TM
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Instructor Library

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

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

 • Instructor’s Lecture Guide

 • Keystone Case and Solutions

 • Solutions Manual

 • Test Bank

 • eBook Version of the Text

Student Library

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

lectures, practice materials, an eBook, and more.

Student Progress Tracking

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

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

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

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

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

McGraw-Hill’s Connect® Accounting
McGraw-Hill reinvents the textbook learning experience for the modern student with Connect Accounting, which 

provides seamless integration of the eBook and Connect Accounting. Connect Accounting provides all of the 

Connect Accounting features plus the following:

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

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

where that problem or question is covered.

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

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

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

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

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

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

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

sales representative.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Blackboard.

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

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

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

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

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

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

local McGraw-Hill representative for details.

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

management system you use (e.g., WebCT or eCollege) are available for Whittington 20e. 

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

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

available today.

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

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

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

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

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

the notion of assurance of learning, an important 

element of some accreditation standards. Principles 
of Auditing & Other Assurance Services, 20e, is 

designed specifi cally to support your assurance 

of learning initiatives with a simple, yet powerful 

solution. Each test bank question for Principles of 
Auditing & Other Assurance Services, 20e, maps to 

a specifi c chapter learning outcome/objective listed 

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

Test Online, to easily query for learning outcomes/

objectives that directly relate to the learning 

objectives for your course. You can then use the 

reporting features of EZ Test Online to aggregate 

student results in similar fashion, making the 

collection and presentation of assurance of learning 

data simple and easy.

AACSB Statement
The McGraw-Hill Companies is a proud corporate 

member of AACSB International. Recognizing the 

importance and value of AACSB accreditation, we 

have sought to recognize the curricula guidelines 

detailed in AACSB standards for business 

accreditation by connecting selected questions in 

Principles of Auditing & Other Assurance Services, 
20e, to the general knowledge and skill guidelines 

found in the AACSB standards. The statements 

contained in Principles of Auditing & Other 
Assurance Services, 20e, 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, 20e, and its teaching package 

make no claim of any specifi c AACSB qualifi cation 

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

selected questions according to the six general 

knowledge and skills areas.

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

and features to make managing your classroom easier. 

Connect Accounting with Whittington 20e offers 

enhanced features and technology to help both you and 

your students make the most of your time inside and 

outside the classroom. See page xv for more details.

Online Learning Center
(www.mhhe.com/
whittington20e)
The password-protected instructor side of the book’s 

Online Learning Center (OLC) houses all of the 

instructor resources you need to administer your 

course, including:

 • Instructor’s Lecture Guide

 • Solutions Manual

 • Keystone Case and Solutions

 • ACL Instructor Materials

 • Test Bank

 • EOC Conversion Guide

 • Text Updates

 • Digital Image Library

 • PowerPoint Presentation

If you choose to use Connect Accounting with 

Whittington, you will have access to these same 

resources via the Instructor Library.

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

topical outlines of each chapter, the authors’ 

comments on each chapter, and numerous 

instructional aids. A Solutions Manual includes 

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

questions, problems, and exercises. These are 

included on the Online Learning Center.

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

Connect Instructor Library. McGraw-Hill’s EZ 

Test Online is a fl exible electronic testing program. 

The program allows instructors to create tests from 

book-specifi c items. It accommodates a wide range 

of question types, plus instructors may add their 

own questions and sort questions by format. EZ Test 

Online can also scramble questions and answers for 

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

McGraw-Hill’s Connect 
Accounting helps prepare 

students for their future by 

enabling faster learning, more 

effi cient studying, and higher 

retention of knowledge. See page xv for more details.

Online Learning Center 
(www.mhhe.com/
whittington20e)
The Online Learning Center (OLC) follows 

Whittington 20e chapter by chapter, offering 

supplementary help for students as they read. The 

OLC includes the following resources to help students 

study more effi ciently:

 • Online Quizzes

 • Student PowerPoint Slides

 • Keystone Case

 • ACL Materials

 • Auditing weblinks

If Connect Accounting is used in this course, students 

will have access to these same resources via the 

Student Library.

Student Supplements

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

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

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

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

(IFAC). Special attention is given to the AICPA Code of Professional Conduct, Statements on Standards for 
Accounting and Review Services, Statements on Standards for Attestation Engagements, Statements on Auditing 
Standards, and guidelines developed for other types of assurance services. The cooperation of the AICPA and 

the IIA in permitting the use of their published materials and of questions from the CPA and CIA examinations 

brings to the text an element of authority not otherwise available.

TM
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CHAPTER

The 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 fi nancial statement 
audits.

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

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

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

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

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

1
 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 situa-

tions, 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 fi nancial statements are an important type. Another purpose 

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

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

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

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

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

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

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

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

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

What Are Assurance Services?

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

tion enhancement services performed by certifi ed public accountant (CPA) that are 

designed to enhance the degree of confi dence in the information. The accountant must 

be “independent” to perform these services. In general, assurance services consist of 

two types: those that increase the reliability of information and those that involve put-

ting information in a form or context that facilitates decision making. In this chapter, 

we will focus on the fi rst type—audit and assurance services that involve reliability 

enhancement.

The Attest Function

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

ance as to its reliability. The profession’s attestation 

 standards defi ne an attest engagement as one in which:

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

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

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

Describe the nature of assurance 

services.

LO 1-1

Identify assurance services that

involve attestation.

LO 1-2
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CPAs attest to many types of subject matter (or assertions about subject matter), 

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

advertising claims.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

 FIGURE 1.1 
 The Attest Function 

Users

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

Suitable
Criteria

CPA’s
Attest

Report*

Client
Management
(Responsible

Party)

Subject
Matter

Propose
Necessary

Adjustments

Issue
 Report on
Findings

CPA

Gather and
Evaluate
Evidence

Consider
Presenting
Assertion

Subject
Matter

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

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

ment, often GAAP).

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

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

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

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

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

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

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

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

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

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

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

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

marizes the three 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 ser-

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

Assurance and 
Nonassurance 
Services

Type of 
Engagement

Level of Assurance 
Provided

Risk of Material 
Misstatement

Nature of Assurance 
in Report Procedures

Examination* High 
(“reasonable”)

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

Review Moderate 
(limited)

Moderate “We are not aware 
of any material 
modifi cations that 
should be made . . .”

Generally limited
to inquiry and
analytical
procedures

Agreed-Upon 
Procedures

Summary of 
fi ndings

Varies by 
specifi c 
engagement

Includes a summary of 
procedures followed 
and fi ndings

Procedures agreed 
upon with the 
specifi ed user or 
users

FIGURE 1.2 Forms of Attestation

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

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

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

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

Illustrative Case The Value of Attest Services
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relationships among these services. As shown, CPAs provide both assurance and non- 

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

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

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

by CPA fi rms.

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

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

involve attestation include:

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

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

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

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

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

assurance services are discussed in Chapters 18 through 21.

Financial Statement Audits

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Describe the nature of fi nancial 

statement audits.
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established in conformity with generally accepted accounting principles.  Evidence is gath-

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

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

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

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

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

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

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

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

and complete. Only if suffi cient evidence is gathered in support of all these signifi cant 

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

sented in accordance with generally accepted accounting principles.

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

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

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

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

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

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

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

Reliable accounting and fi nancial 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 fi nancial measurements to be capable of using the resources to the best advantage. 

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

thereby preventing an effi cient allocation of economic resources.

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

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

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

What Creates 
the Demand for 
Audits?

Explain why audits are demanded 

by society.
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and other interested third parties. These third parties use the information to make various 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

invest in the business or to extend credit. Although deliberate falsifi cation of fi nancial 

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

make decisions based upon such misleading statements.

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

unintentional bias, and deliberate falsifi cation), fi nancial statements may depart from 

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

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

not materially depart from generally accepted accounting principles.

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

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

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

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

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

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

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

to this customer has two aspects:1

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

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

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

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

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

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

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

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

contain material departures from generally accepted accounting principles.

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

signifi cantly affect the level of information risk. If the loan offi cer has assurance from the 

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

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

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

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

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

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

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

incentive to provide audited fi nancial statements to the loan offi cer to obtain the loan and 

to get the best possible interest rate.

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

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

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

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

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

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

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

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

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

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

Corporate Governance and Auditing

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

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

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

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

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

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

(non management) board members.3 Although details of responsibilities differ among com-

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Major Auditing 
Developments of 
the 20th Century

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

reliable indication of the accuracy of other similar transactions.

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

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

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

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

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

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

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

extent of their tests of the account balance.

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

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

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

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

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

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

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

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

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

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

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

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

material fraud.

As a result of a number of instances of fraudulent fi nancial 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 fi nal report, which 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

safety and soundness of the institution.

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

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

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

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

requires auditors to defi nitively design procedures to address the risk of fraudulent fi nan-

cial reporting.

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

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

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

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

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

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

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

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

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

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

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

faces signifi cant challenges to its viability.

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

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

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

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

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

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

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

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

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

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

ing that accounting irregularities had been used to signifi cantly infl ate earnings in the 

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

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

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

statements, and almost weekly the Securities and Exchange Commission announced 

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

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

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

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

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

The Accounting 
Profession’s 
Credibility Crisis

Describe how the credibility of the 

accounting profession was affected 

by the large number of companies 

reporting accounting irregularities 

in the beginning of this century.

LO 1-5
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of the then “Big 5” accounting fi rms, on charges of destruction of documents related 

to the Enron case brought into question the ethical principles of the public accounting 

profession.6

These events drew quick responses from a number of congressional committees, 

the SEC, and the U.S. Justice Department, as they began investigating corporate man-

agement and the accounting profession. By the summer of 2002, Congress had passed 

the Sarbanes-Oxley Act of 2002, which included a set of reforms that toughened 

penalties for corporate fraud, restricted the types of consulting CPAs may perform for 

public company audit clients, and created the Public Company Accounting Oversight 

Board (PCAOB) to oversee the accounting profession. The PCAOB has broad powers to 

develop and enforce standards for public accounting fi rms that audit companies that issue 

securities registered with the SEC. Establishment of the PCAOB eliminated the account-

ing profession’s self-regulation of audits of public (issuer) companies.7

The 2008 fi nancial crisis that resulted from a collapse of the U.S. subprime market and 

the reversal of the housing boom in the United States and other industrialized econo-

mies caused Congress and regulators to reexamine laws and regulations regarding cor-

porate governance and risk management, especially for large fi nancial institutions. In 

response, Congress passed into law the Dodd-Frank Act (the Wall Street Reform 
and  Consumer Protection Act) of 2010. This act’s major purposes were to promote 

fi nancial stability by improving accountability and transparency in the fi nancial system 

and to protect the U.S. taxpayer by ending bailouts of “too-big-to-fail” institutions.

Audits are often viewed as falling into three major categories: (1) fi nancial audits, 

(2) compliance audits, and (3) operational audits. In addition, the Sarbanes-Oxley Act 

requires an integrated audit for public companies.

Financial Audits
A fi nancial audit is an audit of the fi nancial accounting information of an entity. An 

audit of fi nancial statements ordinarily covers the balance sheet and the related 

statements of income, retained earnings, and cash fl ows. The goal is to determine whether 

these statements have been prepared in conformity with generally accepted accounting 

principles. Financial statement audits are normally performed by fi rms of certifi ed public 

accountants; however, internal auditors often perform fi nancial audits of departments or 

The Financial 
Crisis of 2008

Types of Audits

Contrast the various types of 

audits and types of auditors.

LO 1-6

5 The bankruptcy of Lehman Brothers Holding, Inc., in 2008 is now the largest bankruptcy in U.S. 
history.
6 Ironically, the conviction of Andersen was overturned by the Supreme Court, but not before the 
fi rm had been dissolved.
7 The AICPA and the PCAOB often use the terms issuer and nonissuer to refer to public and 
nonpublic companies, respectively. An issuer is a company that has securities registered with the SEC. 
We will use the terms public/issuer and nonpublic/nonissuer synonymously throughout this textbook.

WorldCom reported over $11 
billion in accounting irregu-
larities, completely eliminat-

ing the company’s previously reported profi ts for all of 2000 

and 2001 and causing the company to declare bankruptcy. 
At one time WorldCom had reported total assets in excess 
of $100 billion and a market value in excess of $150 billion, 
making it then the largest bankruptcy in U.S. history.5

Illustrative Case Massive Fraud at WorldCom
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business segments. Users of auditors’ reports include management, investors, bankers, 

creditors, fi nancial analysts, and government agencies.

Compliance Audits
The performance of a compliance audit is dependent upon the existence of verifi able 

data and of recognized criteria or standards, such as established laws and regulations or an 

organization’s policies and procedures. A familiar example is the audit of an income tax 

return by an auditor of the Internal Revenue Service (IRS). Such audits address whether 

a tax return is in compliance with tax laws and IRS regulations. The fi ndings of the IRS 

auditors are transmitted to the taxpayer by means of the IRS auditor’s report.

Another example of a compliance audit is the periodic bank examination by bank 

examiners employed by the Federal Deposit Insurance Corporation and the state banking 

departments. These audits measure compliance with banking laws and regulations and 

with traditional standards of sound banking practice.

Internal auditors perform audits of compliance with internal controls, other company 

policies and procedures, and applicable laws and regulations. Internal audit departments 

often are involved with documenting and testing internal control for management’s 

reports required by the Sarbanes-Oxley Act.

Finally, many state and local governmental entities and nonprofi t organizations that 

receive fi nancial assistance from the federal government must arrange for compliance 

audits under the Single Audit Act or OMB Circular A-133. Such audits are designed to 

determine whether the fi nancial assistance is spent in accordance with applicable laws 

and regulations. Compliance audits are described in greater detail in Chapter 21.

Operational Audits
An operational audit is a study of a specifi c unit of an organization for the purpose of 

measuring its performance. The operations of the receiving department of a manufactur-

ing company, for example, may be evaluated in terms of its effectiveness, that is, its suc-

cess in meeting its stated goals and responsibilities. Performance is also judged in terms 

of effi ciency, that is, success in using to its best advantage the resources available to the 

department. Because the criteria for effectiveness and effi ciency are not as clearly estab-

lished as are generally accepted accounting principles and many laws and regulations, an 

operational audit tends to require more subjective judgment than do audits of fi nancial 

statements or compliance. For example, quantifi able criteria often must be developed 

by the auditors to be used to measure the effectiveness or effi ciency of the department. 

Operational auditing is also discussed in detail in Chapter 21.

Integrated Audits
The Sarbanes-Oxley Act requires that auditors of publicly traded companies in the United 

States perform an integrated audit that includes providing assurance on both the fi nan-

cial statements and the effectiveness of internal control over fi nancial reporting. Specifi cally, 

the Sarbanes-Oxley Act and PCAOB Standard No. 5—which implements the integrated 

audit—require company management to assess and report on the company’s internal con-

trol. The auditors, in addition to providing an opinion on the company’s fi nancial state-

ments, report on both management’s assessment and internal control effectiveness.

In addition to the audit of fi nancial statements by certifi ed public accountants, other pro-

fessional groups carry on large-scale auditing programs. Among these other well-known 

types of auditors are internal auditors, auditors of the Government Accountability Offi ce, 

and internal revenue agents.

Internal Auditors
Nearly every large corporation maintains an internal auditing staff. Internal auditors are 

also employed extensively by governmental and nonprofi t organizations. A principal 

goal of internal auditors is to investigate and appraise the effectiveness with which the 

various organizational units of the company are carrying out their assigned functions. 

Much attention is given by internal auditors to the study and appraisal of internal control.

Types of Auditors
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A large part of the work of internal auditors consists of operational audits; in addition, 

they may conduct numerous compliance audits. The number and kind of investigative 

projects vary from year to year. Unlike CPAs, who are committed to verify each signifi -

cant item in the annual fi nancial statements, internal auditors are not obligated to repeat 

their audits on an annual basis.

The internal auditing staff often reports to the audit committee of the board of directors 

and also to the president or another high-level executive. This strategic placement high in 

the organizational structure helps ensure that the internal auditors will have ready access 

to all units of the organization, and that their recommendations will be given prompt 

attention by department heads. It is imperative that the internal auditors be independent 

of the department heads and other line executives whose work they review. Thus, it 

would generally not be desirable for the internal auditing staff to be under the authority 

of the chief accountant. Regardless of their reporting level, however, the internal auditors 

are not independent in the same sense as the independent auditors. The internal auditors 

are employees of the organization in which they work, subject to the restraints inherent in 

the employer–employee relationship.

The Institute of Internal Auditors (IIA) is the international organization of internal 

auditors. It has developed various standards relating to internal auditing, and it adminis-

ters the certifi ed internal auditor (CIA) examination. Chapter 21 provides further discus-

sion of the internal auditing profession and the CIA designation.

Government Accountability Offi ce Auditors
Congress has long had its own auditing staff, headed by the comptroller general and 

known as the Government Accountability Offi ce, or GAO.8 The work of GAO audi-

tors includes compliance, operational, and fi nancial audits. These assignments include 

audits of government agencies to determine that spending programs follow the intent of 

Congress and operational audits to evaluate the effectiveness and effi ciency of selected 

government programs. GAO auditors conduct examinations of corporations holding 

government contracts to verify that contract payments by the government have been 

proper. In addition, the fi nancial statements of a number of federal agencies and the 

consolidated fi nancial statements of the federal government are audited by the GAO.

The enormous size of many of the federal agencies has caused the GAO to stress the 

development of computer auditing techniques and statistical sampling plans. Its pioneer-

ing in these areas has led to the recognition of the GAO as a sophisticated professional 

auditing staff.

Internal Revenue Agents
The Internal Revenue Service is responsible for enforcement of the federal tax laws. Its 

agents conduct compliance audits of the income tax returns of individuals and corpora-

tions to determine that income has been computed and taxes paid as required by federal 

law. Although IRS audits include some simple individual tax returns that can be com-

pleted in an hour or so in an IRS offi ce, they also include fi eld audits of the nation’s larg-

est corporations and often involve highly complex tax issues.

The Public Accounting Profession

In recognition of the public trust afforded to public accountants, each state recognizes 

public accountancy as a profession and issues the certifi cate of certifi ed public 
accountant. The CPA certifi cate is a symbol of technical competence. This offi cial 

recognition by the state is comparable to that accorded to the legal, medical, and other 

professions.

The licensing of CPAs by the states refl ects a belief that the public interest will be 

protected by an offi cial identifi cation of competent professional accountants who offer 

Explain the regulatory process for 

auditors of public companies and 

auditors of nonpublic companies.

LO 1-7

8 The GAO changed its name from the General Accounting Offi ce to the Government 
Accountability Offi ce in 2004.
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their services to the public. Although CPAs provide various types of tax, consulting, and 

accounting services which are also provided by non-CPAs, the various states generally 

restrict the performance of audits of fi nancial statements to CPAs. It is this performance 

of the attest function on fi nancial statements that is most unique to CPAs.

The American Institute of Certifi ed Public Accountants (AICPA) is a voluntary 

national organization of more than 370,000 members. The following four major areas of 

the AICPA’s work are of particular interest to students of auditing:

 1. Establishing standards and rules to guide CPAs in their conduct of professional 

services.

 2. Carrying on a program of research and publication.

 3. Promoting continuing professional education.

 4. Contributing to the profession’s self-regulation.

Establishing Standards
The AICPA has assigned to its Auditing Standards Board (ASB) responsibility for issuing 

offi cial pronouncements on auditing matters. A most important series of pronouncements 

on auditing by the Auditing Standards Board is entitled Statements on Auditing 
Standards (SASs). The ASB currently has the authority to issue auditing standards 

only for audits of nonpublic companies. As indicated previously, the Public Company 

Accounting Oversight Board (PCAOB) issues standards for audits of public companies. 

The PCAOB has adopted the Auditing Standards Board’s Statements on Auditing Stan-
dards that were in effect as of April 16, 2003, as interim standards for audits of publicly 

traded companies. The standards are “interim” in that they serve as a starting point as the 

PCAOB develops its own set of standards.

The AICPA also issues Statements on Standards for Attestation Engagements (SSAEs). 
These statements provide CPAs with guidance for attesting to information other than fi nancial 

statements, such as fi nancial forecasts. Chapter 2 also provides a description of the SSAEs.

The Accounting and Review Services Committee of the AICPA establishes standards 

for reporting on fi nancial statements when the CPAs’ role is to compile or review the fi nan-

cial statements rather than to perform an audit. The series of pronouncements by this com-

mittee is called Statements on Standards for Accounting and Review Services (SSARS). The 

SSARSs provide guidance for the many sensitive situations in which a public accounting 

fi rm is in some way associated with the fi nancial statements of a nonpublic company and, 

therefore, needs to make clear the extent of the responsibility that the public accounting fi rm 

assumes for the fairness of the statements. SSARSs are discussed more fully in Chapter 19.

Research and Publication
In addition to the professional standards indicated above, the AICPA issues additional 

technical guidance. Many accounting students are familiar with the Journal of Accoun-
tancy, published monthly. Another AICPA monthly journal is The Tax Advisor. Publica-

tions bearing directly on auditing include:

 • Industry Audit and Accounting Guides. These guides cover various industries, includ-

ing, for example, Audits of Casinos.
 • Audit Risk Alerts. These annual publications update auditors on practice issues and 

recently issued professional pronouncements that affect the audits of entities in vari-

ous industries.

 • Auditing Practice Releases. This series is intended to keep auditors informed of new 

developments and advances in auditing procedures.

A number of other AICPA publications bear directly on accounting issues, including:

 • Accounting Research Studies. The results of studies of accounting methods are 

described in these publications.

American Institute 
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 • Statements of Position of the Accounting Standards Division. These statements 

express the AICPA’s position on the appropriate method of accounting for particular 

events or transactions.

 • Accounting Trends & Techniques. This is an annual study of current reporting  practices 

of 600 large corporations.

Continuing Professional Education
Another important activity of the AICPA is the development of a continuing professional 

education program. Continuing education is a necessity for CPAs to remain knowledge-

able about the unending stream of changes in accounting principles, tax law, auditing, 

computers, and consulting services. Continuing education programs are offered by the 

AICPA, state societies, and other professional organizations. State laws require CPAs to 

participate in continuing education programs as a condition for license renewal.

Professional Regulation
Historically, most of the regulation of accounting fi rms has been performed by the 

accounting profession itself through the AICPA. While the SEC has provided oversight 

and some regulation, prior to 2002 Congress had enacted limited legislation to regu-

late the profession. This situation changed signifi cantly in 2002 with the passage of the 

Sarbanes-Oxley Act. As indicated previously, this legislation created the PCAOB, which 

now regulates all accounting fi rms that audit public (issuer) companies. The AICPA now 

provides very limited regulation for auditors of public companies but continues to regu-

late the accounting fi rms that do not audit public companies.

Regulation of Individual CPAs The membership of the AICPA has adopted ethical 

rules for CPAs in the form of its goal-oriented Code of Professional Conduct. This ethi-

cal code sets forth positively stated principles on which CPAs can make decisions about 

appropriate conduct. The AICPA Code of Professional Conduct is described in detail in 

Chapter 3.

Self-regulation also is apparent in the requirements for regular membership in the 

AICPA, which include the following:

 1. Members in public practice must practice with a fi rm enrolled in an approved practice-

monitoring (peer review) program.

 2. Members must obtain continuing education: 120 hours every three years for members 

in public practice and 90 hours every three years for other members.

Regulation of Public Accounting Firms An AICPA member can meet the practice- 

monitoring membership requirement if his or her fi rm is enrolled in the AICPA Peer 

Review Program. When a CPA fi rm enrolls in the AICPA Peer Review Program, it agrees 

to comply with the AICPA’s Quality Control Standards and to have a peer review of its 

accounting and auditing practice every three years. Firms that are required to be regis-

tered with and inspected by the Public Company Accounting Oversight Board (PCAOB) 

are required to have their AICPA peer review administered by the National Peer Review 

Committee. For these fi rms, the AICPA peer review focuses on the engagements that are 

not inspected by the PCAOB staff.

Many fi rms that are registered with the PCAOB become members of the AICPA 

 Center for Audit Quality (CAQ). The CAQ is dedicated to enhancing investor confi dence 

and public trust in the global capital markets by fostering high-quality performance by 

public company auditors; convening and collaborating with other stakeholders to advance 

the discussion of critical issues requiring action and intervention; and advocating poli-

cies and standards that promote public company auditors’ objectivity, effectiveness, and 

responsiveness to dynamic market conditions.

A peer review involves a critical review of one public accounting fi rm’s practices by 

another public accounting fi rm. Such an external review clearly offers a more objec-

tive evaluation of the quality of performance than could be made by self-review. The 
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purpose of this concept is to encourage rigorous adherence to the AICPA’s quality  control 

 standards. Quality control standards and the peer review process are discussed in detail 

in Chapter 2.

The AICPA—In Perspective
Throughout its existence, the AICPA has contributed enormously to the evolution of 

 generally accepted accounting principles as well as to the development of professional 

standards. The many technical divisions and committees of the institute (such as the 

Auditing Standards Board) provide a means of focusing the collective experience and 

ability of the profession on current problems. However, with the passage of the Sarbanes-

Oxley Act, the AICPA’s infl uence and responsibility have been signifi cantly diminished.

The CPA examination is a uniform national examination prepared and graded by the 

American Institute of Certifi ed Public Accountants. The exam is computerized and given 

on demand at computer centers throughout most of the year.

Although the preparation and grading of the examination are in the hands of the AICPA, 

the issuance of CPA certifi cates is a function of each state or territory. Passing the CPA 

examination does not, in itself, entitle the candidate to a CPA certifi cate; states have expe-

rience and education requirements that must be met before the CPA certifi cate is awarded.

The CPA examination is essentially an academic one; in most states, candidates are 

not required to have any work experience to sit for the examination. In the opinion of the 

authors, the ideal time to take the examination is immediately after the completion of a 

comprehensive program of accounting courses in a college or university. The format of 

the CPA examination includes the following four parts:

 1. Auditing & Attestation.

 2. Financial Accounting & Reporting (business enterprises, not-for-profi t organizations, 

and governmental entities).

 3. Regulation (professional and legal responsibilities, business law, and taxation).

 4. Business Environment & Concepts.

The exam consists of multiple choice questions and simulations, which are designed 

to replicate “real world” practice cases. The compilation of the questions and problems 

included in this textbook involved a review of CPA questions used in prior years and the 

selection of representative questions and problems. Use of this material is with the con-

sent of the AICPA. Many other problems and questions (not from CPA examinations) are 

also included with each chapter.

Permits to practice as a CPA are granted by the state boards of accountancy in the various 

states. These boards also regulate the profession and may suspend or revoke an accoun-

tant’s certifi cate. While all state boards require successful completion of the CPA exami-

nation, the requirements for education and experience vary. A few states require only a 

baccalaureate degree, while most require 150 semester hours of education or a master’s 

degree to sit for the CPA examination. The experience required generally ranges from 

none to two years. The AICPA currently is attempting to get states to adopt the revised 

Uniform Accounting Act to facilitate CPA practice across state lines. The state boards are 

organized through the National Association of State Boards of Accounting (NASBA).

Auditors should determine whether fi nancial statements are prepared in conformity with 

generally accepted accounting principles. Both the SEC and the AICPA have designated 

the Financial Accounting Standards Board as the body with power to set forth these prin-

ciples for entities other than federal, state, and local governments. Thus, FASB Statements, 
exposure drafts, public hearings, and research projects are all of major concern to the public 

accounting profession.

The CPA 
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The structure, history, and pronouncements of the FASB (and its predecessor, the 

Accounting Principles Board) are appropriately covered in introductory, intermediate, 

and advanced accounting courses.

The Governmental Accounting Standards Board (GASB) was formed in 1984 to estab-

lish and improve standards of fi nancial accounting for state and local government enti-

ties. The operational structure of the GASB is similar to that of the FASB. Auditors of 

state and local government entities, such as cities and school districts, look to the GASB 

pronouncements for the appropriate accounting principles.

In 1990, the federal Offi ce of Management and Budget, the U.S. Treasury, and the General 

Accounting Offi ce (since renamed the Government Accountability Offi ce) established 

the Federal Accounting Standards Advisory Board (FASAB) to develop accounting stan-

dards for the U.S. government. This body issues standards that are used to audit a number 

of major federal agencies and the U.S. government as a whole as required by the Govern-

ment Management Reform Act of 1994.

As indicated previously, the Public Company Accounting Oversight Board 
(PCAOB) was created in 2002 to oversee and discipline CPAs and public accounting 

fi rms that audit public (issuer) companies. This fi ve-member board, under the authority 

of the SEC, has the responsibility to establish or adopt “auditing, attestation, quality con-

trol, ethics, and independence standards relating to the preparation of audit reports” for 

SEC registrants (almost all publicly traded companies in the United States). In addition, 

the PCAOB has the responsibility to:

 • Register public accounting fi rms that audit public companies.

 • Perform inspections of the practices of registered fi rms.

 • Conduct investigations and disciplinary proceedings of registered fi rms.

 • Sanction registered fi rms.

In 2010, the Dodd-Frank Act expanded the PCAOB’s scope of responsibility to include 

overseeing audits of securities brokers and dealers.

As indicated previously, the inspection program of the PCAOB covers only the public 

company audit practice of CPA fi rms. The results of the inspections are posted on the 

PCAOB’s Website at www.pcaobus.org.

The Securities and Exchange Commission (SEC) is an agency of the U.S. govern-

ment. It administers the Securities Act of 1933, the Securities Exchange Act of 1934, and 

other legislation concerning securities and fi nancial matters. In addition, the SEC has 

oversight responsibility for the PCAOB. The primary function of the SEC is to protect 

investors and the public by requiring full disclosure of fi nancial information by compa-

nies offering securities for sale to the public. A second objective is to prevent misrepre-

sentation, deceit, or other fraud in the sale of securities.

The term registration statement is an important one in any discussion of the impact 

of the SEC on accounting practice. To register securities means to qualify them for sale 

to the public by fi ling with the SEC fi nancial statements and other data in a form accept-

able to the commission. A registration statement contains audited fi nancial statements, 
including balance sheets for a two-year period and income statements, statements of 

retained earnings, and statements of cash fl ows for a three-year period.

The legislation creating the SEC made the commission responsible for determining 

whether the fi nancial statements presented to it refl ect proper application of accounting 

principles. To aid the commission in discharging this responsibility, the securities acts 

provide for an examination and report by a public accounting fi rm registered with the 
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Public Company Accounting Oversight Board. From its beginning, the SEC has been 

a major user of audited fi nancial statements and has exercised great infl uence upon the 

development of accounting principles, the strengthening of auditing standards, and the 

concept of auditor independence.

Protection of investors, of course, requires that the public have available the informa-

tion contained in a registration statement concerning a proposed issue of securities. The 

issuing company is therefore required to deliver to prospective buyers of securities a pro-
spectus, or selling circular, from the registration statement. The registration of securities 

does not insure investors against loss; the SEC does not pass on the merit of securities. 

There is, in fact, only one purpose of registration: to provide disclosure of the important 

facts so that the investor has available all pertinent information on which to base an intel-

ligent decision as to whether to buy a given security. If the SEC believes that a given reg-

istration statement does not meet its standards of disclosure, it may require amendment of 

the statement or may issue a stop order preventing sale of the securities.

To improve the quality of the fi nancial statements fi led with it and the professional stan-

dards of the independent accountants who report on these statements, the SEC has adopted a 

basic accounting regulation known as Regulation S-X and entitled Form and Content of Finan-
cial Statements. Between 1937 and 1982, the SEC issued 307 Accounting Series Releases
(ASRs) addressing various accounting and auditing issues. In 1982, the series was replaced 

by two series—Financial Reporting Releases and Accounting and Auditing Enforcement 
Releases. Financial Reporting Releases present the SEC’s current views on fi nancial report-

ing and auditing issues. Accounting and Auditing Enforcement Releases summarize enforce-

ment activities against auditors when the SEC has found defi ciencies in the auditors’ work. In 

addition, the standards of the PCAOB must be adopted through the SEC’s regulation process.

The International Federation of Accountants (IFAC) is the global organization of 

accounting professional bodies. Members of IFAC are not individuals. Instead, member-

ship consists of approximately 160 professional accountancy bodies (e.g., the AICPA) 

from approximately 125 countries and jurisdictions. IFAC was established to help fos-

ter a coordinated worldwide accounting profession with harmonized standards. Boards 

established by IFAC have the following responsibilities:

 • The International Auditing and Assurance Standards Board (IAASB) estab-

lishes International Standards on Auditing (ISAs), International Standards on Quality 
Control (ISQC), and standards for other assurance and related services.

 • The International Ethics Standards Board for Accountants (IESBA) estab-

lishes ethical standards and guidance for professional accountants.

 • The International Accounting Education Standards Board (IAESB) develops 

guidance to improve accounting education around the world.

The pronouncements of these boards do not override the national auditing standards 

of its members. Rather they are meant to foster the development of consistent worldwide 

professional standards. Members from countries that do not have their own standards 

The International 
Federation of 
Accountants

bli C A i O i h d i b i i h S C h b

Most of the large CPA fi rms 
sold or spun off their consult-
ing practices. As examples, 

IBM bought the consulting practice of Pricewaterhouse-
Coopers LLP, KPMG LLP spun off its consulting practice and 
took it public, and Ernst & Young LLP sold its consulting 

practice to Cap Gemini. The fi rms now provide a limited set 
of consulting services. Nonetheless, in recent years, most of 
these fi rms have started providing increasing amounts of 
such services. However, the types of such services that they 
may provide for their attest clients is limited, as is discussed 
in detail in Chapter 3.

Illustrative Case Exiting the Consulting Business
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are encouraged to adopt IFAC standards. Members from countries that already have 

 standards are encouraged to compare them to IAASB standards and seek to eliminate 

any material inconsistencies. The AICPA’s Auditing Standards Board has worked to har-

monize its standards with those of the IAASB such that there are only minor differences 

between them. These differences are summarized in Chapter 2.

In addition to auditing and other assurance services, public accounting fi rms offer other 

types of services to their clients, including tax services, consulting services, accounting 

and review services, fraud investigation services, and personal fi nancial planning. Public 

accounting fi rms tend to specialize in particular types of services depending on their size 

and the expertise of their personnel.

Tax Services
Tax services that are performed by public accounting fi rms fall into two broad categories: 

compliance work and tax planning. Compliance work involves preparing the federal, state, 

and local tax returns of corporations, partnerships, individuals, and estates and trusts. Tax 

planning, on the other hand, involves consulting with clients on how to structure their 

business affairs to legally minimize the amount and postpone the payment of their taxes.

Consulting Services
Public accounting fi rms offer a variety of services that are designed to improve the effective-

ness and effi ciency of their clients’ operations. Initially, these services developed as a natural 

extension of the audit and primarily involved consulting on accounting and internal control 

systems. In recent years, public accounting fi rms have expanded by offering a host of ser-

vices that tend to be more operational in nature. Examples are developing strategic planning 

models and management information systems and performing executive search services.

Performance of consulting services for audit clients has been a signifi cant issue with 

respect to the independence of auditors, so much so that a number of restrictions have 

been placed on the types and extent of consulting services that may be performed for 

public company audit clients. This issue will be discussed in more detail in  Chapter 3.

Accounting and Review Services
Audits are expensive. For a small business, the cost of an audit will run into the thou-

sands of dollars; for large corporations, the cost may exceed a million dollars. The most 

common reason for a small business to incur the cost of an audit is the infl uence exerted 

by a bank that insists upon audited fi nancial statements as a condition for granting a bank 

loan. If a small business is not in need of a signifi cant amount of bank credit, the cost of 

an audit may exceed its benefi ts.

An alternative is to retain a public accounting fi rm to perform other services for nonpublic 

(nonissuer) companies, such as the compilation or review of fi nancial statements. To compile 

fi nancial statements means to prepare them; this service is often rendered when the client does 

not have accounting personnel capable of preparing statements. The public accounting fi rm 

issues a compilation report on the fi nancial statements that provides no assurance that the 

statements are presented fairly in accordance with generally accepted accounting principles.

A review of fi nancial statements by a public accounting fi rm is an attestation service that 

is substantially less in scope than an audit. It is designed to provide limited assurance on the 

credibility of the statements. A review stresses inquiries by the CPA and the comparison of 

amounts in the statements to comparable fi nancial and nonfi nancial data. These comparisons, 

which are referred to as analytical procedures, are useful in bringing to light possible misstate-

ments of fi nancial statement amounts. Compilations and reviews are discussed in Chapter 19.

Litigation Support Services
The level of litigation in the United States has created a fast-growing area of practice. CPAs 

are often used in business litigation cases as expert witnesses to calculate damages or explain 

complex business and accounting concepts to judges and juries. As a result, many public 

accounting fi rms have developed departments that specialize in litigation support services.

Other Types 
of Professional 
Services
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Fraud Investigation Services
Fraud investigation services generally involve engaging professionals to investigate sus-

pected or known fraud. These types of services are also referred to as forensic accounting 
services, but forensic accounting is somewhat broader and includes litigation support 

services. Because of increased identifi ed incidences of defalcation and theft, fraud 

investigation has become a signifi cant part of the work performed by many internal 

audit departments. These types of services are also a practice specialty for many public 

accounting fi rms. To demonstrate expertise in the area of fraud investigation, the desig-

nation “Certifi ed Fraud Examiner” has been developed by the Association of Certifi ed 

Fraud Examiners.

Personal Financial Planning
Public accounting fi rms also may advise individuals on their personal fi nancial affairs. 

For example, a public accounting fi rm may review a client’s investment portfolio and 

evaluate whether the nature of the investments meets the client’s fi nancial objectives. The 

public accounting fi rm might also advise the client on the nature and amount of insur-

ance coverage that is appropriate. The AICPA offers the designation “Personal Finan-

cial Specialist” to CPAs who satisfy certain experience requirements and pass a one-day 

examination on personal fi nancial planning topics, such as income tax planning, risk 

management planning, investment planning, retirement planning, and estate planning.

Many public accounting fi rms are organized as either sole practitioners or partnerships.

A CPA may also practice as a member of a professional corporation or, in many states, as 

a limited liability partnership (LLP) or a limited liability company (LLC).
Professional corporations differ from traditional corporations in a number of respects. 

For example, all shareholders and directors of a professional corporation must be 

engaged in the practice of public accounting. In addition, shareholders and directors of 

the professional corporation may be held personally liable for the corporation’s actions, 

although they may choose to carry liability insurance to cover damages caused by neg-

ligent actions. Limited liability partnerships (companies) are similar to professional 

corporations, but they provide for the protection of the personal assets of any sharehold-

ers or partners not directly involved in providing services on engagements resulting in 

litigation.

In comparison with a sole proprietorship, partnerships and professional corporations 

with multiple owners have several advantages. When two or more CPAs join forces, the 

opportunity for specialization is increased, and the scope of services offered to clients 

may be expanded. Also, qualifi ed members of the staff may be rewarded by admission to 

the partnership or issuance of stock. Providing an opportunity to become part owner of 

the business is an important factor in the public accounting fi rm’s ability to attract and 

retain competent personnel.

Public accounting fi rms range in size from one person to over 100,000 on the profes-

sional staff. In terms of size, public accounting fi rms are often grouped into the following 

four categories: local fi rms, regional fi rms, national fi rms, and Big 4 fi rms.

Local Firms
Local fi rms typically have one or two offi ces, include only one CPA or a few CPAs as 

partners, and serve clients in a single city or area. These fi rms often emphasize income 

tax, consulting, and accounting services. Auditing is usually only a small part of the prac-

tice and tends to involve small business concerns that fi nd a need for audited fi nancial 

statements to support applications for bank loans.

Regional Firms
Many local fi rms have become regional fi rms by opening additional offi ces in neighbor-

ing cities or states and increasing the number of professional staff. Merging with other 

local fi rms is often a route to regional status. This growth is often accompanied by an 

increase in the amount of auditing as compared to other services.

Organization 
of the Public 
Accounting 
Profession
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National Firms
Public accounting fi rms with offi ces in most major cities in the United States are called 

national fi rms. These fi rms may operate internationally as well, either with their own 

offi ces or through affi liations with fi rms in other countries.

Big 4 Firms
The “Big 4” public accounting fi rms are Deloitte, EY, KPMG, and PwC. Each of these 

fi rms has extensive operations in the United States and internationally. Since only a very 

large public accounting fi rm has suffi cient staff and resources to audit a giant corporation, 

these fi rms audit nearly all of the largest American and multinational corporations. 

Associations of CPA fi rms
To improve their capabilities to provide professional services, many CPA fi rms join a group 

of fi rms, typically structured as an association. Associations are separate legal entities 

that are designed to help their member fi rms to increase the availability of services and 

resources that they provide.  For example, a CPA fi rm with operations in only one city may 

use the resources of the association to help provide services to clients in other locations. The 

Illustrative Case on the BDO Seidman Alliance provides further illustrations of suggested 

advantages of an association.

Also important is the concept of a network of CPA fi rms.  An association is consid-

ered a network when the relationship among fi rms includes sharing at least one of the fol-

lowing: (1) common brand name; (2) common control; (3) profi ts; (4) common business 

strategy; (5) signifi cant professional resources; (6) common quality control policies and 

procedures.  Each of the Big 4 as well as a number of smaller CPA fi rms is actually com-

posed of a group of associated fi rms that qualify as a network. It is the Big 4 networks 

with revenues well into the billions of dollars in total that make possible the audit of large 

multinational companies. As indicated in Chapter 3, a network fi rm must comply with 

the Independence Rule of the AICPA Code of Professional Conduct with respect to attest 

clients of other network fi rms.

Alternative Practice Structure Firms
Beginning in the late 1990s, a number of publicly traded companies—including American 

Express, CBIZ, Inc., and H&R Block—began purchasing public accounting fi rms. These 

companies are often referred to as “consolidators” because they purchase public account-

ing fi rms in various cities and consolidate them into the overall corporation. In essence, 

the approach is to purchase the nonattest portion of the practice, hire public account-

ing fi rm partners and other personnel as employees of the publicly traded company, and 

perform those services. The attest and auditing partners retain that status in the public 

accounting fi rm, but ordinarily they are also employees of the publicly traded company. 

The public accounting fi rm then provides attestation services, using partners and other 

staff members leased from the public company. This trend is having a signifi cant effect 

BDO, a large American CPA 
fi rm, established an association 
(it’s “alliance”) with smaller 

CPA fi rms.  Its materials suggest that its members obtain advan-
tages, including:

• The opportunity to conduct business on a global scale by 
being allied with one of the nation’s largest accounting 
and consulting organizations.

• Professional services to supplement member fi rms’ basic 
skills.

• Specialists in a number of areas.

• Customized computer auditing software.

• National tax offi ce liaison services.

Members of the alliance pay various fees to obtain such 
services.

Illustrative Case The BDO Seidman Alliance
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on the public accounting profession, as we will indicate in several places throughout the 

text. For example, ethical complications of these structures are discussed in Chapter 3.

Public accounting fi rms have long recognized the value of industry specialization. When 

they possess a detailed knowledge and understanding of a client’s industry, the auditors 

can be more effective at collecting and evaluating audit evidence. Also, they are in a bet-

ter position to make valuable suggestions that will improve the client’s operations and to 

provide the client consulting services.

A number of large public accounting fi rms have organized their fi rms along industry 

lines. Each industry group is made up of personnel involved in providing audit, tax, and 

consulting services for a specialized industry. The fi rms believe that such an organiza-

tional structure leads to the performance of higher-quality integrated services to fi rms in 

specialized industries.

Human resources—the competence, judgment, and integrity of personnel—represent the 

greatest asset of any public accounting fi rm. The professional staff of a typical public 

accounting fi rm includes partners, managers, senior auditors, and staff auditors.

Partners
The lead partner on an engagement is responsible for assuring that the audit is performed 

in accordance with applicable professional standards. Accordingly, this individual is 

ultimately responsible for adequate planning, supervision, and execution of the audit. 

Partners are also responsible for maintaining primary contacts with clients. These con-

tacts include discussing with clients the objectives and scope of the audit work, resolving 

 controversies that may arise as to how items are to be presented in the fi nancial state-

ments, and attending the client’s stockholders’ meetings to answer any questions regard-

ing the fi nancial statements or the auditors’ report. Other responsibilities of the partner 

include recruiting new staff members, supervising the professional staff, reviewing audit 

working papers, and signing the audit reports.

Specialization by each partner in a different area of the fi rm’s practice is often advan-

tageous. One partner, for example, may have expertise in tax matters and head the fi rm’s 

tax department; another may specialize in SEC registrations; and a third may devote full 

time to design and installation of computer information systems.

The partnership level in a public accounting fi rm is comparable to that of top manage-

ment in an industrial organization. Executives at this level are concerned with the long-

run well-being of the organization and of the community it serves. They should and do 

contribute important amounts of time to civic, professional, and educational activities in 

the community. Participation in the state society of certifi ed public accountants and in the 

AICPA is, of course, important if the partners are to do their share in building the profes-

sion. Contribution of their specialized skills and professional judgment to leadership of 

civic organizations is equally important to developing the economic and social environ-

ment in which business and professional accomplishment is possible.

An important aspect of partners’ active participation in various business and civic 

organizations is the prestige and recognition that may come to their fi rms. Many clients 

select a particular public accounting fi rm because they have come to know and respect 

one of the fi rm’s partners. Thus, partners who are widely known and highly regarded 

within the community may be a signifi cant factor in attracting business to the fi rm.

Managers
In large public accounting fi rms, managers or supervisors perform many of the duties 

that would be discharged by partners in smaller fi rms. A manager may be responsible for 

supervising two or more concurrent audit engagements. This supervisory work includes 

reviewing the audit working papers and discussing with the audit staff and with the client 

any accounting or auditing problems that may arise during the engagement. The manager 

is responsible for determining the audit procedures applicable to specifi c audits and for 
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maintaining uniform standards of fi eldwork. Often, managers have the administrative 

duties of compiling and collecting the fi rm’s billings to clients.

Familiarity with tax laws, as well as a broad and current knowledge of accounting 

theory and practice, is an essential qualifi cation for a successful manager. Like the partner, 

the audit manager may specialize in specifi c industries or other areas of the fi rm’s practice.

Senior Auditors
The responsibility assumed by the senior “in-charge” auditor varies based on the size 

of the engagement. On a smaller engagement, the senior auditor may assume respon-

sibility for planning and conducting the audit and drafting the audit report, subject to 

review and approval by the manager and partner. On larger engagements a senior auditor 

may assume responsibility for supervising some aspect of the audit, such as the audit of 

accounts receivable. In conducting the audit, the senior will delegate most audit tasks to 

assistants based on an appraisal of each assistant’s ability to perform particular phases of 

the work. A well-qualifi ed university graduate with a formal education in accounting may 

progress from staff accountant to senior auditor within two or three years, or even less.

One of the major responsibilities of the senior is on-the-job staff training. In assigning 

work to staff accountants, the senior should make clear the end objectives of the particu-

lar audit operation. By assigning assistants a wide variety of audit tasks and by providing 

constructive criticism of the assistants’ work, the senior should try to make each audit a 

signifi cant learning experience for the staff accountants.

Reviewing working papers shortly after they are completed is another duty of the 

senior in charge of an audit. This enables the senior to control the progress of the work 

and to ascertain that each phase of the engagement is adequately covered. At the conclu-

sion of the fi eldwork, the senior will make a fi nal review, including tracing items from 

individual working papers to the fi nancial statements.

The senior will also maintain a continuous record of the hours devoted by all members 

of the staff to the various phases of the audit. In addition to maintaining uniform profes-

sional standards of fi eldwork, the senior is responsible for preventing the accumulation 

of excessive staff hours on inconsequential matters and for completing the entire engage-

ment within the budgeted time, if possible.

Staff Accountants
The fi rst position of a college graduate entering the public accounting profession is that 

of staff assistant (staff assistant). Staff accountants usually encounter a variety of assign-

ments that fully utilize their capacity for analysis and growth. Of course, some routine 

work must be done in every audit engagement, but college graduates with thorough train-

ing in accounting need have little fear of being assigned for long to extensive routine pro-

cedures when they enter the fi eld of public accounting. Most fi rms are anxious to increase 

the assigned responsibility to younger staff members as rapidly as they are able to assume 

it. Ordinarily, the demand for accounting services is so high as to create a situation in 

which every incentive exists for the rapid development of promising assistants.

The audit staff members of all public accounting fi rms attend training programs that 

are either developed “in house” or sponsored by professional organizations. One of the 

most attractive features of the public accounting profession is the richness and vari-

ety of experience acquired even by the beginning staff member. Because of the high 

quality of the experience gained by certifi ed public accountants as they move from one 

audit engagement to another, many business concerns select individuals from the public 

accounting fi eld to fi ll such executive positions as controller or treasurer.

A major challenge in public accounting is keeping abreast of current developments within 

the profession. New business practices; new pronouncements by the Auditing Standards 

Board, the PCAOB, the SEC, the FASB, and the GASB; and changes in the tax laws are 

only a few of the factors that require members of the profession continually to update 

their technical knowledge.

Professional 
Development for 
Public Accounting 
Firm Personnel
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A public accounting fi rm should make certain that the professional staff remains con-

tinuously up-to-date on technical issues. To assist in this updating process, most large 

public accounting fi rms maintain a separate professional development section.

Professional development sections offer a wide range of seminars and educational 

programs to personnel of the fi rm. The curriculum of each program is especially 

designed to suit the needs and responsibilities of participants. Partners may attend pro-

grams focusing on the fi rm’s policies on audit quality control or current developments in 

a specialized industry; on the other hand, programs designed for staff accountants may 

cover audit procedures or use of the fi rm’s audit software. In addition to offering edu-

cational programs, the professional development section usually publishes a monthly 

newsletter or journal for distribution to personnel of the public accounting fi rm and 

other interested persons.

Many public accounting fi rms that are too small to maintain their own professional 

development departments have banded together into associations of public accounting 

fi rms. These associations organize educational programs, distribute information on tech-

nical issues, and engage in other professional activities that are designed to meet the 

needs of their members. Since the costs of the association’s professional activities are 

shared by all members, the fi rms are provided with many of the benefi ts of having their 

own professional development department at a fraction of the cost.

One of the traditional disadvantages of the public accounting profession has been the 

concentration of work during the “busy season” from December through April, followed 

by a period of slack demand during the summer months. This seasonal trend is caused 

by the fact that many companies keep their records on a calendar-year basis and require 

auditing services immediately after the December 31 closing of the accounts. Another 

important factor is the spring deadline for fi ling of federal income tax returns.

Auditors often work a considerable number of hours of overtime during the busy sea-

son. Some public accounting fi rms pay their staff for overtime hours. Other fi rms allow 

their staff to accumulate the overtime in an “overtime bank” and to “withdraw” these 

hours in the form of additional vacation time during the less busy times of the year.

The wide-ranging scope of public accountants’ activities today demands that CPAs be 

interested in and well informed on economic trends, political developments, and other top-

ics that play a signifi cant part in business and social contacts. Although an in-depth knowl-

edge of accounting is the most important qualifi cation of the CPA, an ability to meet people 

easily and to gain their confi dence and goodwill may be no less important in achieving suc-

cess in the profession of public accounting. The ability to work effectively with clients will 

be enhanced by a sincere interest in their problems and by a relaxed and cordial manner.

The question of the auditor’s independence inevitably arises in considering the advis-

ability of social activities with clients. The partner in today’s public accounting fi rm may 

play golf or tennis with the executives of client companies and other business associates. 

These relationships actually may make it easier to resolve differences of opinions that 

arise during an audit, if management comes to know and respect the partner. This mutual 

understanding need not prevent the CPA from standing fi rm on matters of accounting 

principle. Alternatively, such relationships have the potential for impairing auditor inde-

pendence. Auditor response to differences of opinions when such relationships exist is 

perhaps the “moment of truth” for the practitioners of a profession.

The CPA must always remember that the concept of independence embodies an 

appearance of independence. This appearance of independence may be impaired if an 

auditor becomes excessively involved in social activities with clients. For example, if 

a CPA frequently attends lavish parties held by a client or dates an offi cer or employee 

of a client corporation, the question might be raised as to whether the CPA will appear 

independent to outsiders. This dilemma is but one illustration of the continual need for 

judgment and perspective on the part of the auditor.

Seasonal 
Fluctuations in 
Public Accounting 
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This chapter explored the nature of assurance services, the attest function, independent 

audits, and the auditing profession. To summarize:

 1. CPAs provide a wide array of information enhancement services referred to as assurance 

services. Currently, the primary type of assurance service provided by CPAs involves 

attestation. When performing attestation services, CPAs enhance the reliability of infor-

mation by issuing an examination, review, or agreed-upon procedures report on subject 

matter or an assertion that is the responsibility of another party. In the case of fi nancial 

statement audits, the report most frequently includes an opinion about whether manage-

ment’s fi nancial statements conform to generally accepted accounting principles.

 2. Since audits involve examinations of fi nancial information by independent experts, they 

increase the credibility of the information contained in the statements. Decision makers 

both within and outside the organization can use audited fi nancial information with con-

fi dence that it is not likely to be materially misstated. Audits reduce information risk and, 

therefore, they reduce the overall risk of making various types of economic decisions.

 3. The nature and emphasis of auditing has changed over the years. Auditing began 

with the objective of detecting fraud by examination of all, or most, business trans-

actions. Today the objective of an audit is to attest to the fairness of the fi nancial 

statements. Because of the large size of business organizations, audits necessarily 

involve the use of sampling techniques based on the auditors’ consideration of the 

organization’s controls. CPAs also are being asked to assume more responsibility for 

attesting to compliance with laws and regulations and the effectiveness of controls.

 4. Due to a number of very visible instances of fraudulent fi nancial reporting, Congress 

passed the Sarbanes-Oxley Act of 2002. This act signifi cantly changed the nature 

of audits of public (issuer) companies, as well as the regulation of auditors that per-

form such audits. The act created the Public Company Accounting Oversight Board 

(PCAOB) to regulate audits and auditors of public companies.

 5. The auditing profession is much broader than auditors involved in public accounting; 

it also includes internal auditors and various governmental auditors, such as auditors of 

the Government Accountability Offi ce and the Internal Revenue Service.

 6. Various professional and regulatory organizations have a signifi cant infl uence on the 

auditing profession, including the American Institute of Certifi ed Public Accoun-

tants, the Financial Accounting Standards Board, the Governmental Accounting 

Standards Board, the Federal Accounting Standards Advisory Board, the Public 

Company Accounting Oversight Board, the Securities and Exchange Commission, 

and the International Federation of Accountants.

 7. In addition to performing attestation engagements, public accounting fi rms offer tax 

services, consulting services, and accounting and review services. Public accounting 

fi rms range in size from sole practitioners to the large international fi rms referred to as 

the Big 4 fi rms. The professional staff of a typical medium-to-large public accounting 

fi rm includes partners, managers, senior auditors, and staff auditors.

Agreed-upon procedures engagement (3) An attest engagement in which the CPAs agree to perform 

procedures for a specifi ed party and issue a report that is restricted to use by that party.

American Institute of Certifi ed Public Accountants (AICPA) (13) The national professional organization 

of CPAs engaged in promoting high professional standards to ensure that CPAs serve the public interest.

Applicable fi nancial reporting framework (3) The fi nancial reporting framework adopted by 

management and, where appropriate, those charged with governance in the preparation of the fi nancial 

statements that is acceptable in view of the nature of the entity and the objectives of the fi nancial 

statements, or that is required by law or regulation.

Assertion (2) A representation or declaration made by the responsible party, typically management 

of the entity.

Key Terms 
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Association (of CPA fi rms) (20) A separate legal entity composed of otherwise unrelated CPA fi rms.  

Associations allow member fi rms to enhance their capabilities to provide professional services (e.g., to 

refer work to or receive referrals from, other association members).

Assurance services (1) Professional services that enhance the quality of information, or its context, 

for decision makers. Many assurance services involve some form of attestation.

Attest engagement (1) An engagement in which the CPAs issue an examination, a review, or 

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

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

Audit committee (7) A committee of a corporation’s board of directors that engages, compensates, 

and oversees the work of the independent auditors, monitors activities of the internal auditing staff, and 

intervenes in any disputes between management and the independent auditors. Members of the audit 

committee must be independent directors, that is, members of the board of directors who do not also 

serve as corporate offi cers or have other relationships that might impair independence.

Audit of fi nancial statements (10) An examination designed to provide an opinion, the CPA’s 

highest level of assurance that the fi nancial statements follow generally accepted accounting principles, 

or another acceptable basis of accounting.

Board of directors (7) Individuals elected by a corporation’s shareholder to oversee the activities of 

the corporation. A board of directors ordinarily is composed of executives from the company and non-

executive directors.

Business risk (of the client) (6) The risk assumed by investors or creditors that is associated with the 

company’s survival and profi tability.

Certifi ed public accountant (12) A person licensed by the state to practice public accounting as a 

profession, based on having passed the Uniform CPA Examination and having met certain educational 

and experience requirements.

Compliance audit (11) An audit to measure the compliance of the organization with some established 

criteria (e.g., laws and regulations, or internal control policies and procedures).

Corporate governance (7) The rules, processes, and laws by which businesses are operated, 

regulated, and controlled. A primary concern of corporate governance is the nature and extent of 

accountability of people in the corporation and procedures to try to assure that the organization works in 

the best interests of its stakeholders.

CPA examination (15) A uniform examination administered by the American Institute of Certifi ed 

Public Accountants for state boards of accountancy to enable them to issue CPA licenses. The 

examination covers the topics of accounting and reporting, auditing, business environment, regulation, 

and professional responsibilities.

Dodd-Frank Act (the Wall Street Reform and Consumer Protection Act) (10) A U.S. federal law that 

increases federal government regulation of the fi nancial industry. The legislation, enacted in July 2010, aims 

to prevent a major fi nancial crisis by creating new fi nancial regulatory processes that are aimed at enforcing 

transparency and accountability while implementing rules for consumer protection. The act also expands the 

Public Company Accounting Oversight Board’s authority to oversee audits of brokers and dealers.

Examination (3) An attest engagement designed to provide the highest level of assurance that CPAs 

provide on an assertion. An examination of fi nancial statements is referred to as an audit.
Financial audit (10) An audit of the fi nancial accounting information of an organization or segment 

of the organization. This may involve a complete set of fi nancial statements or a portion of a statement.

Financial reporting framework (2) A set of criteria used to determine measurement, recognition, 

presentation, and disclosure of all material items appearing in the fi nancial statements: For example, 

accounting principles generally accepted in the United States of America, or International Financial 
Reporting Standards (IFRS) issued by the International Accounting Standards Board (IASB).

Fraud (8) Intentional misstatement of fi nancial statements by management (fraudulent fi nancial 

reporting), or theft of assets by employees (employee fraud). Fraud also is referred to as irregularities.
Generally accepted accounting principles (GAAP) (2) Concepts or standards established by such 

authoritative bodies as the FASB and the GASB and accepted by the accounting profession as essential 

to proper fi nancial reporting.

Information risk (6) The risk that the information used by investors, creditors, and others to assess 

business risk is not accurate.

Integrated audit (11) As required by the Sarbanes-Oxley Act and the Public Company Accounting 

Oversight Board, an audit that includes providing assurance on both the fi nancial statements and internal 

control over fi nancial reporting. Integrated audits are required of publicly traded companies in the 

United States.
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International Accounting Education Standards Board (IAESB) (17) A committee of the 

International Federation of Accountants, established to develop guidance to improve the standards 

of accountancy education around the world. The organization focuses on (1) the essential elements 

of accreditation, which are education, practical experience, and tests of professional competence, and 

(2) the nature and extent of continuing professional education needed by accountants.

International Auditing and Assurance Standards Board (IAASB) (17) A committee of the 

International Federation of Accountants, established to issue standards on auditing and reporting practices 

to improve the degree of uniformity of auditing practices and related services throughout the world.

International Ethics Standards Board for Accountants (IESBA) (17) A committee of the 

International Federation of Accountants, established to develop ethical standards and guidance for use 

by professional accountants. It encourages member bodies to adopt high standards of ethics for their 

members and promotes good ethical practices globally. The IESBA also fosters international debate on 

ethical issues faced by accountants.

International Federation of Accountants (IFAC) (17) A worldwide organization of national accounting 

bodies established to help foster a coordinated worldwide accounting profession with harmonized standards.

Network (of CPA fi rms) (20) An association of CPA fi rms that shares at least one of the following 

with other fi rms: (1) common brand name; (2) common control; (3) profi ts; (4) common business 

strategy; (5) signifi cant professional resources; (6) common quality control policies and procedures.

Operational audit (11) An analysis of a department or other unit of a business or governmental 

organization to measure the effectiveness and effi ciency of operations.

Public Company Accounting Oversight Board (PCAOB) (16) The fi ve-member board established 

in 2002 to oversee the audit of public (issuer) companies that are subject to the securities laws. The board 

has authority to establish or adopt, or both, rules for auditing, quality control, ethics, independence, and 

other standards relating to the preparation of audit reports.

Review (3) An engagement designed to express limited assurance relating to subject matter or an 

assertion. As discussed in further detail in Chapter 19, the procedures performed are generally limited to 

inquiries and analytical procedures.

Sarbanes-Oxley Act of 2002 (10) A set of reforms that toughened penalties for corporate fraud, 

restricted the kinds of consulting CPAs can perform for audit clients, and created the Public Company 

Accounting Oversight Board to oversee CPAs and public accounting fi rms.

Securities and Exchange Commission (SEC) (16) A government agency authorized to regulate 

companies seeking approval to issue securities for sale to the public.

Statements on Auditing Standards (SASs) (13) A series of statements issued by the Auditing 

Standards Board of the AICPA. Generally accepted auditing standards are developed and issued in the 

form of SASs in the context of an audit of fi nancial statements performed by an auditor.

Suitable criteria (2) The standards or benchmarks used to measure and present the subject matter and 

against which the CPA evaluates the subject matter. Suitable criteria are criteria that are established or 

developed by groups composed of experts that follow due process procedures, including exposure of 

the proposed criteria for public comment. Suitable criteria must have each of the following attributes: 

objectivity, measurability, completeness, and relevance.

Review 
Questions
 1–1. In late 2001 through 2002, the accounting profession faced a “crisis of credibility.” Describe 

the events that led up to this crisis.

 1–2. Defi ne assurance services. What are the two distinct types?

 1–3. What is the most common type of attest engagement? What is most frequently being “asserted” 

by management on this type of engagement?

 1–4. What is the principal use and signifi cance of an audit report to a large corporation with 

 securities listed on a stock exchange? To a small family-owned enterprise?

 1–5. Describe several business situations that would create a need for a report by an independent 

public accountant concerning the fairness of a company’s fi nancial statements.

 1–6. Explain the following statement: One contribution of the independent auditor is to lend 

 credibility to fi nancial statements.

 1–7. The overall risk of the investment in a business includes both business risk and information 

risk. Contrast these two types of risk. Which one is most directly affected by the auditors?

 1–8. Contrast the objectives of auditing at the beginning of this century with the objectives of 

auditing today.
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 1–9. What does an operational audit attempt to measure? Does an operational audit involve more 

or fewer subjective judgments than a compliance audit or an audit of fi nancial statements? 

Explain. To whom is the report usually directed after completion of an operational audit?

 1–10. Distinguish between a compliance audit and an operational audit.

 1–11. Is an independent status possible or desirable for internal auditors as compared with the 

 independence of a public accounting fi rm? Explain.

 1–12. Spacecraft, Inc., is a large corporation that is audited regularly by a public accounting fi rm but also 

maintains an internal auditing staff. Explain briefl y how the relationship of the public accounting 

fi rm to Spacecraft differs from the relationship of the internal auditing staff to Spacecraft.

 1–13. Describe briefl y the function of the GAO.

 1–14. List two of the important contributions to auditing literature by the AICPA.

 1–15. What is meant by a peer review in public accounting?

 1–16. How does the role of the SEC differ from that of the AICPA?

 1–17. Apart from auditing, what other professional services are offered by public accounting fi rms?

 1–18. What are the advantages of organizing a public accounting fi rm as a partnership rather than a 

sole proprietorship?

 1–19. How does a professional corporation differ from a traditional corporation?

 1–20. Public accounting fi rms are sometimes grouped into categories of local fi rms, regional fi rms, 

national fi rms, and international fi rms. Explain briefl y the characteristics of each. Include in 

your answer the types of services stressed in each group.

 1–21. Describe the various levels or positions of accounting personnel in a large public accounting fi rm.

 1–22. List three of the more important responsibilities of a partner in a public accounting fi rm.

 1–23. What characteristics make an accounting association an accounting network?

 1–24. What is the International Auditing and Assurance Standards Board? What is the purpose of 

its pronouncements? Do these pronouncements establish standards that override a member 

nation’s auditing standards?

Questions 
Requiring 
Analysis

 1–25. As a result of a number of events that caused Congress to doubt the ability of the accounting 

profession to regulate itself, a number of reforms were made to the accounting profession’s 

system of self-regulation.

 a. Provide a brief overview of the legislation that altered the self-regulation process of the 

accounting profession.

 b. Explain the regulation process for accounting fi rms that audit public companies.

 c. Explain the regulation process for accounting fi rms that do not audit public companies.

 1–26. A corporation is contemplating issuing debenture bonds to a group of investors.

 a. Explain how independent audits of the corporation’s fi nancial statements facilitate this 

transaction.

 b. Describe the likely effects on the transaction if the corporation decides not to obtain inde-

pendent audits of its fi nancial statements.

 1–27. The Sarbanes-Oxley Act of 2002 created the Public Company Accounting Oversight Board. 

Explain the major responsibilities of this board.

 1–28. The self-interest of the provider of fi nancial information (whether an individual or a business 

entity) often runs directly counter to the interests of the user of the information.

 a. Give an example of such opposing interests.

 b. What may be done to compensate for the possible bias existing because of the self-interest 

of the individual or business entity providing the fi nancial information?
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 1–29. Multiple Choice Questions 

Select the best answer for each of the following items and give reasons for your choice.

 a. Which of the following best describes the relationship between assurance services and 

attest services?

 (1) While attest services involve fi nancial data, assurance services involve nonfi nancial data.

 (2) While attest services require objectivity, assurance services do not require objectivity.

LO 1-1, 2
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 (3) Both attest and assurance services require independence.

 (4) Attest and assurance services are different terms referring to the same types of services.

 b. Which of the following has primary responsibility for the fairness of the representations 

made in fi nancial statements?

 (1) Client’s management.

 (2) Independent auditor.

 (3) Audit committee.

 (4) AICPA.

 c. The most important benefi t of having an annual audit by a public accounting fi rm is to:

 (1) Provide assurance to investors and other outsiders that the fi nancial statements are reliable.

 (2) Enable offi cers and directors to avoid personal responsibility for any misstatements in 

the fi nancial statements.

 (3) Meet the requirements of government agencies.

 (4) Provide assurance that illegal acts, if any exist, will be brought to light.

 d. The Sarbanes-Oxley Act created the Public Company Accounting Oversight Board 

(PCAOB). Which of the following is not one of the responsibilities of that board?

 (1) Establish independence standards for auditors of public companies.

 (2) Review fi nancial reports fi led with the SEC.

 (3) Establish auditing standards for audits of public companies.

 (4) Sanction registered audit fi rms.

 e. Which of these organizations has the responsibility to perform inspections of auditors of 

public companies?

 (1) American Institute of Certifi ed Public Accountants.

 (2) Securities and Exchange Commission.

 (3) Financial Accounting Standards Board.

 (4) Public Company Accounting Oversight Board.

 f. Governmental auditing, in addition to including audits of fi nancial statements, often 

includes audits of effi ciency, effectiveness, and:

 (1) Adequacy.

 (2) Evaluation.

 (3) Accuracy.

 (4) Compliance.

 g. In general, internal auditors’ independence will be greatest when they report directly to the:

 (1) Financial vice president.

 (2) Corporate controller.

 (3) Audit committee of the board of directors.

 (4) Chief executive offi cer.

 h. Which of the following did not precipitate the passage of the Sarbanes-Oxley Act of 2002 

to regulate public accounting fi rms:

 (1) Disclosures related to accounting irregularities at Enron and WorldCom.

 (2) Restatements of fi nancial statements by a number of public companies.

 (3) Conviction of the accounting fi rm of Arthur Andersen LLP.

 (4) Ethical scandals at the AICPA.

 i. Which of the following organizations establishes accounting standards for U.S. govern-

ment agencies?

 (1) The Financial Accounting Standards Board.

 (2) The Governmental Accounting Standards Board.

 (3) The Federal Accounting Standards Advisory Board.

 (4) The Public Company Accounting Oversight Board.

 j. Which of the following is correct about forensic audits?

 (1) All audit engagements are forensic in nature.

 (2) Forensic audits are performed by law fi rms; they are not performed by CPA fi rms.
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 (3) Forensic audits are equivalent to compliance audits.

 (4) Forensic audits are usually performed in situations in which fraud has been found or is 

suspected.

 k. What best describes the purpose of the auditors’ consideration of internal control in a 

fi nancial statement audit for a nonpublic company?

 (1) To determine the nature, timing, and extent of audit testing.

 (2) To make recommendations to the client regarding improvements in internal control.

 (3) To train new auditors on accounting and control systems.

 (4) To identify opportunities for fraud within the client’s operations.

 l. Which of the following is an example of a compliance audit?

 (1) An audit of fi nancial statements.

 (2) An audit of a company’s policies and procedures for adhering to environmental laws 

and regulations.

 (3) An audit of a company’s internal control over fi nancial reporting.

 (4) An audit of the effi ciency and effectiveness of a company’s legal department.

(AICPA, adapted)

 1–30. The role of the auditor in the American economy has changed over the years in response 

to changes in our economic and political institutions. Consequently, the nature of an audit 

today is quite different from that of an audit performed in the year 1900. Classify the follow-

ing phrases into two groups: (1) phrases more applicable to an audit performed in 1900 and

(2) phrases more applicable to an audit performed today.

 a. Complete review of all transactions.

 b. Assessment of internal control.

 c. Auditors’ attention concentrated on balance sheet.

 d. Emphasis upon use of sampling techniques.

 e. Determination of fairness of fi nancial statements.

 f. Audit procedures to prevent or detect fraud on the part of all employees and managers.

 g. Registration statement.

 h. Fairness of reported earnings per share.

 i. Infl uence of stock exchanges and the investing public upon use of independent auditors.

 j. Concern about fraudulent fi nancial reporting.

 k. Generally accepted auditing standards.

 l. Bankers and short-term creditors as principal users of audit reports.

 m. Pressure for more disclosure.

 n. Auditing for compliance with laws and regulations.

 1–31. Auditors should be familiar with available professional literature from a variety of sources. 

Listed next are 10 publications in the fi elds of auditing and accounting.

 1. Statements on Auditing Standards (SASs).

 2. The Journal of Accountancy.

 3. Regulation S-X, Form and Content of Financial Statements.

 4. Statements on Standards for Accounting and Review Services (SSARSs).

 5. Financial Reporting Releases (FRRs).

 6. Accounting and Reporting Standards for Corporate Financial Statements.

 7. Accounting and Reporting Standards for Governmental Entities.

 8. Industry Audit and Accounting Guides.

 9. Auditing Practice Releases.

10. The Tax Advisor.

The list of organizations shown here includes the sponsors or publishers of the preceding

10 publications.

 a. Accounting Principles Board (APB).

 b. Securities and Exchange Commission (SEC).

 c. American Institute of Certifi ed Public Accountants (AICPA).

 d. Financial Accounting Standards Board (FASB).
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 e. Internal Revenue Service (IRS).

 f. Government Accountability Offi ce (GAO).

 g. Governmental Accounting Standards Board (GASB).

Identify the sponsoring organization for each of the 10 publications. (Some of the organiza-

tions may not have a publication in this list.) Organize your answer in a two-column format. 

In the left-hand column, list the number and name of each publication in the order shown 

above. In the right-hand column, list the identifying letter and the abbreviation of the sponsor-

ing organization. For example, on line 1, list (1) Statements on Auditing Standards in the left 

column and (c) AICPA in the right column.

 1–32. Each auditing term (or organizational name) in Column 1 below bears a close relationship to 

a term in Column 2.

Required:

LO 1-3, 7

Column 1 Column 2

 1. Quality control
 2. Operational audit
 3. Internal control
 4. Government Accountability Offi ce
 5. Disclosure
 6.  Critical characteristic that must be main-

tained by the accounting profession
 7.  Public Company Accounting Oversight Board
 8. Securities and Exchange Commission
 9. Audited fi nancial statements
10. Compilation of fi nancial statements

 a.  Regulation of auditors of public companies
 b. Opinion
 c. Material information
 d. Credibility
 e. Peer review
 f. Registration statement
 g. Accounting service
 h.  Measurement of effectiveness and 

 effi ciency of a unit of an organization
 i. Basis for sampling and testing
 j. Auditing staff reporting to Congress

Identify the most closely related terms in Columns 1 and 2. Organize your answer in a two-column 

 format by copying the numbers and terms in Column 1 as given. Then, rearrange the sequence 

of terms in Column 2 so that each line of your schedule will contain two closely related terms.

 1–33. CPAs become involved in a variety of types of engagements. For each of the following state-

ments, indicate whether it relates to an examination (E), review (R), or agreed-upon procedures 

(A) engagement. If the statement does not relate to examinations, reviews, or agreed-upon 

procedures, reply N.

Required:

LO 1-6

Statement
Type of 

Engagement

 a.  When fi nancial statements are involved, this is referred to as an audit.

 b.  The term “We are not aware of any material modifi cations that should be 
made” is often included in the report.

 c.  The report issued provides a summary of procedures followed and fi ndings.

 d.  The report issued provides “reasonable assurance.”

 e.  The procedures involved are generally limited to inquiry and analytical 
procedures.

 f.  The report issued provides “absolute assurance.”

 g.  The report issued provides “limited assurance.”

 h.  The procedures followed are agreed upon with the specifi ed user or users.

 i.  This type of engagement provides more assurance than a review.

 j.  The CPA need not be independent to perform this service.
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 1–34. Match the following defi nitions (or partial defi nitions) of the various types of services to the 

appropriate service. Each service may be used once or not at all.

LO 1-1, 2, 6

Defi nition (or Partial Defi nition) Service

 a.  An attest engagement in which the CPAs agree to perform 
procedures for a specifi ed party and issue a report that is 
restricted to use by that party.

 b.  An engagement designed to express limited assurance 
relating to subject matter or an assertion.

 c.  An engagement in which the CPAs issue an examination, 
a review, or an agreed-upon procedures report on subject 
matter or an assertion about subject matter that is the 
responsibility of another party (e.g., management).

 d.  An examination designed to provide an opinion that is 
the CPA’s highest level of assurance that the fi nancial 
statements follow generally accepted accounting 
principles, or another acceptable basis of accounting.

 e.  As required by the Sarbanes-Oxley Act and the Public 
Company Accounting Oversight Board, an audit that 
includes providing assurance on both the fi nancial 
statements and internal control over fi nancial reporting.

 f.  Professional services that enhance the quality of 
information, or its context, for decision makers.

 g.  An attest engagement designed to provide the highest 
level of assurance that CPAs provide on an assertion.

1.  Agreed-upon
procedures engagement

2. Assurance services
3. Attest engagement
4.  Audit of fi nancial 

statements
5. Compliance audit
6. Examination
7. Integrated audit
8. Operational audit
9. Review

 1–35. Match the following defi nitions (or partial defi nitions) of the various types of services to the 

appropriate term. Each term may be used once or not at all.

LO Various

Defi nition (or Partial Defi nition) Service

 a. A government agency authorized to regulate companies seeking 
approval to issue securities for sale to the public.

 b. A representation or declaration made by the responsible party, 
typically management of the entity.

 c. A series of statements issued by the Auditing Standards Board of 
the AICPA. Generally accepted auditing standards are developed 
and issued in the form of these statements.

 d. A set of criteria used to determine measurement, recognition, 
presentation, and disclosure of all material items appearing in 
the fi nancial statements.

 e. A set of reforms that toughened penalties for corporate fraud, 
restricted the kinds of consulting CPAs can perform for audit 
clients, and created the Public Company Accounting Oversight 
Board to oversee CPAs and public accounting fi rms.

 f. The fi ve-member board established in 2002 to oversee the audit 
of public (issuer) companies that are subject to the securities laws. 
The board has authority to establish or adopt (or both) rules for 
auditing, quality control, ethics, independence, and other standards 
relating to the preparation of audit reports.

 g. The national professional organization of CPAs engaged in 
promoting high professional standards to ensure that CPAs serve 
the public interest.

 h. The standards or benchmarks used to measure and present the 
subject matter and against which the CPA evaluates the subject 
matter. They are criteria that are established or developed by 
groups composed of experts that follow due process procedures, 
including exposure of the proposed criteria for public comment.

 1.  American Institute 
of Certifi ed Public 
Accountants

 2. Assertion
 3.  Financial Accounting 

Standards Board
 4.  Financial reporting 

framework
 5. Integrated audit
 6.  Public Company 

Accounting Oversight 
Board

 7.  Sarbanes-Oxley Act of 
2002

 8.  Securities and Exchange 
Commission

 9.  Statements on  Auditing 
Standards

10. Subject matter
11. Suitable criteria
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 1–36. For the purposes of this problem, assume the existence of fi ve types of auditors: CPA, GAO, 

IRS, bank examiner, and internal auditor. Also assume that the work of these various audi-

tors can be grouped into fi ve classifi cations: audits of fi nancial statements, compliance audits, 

operational audits, accounting services, and consulting services.

For each of the following topics, you are to state the type of auditor most probably 

involved. Also identify the topic with one of the above classes of work.

You should organize your answer in a three-column format as follows: Column 1, the 

number of the topic; Column 2, the type of auditor involved; and Column 3, the class of 

work.

  1. Financial statements of a small business to be submitted to a bank in support of a loan 

application.

  2. Financial statements of a large bank listed on the New York Stock Exchange to be 

 distributed to stockholders.

  3. Review of the management directive stating the goals and responsibilities of a corpora-

tion’s mail-handling department.

  4. Review of costs and accomplishments of a military research program carried on within 

the air force to determine whether the program was cost effective.

  5. Examination on a surprise basis of Midtown State Bank. Emphasis placed on verifi cation 

of cash, marketable securities, and loans receivable and on consistent observation of the 

banking code.

  6. Analysis of the accounting system of a small business with the objective of making 

 recommendations concerning installation of a computer-based system.

  7. Determination of fairness of fi nancial statements for public distribution by a corporation 

that has a professional-level internal auditing staff.

  8. Review of the activities of the receiving department of a large manufacturing company, 

with special attention to effi ciency of materials inspection and promptness of reports 

issued.

  9. Review of the tax return of the corporate president to determine whether charitable con-

tributions are adequately substantiated.

 10. Review of daily attendance during spring term at Blue Ridge Consolidated School 

District to ascertain whether payments received from the state were substantiated by 

pupil-day data and whether disbursements by the district were within authorized limits.

 11. Review of transactions of a government agency to determine whether disbursements 

under the Payment-In-Kind program of the U.S. Department of Agriculture followed the 

intent of Congress.

 12. Compilation of quarterly fi nancial statements for a small business that does not have any 

accounting personnel capable of preparing fi nancial statements.

LO 1-3, 6

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

 1–37. Feller, the sole owner of a small hardware business, has been told that the business 

should have its fi nancial statements audited by an independent CPA. Feller, having some 

 bookkeeping experience, has personally prepared the company’s fi nancial statements and 

does not understand why such statements should be audited by a CPA. Feller discussed 

the matter with Farber, a CPA, and asked Farber to explain why an audit is considered 

important.

 a. Describe the objectives of an independent audit.

 b. Identify fi ve ways in which an independent audit may be benefi cial to Feller.

 1–38. In a discussion between Peters and Ferrel, two auditing students, Peters made the following 

statement: “A CPA is a professional person who is licensed by the state for the purpose of 

providing an independent expert opinion on the fairness of fi nancial statements. To maintain 

an attitude of mental independence and objectivity in all phases of audit work, it is advisable 

that the CPA not fraternize with client personnel. The CPA should be courteous but reserved 

and dignifi ed at all times. Indulging in social contacts with clients outside business hours 

LO 1-3, 4

Required:

LO 1-3

Problems



The Role of the Public Accountant in the American Economy 33

 1–39. Will Williams, a college senior, has begun the interviewing process. He has discovered a 

great variety of organizations in search of “accounting majors.” He fi nds that various public 

accounting fi rms, corporations, the GAO, and the IRS are all interviewing candidates at his 

school.

Will has come to you for advice. He has suggested that although he has had only one class 

session of auditing, he already realizes that it is going to be a great course; however, he also 

especially enjoyed his tax and accounting systems courses.

  Compare and contrast his possibilities with public accounting fi rms, corporations, the GAO, 

and the IRS if he wishes to emphasize the following areas of expertise:

 a. Taxation.

 b. Auditing.

 c. Systems design.

  For example, fi rst compare and contrast his likely responsibilities with each of the above 

 organizations if he chooses to emphasize taxation.

LO 1-6, 8

Required:

 1–40. Smith & Co., a local Dallas public accounting fi rm, is incorporated as a professional corpo-

ration, with three shareholders, all CPAs. The shareholders have developed a combination 

of marketing, software, and professional expertise that has allowed them to perform the 

accounting service of compiling individuals’ personal fi nancial statements in an extremely 

effi cient manner.

The three shareholders are interested in “going national” with their accounting service but 

lack the capital necessary to expand to other cities. They are currently considering the pos-

sibility of obtaining outside capital as a way to expand their business by offering their fi rm’s 

services to individuals in other markets. They estimate that if they raised $4 million of capital 

they could open and staff 15 offi ces within the next 12 months.

In a recent meeting of the three shareholders, the possibility of raising the capital through 

incorporation as a traditional corporation and thereby selling stock to the public was dis-

cussed. The original three shareholders would retain 51 percent of the total stock, which 

would be traded over the counter. The only work performed through the new corporation 

would be the compilation of individuals’ fi nancial statements.

Subsequently, the shareholders were dismayed to learn that states do not generally allow 

CPAs to practice as a traditional corporation. Also, those states that do allow “limited liability 

companies” generally require that shareholders be involved in public accounting. Only by 

establishing a separate organization not held out as a public accounting fi rm will the current 

three shareholders be allowed to follow their expansion plan.

 a. Summarize the arguments for allowing public accounting fi rms to sell ownership interests 

to individuals not in public accounting through incorporation as a traditional corporation.

 b. Summarize the arguments in favor of restricting public accounting fi rm ownership to those 

involved in public accounting.

LO 1-3, 8

will make it more diffi cult to be fi rm and objective if the CPA fi nds evidence of fraud or of 

unsound accounting practices.”

Ferrel replied as follows: “You are 50 years behind the times, Peters. An auditor and a 

client are both human beings. The auditor needs the cooperation of the client to do a good 

job; you’re much more likely to get cooperation if you’re relaxed and friendly rather than 

being cold and impersonal. Having a few beers or going to a football game with a client 

won’t keep the CPA from being independent. It will make the working relationship a lot 

more comfortable, and will probably cause the client to recommend the CPA to other busi-

ness people who need auditing services. In other words, the approach you’re recommending 

should be called ‘How to Avoid Friends and Alienate Clients.’ I will admit, though, that 

with so many women entering public accounting and other women holding executive posi-

tions in business, a few complications may arise when auditor–client relations get pretty 

relaxed.”

Evaluate the opposing views expressed by Peters and Ferrel.

 In-Class
Team Case 

 Research
and Discussion 
Case 
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 c. Express your personal opinion as to whether ownership of public accounting fi rms should 

be restricted to individuals involved in public accounting.

Supplementary References

AICPA Code of Professional Conduct, Form of Organization and Name Rule (Section 1, 800) pub.

aicpa.org/code of conduct.

Appropriate chapters from other accounting and business textbooks that discuss the advantages of the 

corporate form of business.



Professional Standards

CHAPTER

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 2-1 Describe the author-
ity of the two types of 
auditing standards in 
effect in the United 
States—AICPA gener-
ally accepted auditing 
standards and PCAOB 
standards.

 LO 2-2 Identify the nature and 
underlying principles 
of generally accepted 
auditing standards.

 LO 2-3 Discuss the auditors’ 
responsibility for detect-
ing errors, fraud, and 
noncompliance with 
laws and regulations.

 LO 2-4 Explain the key elements 
of the auditors’ standard 
report.

 LO 2-5 Discuss the other types 
of reports that are 
issued by auditors.

 LO 2-6 Describe the attestation 
standards.

 LO 2-7 Describe the quality con-
trol standards and their 
purposes.

 LO 2-8 Explain the status of 
international accounting 
and auditing standards 
and the content of the 
international audit 
report.

2
Standards are established to guide performance and to provide criteria to measure per-

formance of individuals and organizations. Public accounting standards that we deal 

with in this text address (1) engagement performance requirements (auditing, attesta-

tion, and other engagement standards), (2) CPA fi rm requirements (quality control 
standards), and (3) CPA individual personal standards that go beyond the require-

ments of laws and regulations (ethical standards).

Our purpose in this chapter is to make clear the general nature of these standards. 

This includes discussions of auditing standards, attestation standards, quality control 

standards and, to a limited extent, ethical standards (discussed in detail in Chapter 3). 

In our discussion of the auditing standards, we also consider in detail the nature of the 

independent auditors’ report—that brief but important document that emerges as 

the end product of an audit.

Auditing Standards

This chapter includes discussions of three sets of auditing 

standards, including 

 • AICPA standards for audits of nonpublic companies in 

the United States. 

 • Public Company Accounting Oversight Board 
(PCAOB) Auditing Standards for audits of public com-

panies in the United States.

• International Auditing Standards (IAS) with differing authority in various coun-

tries. For example, some countries accept them for audits in lieu of developing their 

own standards, or as a base upon which they develop their own standards. IASs 

are infrequently used in audits performed in the United States, although they are in 

many ways similar to U.S. standards. We discuss these standards in the fi nal section 

of this chapter.  

Concerning U.S. standards, to complicate matters beyond the AICPA and PCAOB 

roles, the boards of accountancy of the various states have the authority to regulate 

CPAs and CPA fi rms that practice within their state or jurisdiction. Figure 2.1 sum-

marizes the regulatory authority of the PCAOB, the AICPA, and the state boards of 

accountancy.

In the majority of this textbook we will focus on the generally accepted audit-

ing standards established by the AICPA. While the current AICPA standards differ 

 somewhat from those of the PCAOB, in many areas overall auditor responsibility does 

not differ signifi cantly. In areas in which there are signifi cant differences, we will dis-

cuss them. In addition, Chapter 18 specifically focuses on the integrated audit required 

for a public company, which involves the audit of the company’s financial statements 

and attestation to its internal control over financial reporting.

Describe the authority of the two 

types of auditing standards in effect 

in the United States—AICPA gen-

erally accepted auditing standards 

and PCAOB standards.

LO 2-1



36

A
u

th
o

ri
ty

 o
f 

R
eg

u
la

to
ry

 B
o

d
ie

s

R
eg

u
la

to
ry

 B
o

d
ie

s
In

te
g

ra
te

d
 A

u
d

it
s 

fo
r 

Pu
b

lic
 C

o
m

p
an

ie
s

A
u

d
it

s 
fo

r 
N

o
n

p
u

b
lic

 C
o

m
p

an
ie

s

Pu
b

lic
 C

o
m

p
an

y 
A

cc
o

u
n

ti
n

g
 

O
ve

rs
ig

h
t 

B
o

ar
d

 
(P

C
A

O
B

)

1.
  E

st
ab

lis
h

es
 s

ta
n

d
ar

d
s*

 f
o

r 
th

e 
au

d
it

s 
o

f 
p

u
b

lic
 

co
m

p
an

ie
s:

 
   •

 A
u

d
it

in
g

 
   •

 Q
u

al
it

y 
co

n
tr

o
l

 
   •

 I
n

d
ep

en
d

en
ce

 
   •

 E
th

ic
al

 b
eh

av
io

r
2.

  P
C

A
O

B
 s

ta
n

d
ar

d
s 

h
av

e 
au

th
o

ri
ty

 b
as

ed
 o

n
 f

ed
er

al
 

le
g

is
la

ti
o

n
.

3.
  R

eg
is

te
rs

 C
PA

 fi
 r

m
s 

to
 a

u
d

it
 p

u
b

lic
 c

o
m

p
an

ie
s 

an
d

 m
ay

 
re

vo
ke

 a
 fi

 r
m

’s
 r

eg
is

tr
at

io
n

 o
r 

b
ar

 a
n

 in
d

iv
id

u
al

 C
PA

 
fr

o
m

 p
ar

ti
ci

p
at

in
g

 in
 p

u
b

lic
 c

o
m

p
an

y 
au

d
it

s.
4.

  P
er

fo
rm

s 
in

sp
ec

ti
o

n
s 

o
f 

th
e 

p
u

b
lic

 c
o

m
p

an
y 

au
d

it
 

 p
ra

ct
ic

es
 o

f 
re

g
is

te
re

d
 C

PA
 fi

 r
m

s.

N
o

 s
ta

n
d

ar
d

-s
et

ti
n

g
 o

r 
re

g
u

la
to

ry
 r

es
p

o
n

si
b

ili
ti

es
 r

eg
ar

d
in

g
 

C
PA

  s
er

vi
ce

s 
fo

r 
n

o
n

p
u

b
lic

 c
o

m
p

an
ie

s.

A
m

er
ic

an
 In

st
it

u
te

 o
f 

C
er

ti
fi 

ed
 P

u
b

lic
 

A
cc

o
u

n
ta

n
ts

 (
A

IC
PA

)
N

o
 s

ta
n

d
ar

d
-s

et
ti

n
g

 o
r 

re
g

u
la

to
ry

 r
es

p
o

n
si

b
ili

ti
es

 r
eg

ar
d

in
g

 
p

u
b

lic
 c

o
m

p
an

y 
au

d
it

s.
**

1.
  E

st
ab

lis
h

es
 s

ta
n

d
ar

d
s 

fo
r:

 
   •

 A
u

d
it

in
g

 
   •

 A
tt

es
ta

ti
o

n
 

   •
 A

cc
o

u
n

ti
n

g
 a

n
d

 r
ev

ie
w

 
   •

 Q
u

al
it

y 
co

n
tr

o
l

 
   •

 I
n

d
ep

en
d

en
ce

 
   •

 E
th

ic
al

 b
eh

av
io

r
2.

  A
IC

PA
 s

ta
n

d
ar

d
s 

h
av

e 
au

th
o

ri
ty

 b
as

ed
 o

n
 t

h
ei

r 
g

en
er

al
 

ac
ce

p
ta

n
ce

 b
y 

st
at

e 
b

o
ar

d
s 

o
f 

ac
co

u
n

ta
n

cy
, o

th
er

 le
g

is
la

ti
ve

 
o

rg
an

iz
at

io
n

s,
 a

n
d

 t
h

e 
co

u
rt

s.
3.

  F
ir

m
s 

m
ay

 s
u

b
je

ct
 t

h
em

se
lv

es
 t

o
 A

IC
PA

 r
eg

u
la

ti
o

n
 b

y 
vo

lu
n

ta
ri

ly
 jo

in
in

g
 o

n
e 

o
r 

b
o

th
 o

f 
th

e 
A

IC
PA

 s
ec

ti
o

n
s:

 (
1)

 t
h

e 
Pr

iv
at

e 
C

o
m

p
an

ie
s 

Pr
ac

ti
ce

 S
ec

ti
o

n
 (

PC
PS

),
 o

r 
(2

) 
th

e 
C

en
te

r 
fo

r 
Pu

b
lic

 C
o

m
p

an
y 

A
u

d
it

 F
ir

m
s.

 B
o

th
 s

ec
ti

o
n

s 
h

av
e 

vo
lu

n
ta

ry
 p

ee
r 

re
vi

ew
 p

ro
g

ra
m

s.
4.

  T
h

e 
A

IC
PA

 C
en

te
r 

fo
r 

Pu
b

lic
 C

o
m

p
an

y 
A

u
d

it
 F

ir
m

s’
 p

ee
r 

re
vi

ew
 

p
ro

g
ra

m
 c

o
ve

rs
 t

h
e 

n
o

n
p

u
b

lic
 p

ra
ct

ic
es

 o
f 

fi 
rm

s 
w

h
o

se
 p

u
b

lic
 

co
m

p
an

y 
p

ra
ct

ic
es

 a
re

 in
sp

ec
te

d
 b

y 
th

e 
PC

A
O

B
.

5.
  T

h
e 

in
d

iv
id

u
al

 m
em

b
er

sh
ip

 r
eq

u
ir

em
en

ts
 o

f 
th

e 
A

IC
PA

 r
eq

u
ir

e 
m

em
b

er
s 

to
 p

ra
ct

ic
e 

in
 a

 fi
 r

m
 t

h
at

 p
ar

ti
ci

p
at

es
 in

 a
 p

ra
ct

ic
e 

re
vi

ew
 p

ro
g

ra
m

.

St
at

e 
B

o
ar

d
s 

o
f 

A
cc

o
u

n
ta

n
cy

1.
  L

ic
en

se
 C

PA
s 

an
d

 C
PA

 fi
 r

m
s 

to
 p

ra
ct

ic
e 

p
u

b
lic

 a
cc

o
u

n
ta

n
cy

 in
 t

h
ei

r 
st

at
es

 o
r 

ju
ri

sd
ic

ti
o

n
s 

an
d

 c
an

 r
ev

o
ke

 t
h

e 
ri

g
h

t 
to

 p
ra

ct
ic

e 
in

 
th

o
se

 ju
ri

sd
ic

ti
o

n
s.

2.
  I

n
 t

h
ei

r 
ju

ri
sd

ic
ti

o
n

s,
 s

ta
te

 b
o

ar
d

s 
h

av
e 

re
g

u
la

to
ry

 r
es

p
o

n
si

b
ili

ty
 f

o
r 

b
o

th
 p

u
b

lic
 a

n
d

 n
o

n
p

u
b

lic
 p

ra
ct

ic
e.

3.
  S

ta
te

 b
o

ar
d

s 
ad

o
p

t 
A

IC
PA

 a
n

d
 P

C
A

O
B

 s
ta

n
d

ar
d

s 
b

u
t 

m
ay

 s
u

p
p

le
m

en
t 

th
em

 w
it

h
 t

h
ei

r 
o

w
n

 r
eq

u
ir

em
en

ts
.

FI
G

U
R

E 
2.

1 
R

eg
ul

at
io

n 
of

 t
he

 P
ro

fe
ss

io
n

*
T

he
 P

C
A

O
B

 a
do

pt
ed

 A
IC

P
A

 p
ro

fe
ss

io
n
al

 s
ta

n
d
ar

d
s 

is
su

ed
 t

h
ro

u
g
h
 A

p
ri

l 
1
6
, 
2
0
0
3
, 
as

 i
ts

 i
n
te

ri
m

 s
ta

n
d
ar

d
s.

 I
n
 a

d
d
it

io
n
, 
th

e 
S

E
C

 h
as

 o
v
er

si
g
h
t 

re
sp

on
si

bi
lit

y 
fo

r 
th

e 
P

C
A

O
B

 a
nd

 a
ll 

st
an

d
ar

d
s 

m
us

t b
e 

ap
pr

ov
ed

 a
nd

 is
su

ed
 b

y 
th

e 
SE

C
.

*
*
T

ec
h
n
ic

al
ly

, 
th

e 
A

IC
P

A
 g

en
er

al
 e

th
ic

s 
re

q
u
ir

em
en

ts
 a

ls
o
 w

o
u
ld

 a
p
p
ly

 t
o
 a

n 
A

IC
P

A
 m

em
b
er

 p
er

fo
rm

in
g
 s

er
v
ic

es
 f

o
r 

p
u
b
li

c 
co

m
p
an

ie
s.



Professional Standards 37

The AICPA’s Auditing Standards Board (ASB) issues auditing standards in the form 

of Statements on Auditing Standards (SASs) following a process that includes delib-

erations in meetings open to the public, public exposure of proposed SASs, and a 

formal vote. In 2010–2011, all existing standards were rewritten to enhance their 

clarity and to converge them to the extent considered desirable with those of the 

International Auditing and Assurance Standards Board (described later in this 

chapter).

Statements on Auditing Standards are identifi ed under two numbering systems: the 

original SAS number and an AU-C number. The SAS numbering system organizes SASs 

by date of issue, whereas the AU-C numbering system organizes them by topic. Through-

out this textbook, we will make reference to the AICPA Auditing Standards Board’s sec-

tion (e.g., AICPA AU-C 230). Because the PCAOB standards have different references, 

we will also provide the PCAOB section (e.g., PCAOB 312).

Underlying Principles
As indicated above, auditing standards are organized by topic using an AU number-

ing system. Until 2012, the SASs were organized around the 10 generally accepted 

auditing standards that included general standards, fieldwork standards, and report-

ing standards. The combination of the 10 standards and the codified Statements 
on Auditing Standards were considered generally accepted auditing standards 
(GAAS). The 10 standards have now been eliminated from AICPA standards, but 

not PCAOB standards. Therefore, we present them under our discussion of PCAOB 
Auditing Standards.

The Auditing Standards Board replaced the 10 standards with the set of principles 

presented in Figure 2.2. These principles provide a summary of the information dis-

cussed throughout the Professional Standards and this text. They make clear that 

the purpose of an audit is to provide an opinion on the financial statements, with 

an underlying premise that management is responsible both for preparing financial 

statements in accordance with the applicable fi nancial reporting framework and 

for providing the auditors with access to necessary information. As discussed in 

Chapter 1, a fi nancial reporting framework is a set of criteria used to prepare the 

financial statements; in the United States the financial reporting framework most 

frequently used is generally accepted accounting principles.1 Such a framework is 

necessary in an audit because the auditors’ report provides assurance on whether the 

financial statements follow that framework.

The auditors have a personal responsibility to have appropriate competence, com-

ply with ethical requirements, and maintain professional skepticism and professional 

judgment. Professional skepticism includes a questioning mind, being alert to con-

ditions that may indicate possible misstatement due to fraud or error, and a critical 

 1  Financial reporting frameworks may differ on several dimensions. First, a fi nancial reporting 
framework may be viewed as being either a  fair presentation framework  or a  compliance 
framework.  A fair presentation framework includes compliance with its requirements and 
acknowledges explicitly or implicitly that management may need to provide disclosures beyond 
those specifi cally required by the framework, or (2) explicitly states that it may be necessary for 
management to depart from a requirement of the framework to achieve fair presentation in 
rare circumstances. A compliance framework only requires that the preparer comply with specifi c 
disclosure requirements. While the International Auditing Standards provide both types, GAAS only 
address fair  presentation frameworks because they are believed to be the only frameworks used in 
the United States.

Financial reporting frameworks also differ in that a framework may be either a     
general-purpose fi nancial reporting framework    (most frequently, generally accepted 
 accounting principles, but also International Accounting Standards), or a    special- purpose 
fi nancial reporting framework    (e.g., cash or tax basis fi nancial statements—discussed further 
in Chapter 19).

AICPA Generally 
Accepted Auditing 
Standards

Identify the nature and underlying 

principles of generally accepted 

auditing standards.

LO 2-2
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FIGURE 2.2 Principles Underlying an Audit Conducted in Accordance with Generally Accepted Auditing Standards

assessment of audit evidence. It requires that throughout the audit the auditors be 

alert for:

 • Audit evidence that contradicts other audit evidence.

 • Information that raises a question about the reliability of documents and responses to 

inquiries.

 • Conditions indicating possible fraud.

 • Circumstances suggesting the need for additional audit procedures beyond those ordi-

narily required.

Purpose of an 
Audit

The purpose of an audit is to provide fi nancial statement users with an opinion by the 
auditor on whether the fi nancial statements are presented fairly, in all material respects, 
in accordance with the applicable fi nancial reporting framework. An auditor’s opinion 
enhances the degree of confi dence that intended users can place in the fi nancial 
statements.

Premise of an 
Audit

An audit in accordance with generally accepted auditing standards is conducted on the 
premise that management and, where appropriate, those charged with governance, have 
responsibility:

a.  For the preparation and fair presentation of the fi nancial statements in accordance with 
the applicable fi nancial reporting framework; this includes the design, implementation, 
and maintenance of internal control relevant to the preparation and fair presentation of 
fi nancial statements that are free from material misstatement, whether due to fraud or 
error.

b.  To provide the auditor with:
  •  All information, such as records, documentation, and other matters that are relevant to 

the preparation and fair presentation of the fi nancial statements.
  •  Any additional information that the auditor may request from management and, 

where appropriate, those charged with governance.
  •  Unrestricted access to those within the entity from whom the auditor determines it 

necessary to obtain audit evidence.

Personal 
Responsibilities 
of the Auditor

Auditors are responsible for having appropriate competence and capabilities to perform 
the audit; complying with relevant ethical requirements; and maintaining professional 
skepticism and exercising professional judgment throughout the planning and 
performance of the audit.

Auditor Actions 
in Performing 
the Audit

To express an opinion, the auditor obtains reasonable assurance about whether the 
fi nancial statements as a whole are free from material misstatement, whether due to 
fraud or error.

To obtain reasonable assurance, which is a high, but not absolute, level of assurance, the 
auditor:

  •  Plans the work and properly supervises any assistants.
  •  Determines and applies appropriate materiality level or levels throughout the audit.
  •  Identifi es and assesses risks of material misstatement, whether due to fraud or error, 

based on an understanding of the entity and its environment, including the entity’s 
internal control.

  •  Obtains suffi cient appropriate audit evidence about whether material misstatements 
exist, through designing and implementing appropriate responses to the assessed risks.

The auditor is unable to obtain absolute assurance that the fi nancial statements are free 
from material misstatement because of inherent limitations, which arise from:

  •  The nature of fi nancial reporting;
  •  The nature of audit procedures; and
  •  The need for the audit to be conducted within a reasonable period of time in order to 

achieve a balance between benefi t and cost.

Reporting 
Results of an 
Audit

Based on an evaluation of the audit evidence obtained, the auditor expresses, in the form 
of a written report, an opinion in accordance with the auditor’s fi ndings, or states that 
an opinion cannot be expressed. The opinion states whether the fi nancial statements 
are presented fairly, in all material respects, in accordance with the applicable fi nancial 
reporting framework.
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Finally, auditors’ work when performing an audit results in the auditors being able to 

obtain reasonable, not absolute, assurance that the fi nancial statements follow the appli-

cable fi nancial reporting framework.  Reasonable assurance implies that there is a low 

level of risk remaining that the auditors express an opinion that the fi nancial statements are 

properly stated when they are not. Obtaining absolute assurance is not possible due to (1) 

the nature of fi nancial reporting (e.g., the necessary use of judgment), (2) the nature of audit 

procedures (e.g., they often do not provide absolutely conclusive evidence), and (3) the 

need to conduct an audit within a reasonable period of time at a reasonable cost. Accord-

ingly, the auditors express an opinion on the fi nancial statements, not a statement of fact.

Critical to the profession is the need for independence when performing audits 

(and other assurance services). An opinion by CPAs as to the fairness of a company’s 

fi nancial statements (or other information) is of questionable value unless they are truly 

independent. Indeed, if auditors own shares of stock in a company that they audit, or if 

they serve as members of the board of directors, they might subconsciously be biased 

in the performance of auditing duties. The auditors should therefore avoid any rela-

tionship with a client that would cause an outsider who had knowledge of all the facts 

to doubt their independence. It is not enough that auditors be independent; they must 

conduct themselves in such a manner that informed members of the public will have 

no reason to doubt their independence. The public accounting profession’s ethical stan-

dards include independence requirements; these requirements are discussed in detail in 

Chapter 3.

Details Related to AICPA Guidance
The Statements on Auditing Standards (SASs) provide a variety of specifi c auditing 

requirements and guidance to be considered by auditors. SASs ordinarily include the fol-

lowing sections:

 • Introduction, including scope.

 • Objective(s).

 • Defi nitions of important terms.

 • Requirements.

 • Application and other explanatory material.

The exact wording of auditor responsibilities in Statements on Auditing Standards, par-

ticularly as included in the requirements section, is important. For example, some audit 

requirements apply under all circumstances (referred to as an “unconditional responsibil-

ity”), while others are required unless the auditors can show that alternative actions were 

suffi cient (“presumptively mandatory responsibility”). Alternatively, some areas are left 

entirely to the auditor’s judgment. Figure 2.3 provides responsibility levels, meanings, 

and the words that indicate those levels.

Oversight activities con-
ducted by its staff have led 
the PCAOB to raise concerns 

about whether auditors consistently and diligently apply 
professional skepticism. They suggest that inherent condi-
tions in the audit environment can create incentives and 
pressures that impede the application of professional skep-
ticism. Examples include incentives and pressures to:

 • Build or maintain a long-term audit engagement.

 • Complete the audit too quickly to meet client or fi rm 
demands.

 • Achieve high client satisfaction ratings.

 • Keep audit costs low.

 • Cross sell other services.

In addition, the PCAOB suggests that auditors may some-
times develop an inappropriate level of trust or confi dence 
in management.

Illustrative Case Impediments to Professional 
Skepticism
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Responsibility Level Meaning
Words Used to Indicate 

Responsibility

Unconditional 
Responsibility

Auditor must comply with 
requirement in all cases 
where the requirement 
is relevant.*

“Must”
“Shall” (PCAOB only)
“Is required” (PCAOB 

only)

Presumptively 
Mandatory 
Responsibility

Auditor must comply 
with requirement 
in all cases in which 
the requirement is 
relevant, except in rare 
circumstances when 
the auditor makes a 
judgment that it is 
necessary to depart from 
the standard.

“Should”

Responsibility to 
Consider (this third 
level of responsibility 
is only established in 
PCAOB documents)

Auditor should consider; 
whether the auditor 
follows depends on 
exercise of professional 
judgment in the 
circumstances.

“May”
“Might”
“Could”
Other phrases indicating 

a responsibility to 
consider

FIGURE 2.3
Professional 
Responsibilities: 
Terminology Used in 
Auditing Standards: 
PCAOB and Auditing 
Standard Board 
Combined

*Example of when a requirement is not relevant: If the client does not have an internal audit function, the standard titled “Using the 

Work of Internal Auditors” would not apply.

Category Status Audit Guidance

1.  Standards Basically must be applied, but 
also consider the Figure 2.3 
responsibility levels 
(e.g., unconditional v. 
presumptively mandatory).

Statements on Auditing Stan-
dards (SASs) Other standards 
that apply for PCAOB and 
government audits, etc.

2.  Interpretive 
Publications*

Recommendations on the 
application of SASs; the 
auditor should consider 
them.

Auditing interpretations of 
GAAS

Audit guidance in AICPA Audit 
and Accounting Guides

AICPA Statements of Position—
Auditing and Attestation

3.  Other 
Auditing 
Publications

No authoritative status, 
but may help the auditor 
understand and apply the 
standards.

Various AICPA publications, 
including Auditing Practice 
Releases, Technical Practice 
Aids, Audit Risk Alerts, 
Professional Issues Task Force 
Practice Alerts, and other 
publications

Auditing articles in Journal 
of Accountancy and other 
professional journals

Others (e.g., continuing 
education program materials, 
textbooks, guidebooks, audit 
programs)

*These are documents issued under authority of the Auditing Standards Board after all its members have been provided an oppor-

tunity to comment.

FIGURE 2.4
GAAS Hierarchy

In addition to the Statements on Auditing Standards, the AICPA has issued a variety 

of more detailed, but less authoritative guidance. Figure 2.4 summarizes all AICPA guid-

ance, structured as the Generally Accepted Auditing Standards Hierarchy.



Professional Standards 41

The PCAOB adopted the AICPA auditing standards in existence April 16, 2003, as its 

interim standards. Subsequently, the PCAOB began issuing its own series of Auditing 
Standards. These adopted and issued standards are required to be followed when audi-

tors audit the fi nancial statements (and internal control) of issuers of securities (public 

companies). Throughout the text, while we will emphasize AICPA standards, we will 

include discussions of PCAOB standards where they differ signifi cantly from those of 

the AICPA. As a starting point, the PCAOB Auditing Standards are structured around the 

following standards that the AICPA standards previously referred to as the 10 generally 

accepted auditing standards.

PCAOB Auditing 
Standards

General Standards
 1. The audit is to be performed by a person or persons having adequate technical training and 

profi ciency as an auditor.

 2. In all matters relating to the assignment, an independence in mental attitude is to be main-
tained by the auditor or auditors.

 3. Due professional care is to be exercised in the performance of the audit and the preparation 
of the report.

Standards of Fieldwork
 1. The work is to be adequately planned and assistants, if any, are to be properly supervised.

 2. A suffi cient understanding of internal control is to be obtained to plan the audit and to deter-
mine the nature, timing, and extent of tests to be performed.

 3. Suffi cient appropriate evidential matter is to be obtained through inspection, observation, 
inquiries, and confi rmations to afford a reasonable basis for an opinion regarding the fi nan-
cial statements under audit.

Standards of Reporting
 1. The report shall state whether the fi nancial statements are presented in accordance with gen-

erally accepted accounting principles (GAAP).

 2. The report shall identify those circumstances in which such principles have not been consis-
tently observed in the current period in relation to the preceding period.

 3. Informative disclosures in the fi nancial statements are to be regarded as reasonably adequate 
unless otherwise stated in the report.

 4. The report shall contain either an expression of opinion regarding the fi nancial statements, 
taken as a whole, or an assertion to the effect that an opinion cannot be expressed. When an 
overall opinion cannot be expressed, the reasons therefor should be stated. In all cases where 
an auditor’s name is associated with fi nancial statements, the report should contain a clear-
cut indication of the character of the auditor’s work, if any, and the degree of responsibility 
the auditor is taking.

The general standards are personal in nature in that they deal with auditor training and 

profi ciency, auditor independence, and the need for due professional care. These stan-

dards apply to all parts of a PCAOB audit, including fi eldwork and reporting.

The three standards of fi eldwork relate to planning the audit and accumulating evi-

dence suffi cient for the auditors to obtain an opinion on the fi nancial statements. Audit 

planning involves developing an overall strategy relating to collecting and evaluating 

the evidence to be obtained. By understanding and testing internal control, the audi-

tors can assess whether it offers assurance that the fi nancial statements will be free from 

material errors and fraud. These assessments enable the auditors to evaluate the risks of 
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material misstatement of the fi nancial statements. To address these risks, the auditors 

perform procedures to substantiate the amounts in the fi nancial statements being audited. 

Examples of such evidence include written confi rmations from outsiders and the fi rst-

hand inspection of assets by the auditors. Assessing risks of misstatement and gathering 

and evaluating evidence lies at the very heart of the audit process and is a continuing 

theme throughout this textbook.

The four reporting standards establish some specifi c directives for preparation of the 

auditors’ report. The report should specifi cally state whether the fi nancial statements 

are in conformity with generally accepted accounting principles. That is, it should con-

tain an opinion on the fi nancial statements as a whole, or should disclaim an opinion. 

 Consistency in the application of generally accepted accounting principles and ade-

quate informative disclosure in the fi nancial statements is to be assumed unless the audit 

report states otherwise.

Since the 10 standards in essence summarize auditor responsibilities detailed further 

in the various professional standards of the PCAOB, their elimination from the AICPA 

standards does not result in differing audit requirements for public versus nonpublic 

companies.

The Auditors’ Responsibility for Detecting Misstatements

As indicated earlier in this chapter, the auditors have a responsibility to plan and perform 

the audit to obtain reasonable assurance about whether the fi nancial statements are free of 

material misstatement.2 Reasonable assurance is achieved when audit risk, the risk that 

the auditors may unknowingly fail to appropriately modify the opinion on fi nancial state-

ments 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 defi ne errors as unintentional misstatements or omissions of 

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

gathering or processing data, unreasonable accounting estimates arising from oversight 

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

principles.

Fraud, as the term is used in AICPA AU-C 240 (PCAOB 316), relates to intentional 
acts that cause a misstatement of the fi nancial statements. Misstatements due to fraud 

may occur due to either (1) fraudulent fi nancial reporting or (2) misappropriation of 

assets (also referred to as “defalcation”).

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 rea-

sonable, but not absolute, assurance of detecting material misstatement of the fi nan-

cial statements. Fraud is diffi cult to detect because it often involves concealment 

schemes such as forgery, deliberate failure to record transactions, or intentional mis-

representations made to the auditors. When accompanied by collusion among several 

   2  The professional standards on these responsibilities are presented in AICPA AU-C 315, “Under-
standing the Entity and Its Environment and Assessing the Risks of Material Misstatement,” and 
AICPA AU-C 240 (PCAOB 316), “Consideration of Fraud in a Financial Statement Audit.”  

Discuss the auditors’ responsibil-

ity for detecting errors, fraud, and 

noncompliance with laws and 

regulations.

LO 2-3

Errors and Fraud
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employees, the concealment may make the fraud very diffi cult to detect. Also, when 

management fraud is involved, it may be more diffi cult to detect than employee fraud 

because management is often in a position to manipulate accounting records and to 

override control procedures. Indeed, the risk of not detecting a material misstatement 

resulting from fraud is ordinarily higher than the risk of not detecting one resulting 

from error.

The auditors’ responsibility for identifying client noncompliance with laws and regula-

tions (hereafter, laws) depends upon their nature. The Professional Standards identify 

two types of laws—those with a direct effect on the fi nancial statement amounts and 

others.

Certain laws have a direct effect on the fi nancial statements in that they determine the 

reported amounts and disclosures in those statements. Noncompliance with these laws 

results in the need for accounting journal entries. Examples include laws that affect the 

accounting for transactions under government contracts and the accrual of income tax 

and pension costs. Other laws do not have a direct effect in the determination of amounts 

and related disclosures, but compliance with them is required to stay in business, or to 

avoid fi nancial penalties. Examples of these laws include corporate business laws, envi-

ronmental laws and regulations, and antitrust laws. In this text, we will refer to the former 

as laws with a direct effect and the latter as other laws. The difference between them is 

important because auditors have a higher level of responsibility for detecting violations 

of laws with a direct effect.

As explained in AICPA AU-C 250 (PCAOB 317), the auditors should obtain an 

understanding of the legal and regulatory framework applicable to the entity and how 

the organization complies with that framework. Concerning laws with a direct effect, the 

auditors should gather suffi cient appropriate audit evidence to obtain reasonable assur-

ance of detecting material misstatements resulting from noncompliance—this is the same 

responsibility the auditors have for material errors and fraud.

Other laws often deal with operating aspects of the business, such as environmental 

standards and workplace conditions. The auditors are not required to design procedures 

to obtain reasonable assurance of detecting violations of these other laws. Instead, they 

are required to perform specifi ed audit procedures that may identify instances of non-

compliance with other laws that may have a material effect (other than the amounts) on 

the fi nancial statements, including:

 • Inquiring of management and those charged with governance as to whether the entity 

is in compliance with such laws.

 • Inspecting correspondence, if any, with relevant licensing or regulatory authorities.

Also, throughout the audit the auditors should remain alert for indications of noncompli-

ance or suspected noncompliance with any laws that may arise from performing other 

audit procedures.

Additional audit procedures are required for all illegal acts when noncompli-

ance is identifi ed or suspected. In such situations, the auditors should (1) obtain an 

understanding of the act and the circumstances in which it has occurred, and (2) 

obtain further information to evaluate the possible effect on the fi nancial statements. 

Unless they are all involved in management and are aware of the matters identifi ed, 

the auditors should communicate to those charged with governance any identifi ed 

or suspected noncompliance with laws identifi ed, other than matters that are clearly 

inconsequential. When the violations are considered intentional and material, the 

auditors should communicate the matter to those charged with governance as soon 

as practicable.

If the auditors suspect that management or those charged with governance are involved 

in noncompliance, they should communicate the matter to the next higher level of author-

ity in the organization, if it exists, such as the audit committee. Where no higher authority 

Compliance 
with Laws and 
Regulations
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exists that is uninvolved, or if the auditors believe that the communication may not be 

acted upon or do not know whom to report to, they should consider the need to obtain 

legal advice.3

Auditors’ Reports

The end product of an audit of a business entity is a report expressing the auditors’ opin-

ion on the client’s fi nancial statements. The form of auditors’ report discussed in detail 

in the following two sections is generally referred to as a standard report. It includes 

an unmodifi ed (unqualifi ed) opinion indicating that the audit was adequate in scope and 

that the fi nancial statements present fairly the fi nancial position, results of operations, 

and cash fl ows in conformity with generally accepted accounting principles.4 Under these 

circumstances, the auditors are taking no exceptions and inserting no modifi cations or 
qualifi cations in the report.

The content of the auditors’ report varies somewhat depending on whether it results 

from the audit of a nonpublic or public company. We fi rst present the standard audit 

report for a nonpublic company, followed by the report for a public company and a brief 

discussion of how the two reports differ from one another.

The auditors’ report for a nonpublic company begins with a title that includes the word 

“independent” and is addressed to the person or persons who retained the auditors. In the 

case of corporations, the selection of an auditing fi rm is usually made by the audit com-

mittee of the board of directors and ratifi ed by the stockholders.

The auditors’ standard report (as illustrated on the next page) consists of an introduc-

tory sentence indicating the fi nancial statements audited, followed by sections outlining 

management’s and the auditors’ responsibility and the auditors’ opinion.

Management’s Responsibility
Management is responsible for the fi nancial statements. It has the responsibility of main-

taining adequate accounting records and of preparing proper fi nancial statements for the 

use of stockholders and creditors. Even though the fi nancial statements are sometimes 

constructed and printed in the auditors’ offi ce, primary responsibility for the statements 

remains with management.

Once we recognize that the fi nancial statements are the statements of the company 

and not of the auditors, we realize that the auditors have no right to make changes in the 

fi nancial statements. What action then should the auditors take if they do not agree with 

the presentation of a material item in the balance sheet or income statement?5 Assume, 

for example, that the auditors believe that the balance in the allowance for uncollectible 

accounts is not suffi cient to cover the probable collection losses in the accounts receivable.

Explain the key elements of the 

auditors’ standard report.

LO 2-4

Nonpublic 
Company Audit 
Reports—Standard

   3  Private Securities Reform Act of 1995 places additional requirements upon public companies 
registered with the Securities and Exchange Commission and their auditors when (1) the illegal act 
has a material effect on the fi nancial statements, (2) senior management and the board of directors 
have not taken appropriate remedial actions, and (3) the failure to take remedial action is reasonably 
expected to warrant departure from a standard audit report (or to warrant resignation). In such 
circumstances, the auditors “shall, as soon as practicable,” communicate their conclusions directly 
to the board of directors. Within one day, the company must notify the Securities and Exchange 
Commission of having received such a communication and must send a copy of that notifi cation to the 
auditor. If the auditors do not receive such notice within the one-day period, they must furnish the 
report to the SEC within one business day after the failure of the company to give the required notice.  

   4  The term “unmodifi ed” is included in the current standards; historically, the term “unqualifi ed” 
has been used. The term “unqualifi ed” is still used in PCAOB standards. We will consider the two 
terms as synonymous, but will ordinarily use the term “unmodifi ed” when discussing nonpublic 
company audits. Also, because the standards present multiple year reports as examples, we also 
present them—if only one year is audited, the report should be modifi ed accordingly.  
5 The income statement is sometimes titled the statement of operations.
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The auditors will fi rst discuss the problem with management and point out why they 

believe that the valuation allowance is inadequate. If management agrees to increase the 

balance, an adjusting entry will be made for that purpose, and the problem is solved. If 

management is not convinced by the auditors’ arguments and declines to increase the 

allowance, the auditors will probably qualify their opinion by stating in the report that the 

fi nancial statements refl ect fairly the company’s fi nancial position and operating results, 

except for the effects of not providing an adequate provision for uncollectible accounts. 
Usually such issues are satisfactorily resolved in discussions between the auditors and 

management, and a qualifi cation of the auditors’ opinion is avoided. A full consideration 

of the use of qualifi cations in the auditors’ report is presented in Chapter 17.

The Auditors’ Responsibility
The auditors’ responsibility is to express an opinion on the fi nancial statements based 

on having conducted an audit following generally accepted auditing standards of the 

Independent Auditors’ Report
To the Audit Committee of ABC Company:

We have audited the accompanying fi nancial statements of ABC Company, which comprise 
the balance sheets as of December 31, 20X1 and 20X0, and the related statements of income, 
changes in stockholders’ equity and cash fl ows for the years then ended, and the related notes 
to the fi nancial statements.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these fi nancial state-
ments in accordance with accounting principles generally accepted in the United States of Amer-
ica; this includes the design, implementation, and maintenance of internal control relevant to 
the preparation and fair presentation of fi nancial statements that are free from material mis-
statement, whether due to fraud or error.

Auditor’s Responsibility
Our responsibility is to express an opinion on these fi nancial statements based on our audits. 
We conducted our audits in accordance with auditing standards generally accepted in the 
United States of America. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the fi nancial statements are free of material 
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the fi nancial statements. The procedures selected depend on the auditor’s judg-
ment, including the assessment of the risks of material misstatement of the fi nancial statements, 
whether due to fraud or error. In making those risk assessments, the auditor considers internal 
control relevant to the entity’s preparation and fair presentation of the fi nancial statements in 
order to design audit procedures that are appropriate in the circumstances, but not for the pur-
pose of expressing an opinion on the effectiveness of the entity’s internal control. An audit also 
includes evaluating the appropriateness of accounting policies used and the reasonableness of 
signifi cant accounting estimates made by management, as well as evaluating the overall presen-
tation of the fi nancial statements.

We believe that the audit evidence we have obtained is suffi cient and appropriate to provide a 
basis for our audit opinion.

Opinion
In our opinion, the fi nancial statements referred to above present fairly, in all material respects, 
the fi nancial position of ABC Company as of December 31, 20X1 and 20X0, and the results of its 
operations and its cash fl ows for the years then ended in accordance with accounting principles 
generally accepted in the United States of America.

Williams & Co. LLP
Phoenix, Arizona
February 5, 20X2
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United States of America.6 Underlying this opinion is the auditors’ belief that they have 

obtained reasonable assurance that the fi nancial statements are free of material misstate-

ment. To obtain reasonable assurance, they obtain audit evidence by performing various 

audit procedures. Examples of audit evidence obtained include analysis of the client’s 

accounting records, observation of tangible assets, inspection of such documents as pur-

chase orders and contracts, and the gathering of evidence from outsiders (such as banks, 

customers, and suppliers). Because of the variety of types of evidence obtained, it is appro-

priate that the auditors state in their report that they have audited the fi nancial statements 

rather than to say that they have audited the accounting records. In the illustration, the audi-

tors’ report covers the years for which fi nancial statements were presented by the company. 

Reporting on such comparative fi nancial statements is discussed in detail in Chapter 17.

Opinion
The opinion paragraph consists of only one sentence, which is restated here with certain 

signifi cant phrases shown in italics:

 6  Historically,  audit reports  referred simply to generally accepted auditing standards and generally 
accepted accounting principles. The globalization of business resulted in a modifi cation of 
the standard report that identifi es the source of the standards followed (e.g., International, 
United States [of America], or some other country’s standards). In this text, we will use the new 
terminology in report illustrations, but, like the standards, we will refer to generally accepted 
auditing standards (GAAS) and generally accepted accounting principles (GAAP) in other contexts.

In our opinion, the fi nancial statements referred to above present fairly, in all material respects, 
the fi nancial position of XYZ Company as of December 31, 20X1 and 20X0, and the results of its 
operations and its cash fl ows for the year then ended in conformity with accounting principles 
generally accepted in the United States of America.

Each of the italicized phrases has a special signifi cance. The fi rst phrase, “in our opin-

ion,” makes clear that the auditors are expressing nothing more than an informed  opinion; 

they are not guaranteeing or certifying that the statements are accurate, correct, or true. 

In an earlier period of public accounting, the wording of the audit report contained the 

phrase “we certify that,” but this expression was discontinued on the grounds that it was 

misleading. To “certify” implies absolute assurance of accuracy, which an audit does not 

provide.

The auditors cannot guarantee the correctness of the fi nancial statements because the 

statements include many estimates, not absolute facts. Furthermore, the auditors do not 

make a complete and detailed examination of all transactions. Their audit is limited to 

tests that leave the possibility of some misstatements going undetected. Because of limi-

tations inherent in the accounting process and because of practical limitations of time and 

cost in performing an audit, the auditors’ work culminates in the expression of an opinion 

and not in the issuance of a guarantee of accuracy.

What Is “Material”? Auditors cannot issue an unmodifi ed opinion on fi nancial state-

ments that contain material defi ciencies. The term material may be defi ned as “suffi -

ciently important to infl uence decisions made by reasonable users of fi nancial statements.” 

Materiality is infl uenced by the size of the organization that is being audited. In the audit 

of a small client—such as a condominium property owners’ association—$1,000 might 

be considered material. On the other hand, in the audit of a company such as IBM or 

Microsoft, an amount of $10 million might be considered immaterial.

In practice, one of the most signifi cant elements of professional judgment is the abil-

ity to draw the line between material and immaterial departures from generally accepted 

accounting principles. The auditor who raises objections over immaterial items will soon 

lose the respect of both clients and associates. On the other hand, the auditor who fails 

to identify and disclose material defi ciencies in fi nancial statements may be liable for the 
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losses of those who rely upon the audited statements. In short, applying the concept of 

materiality is one of the most complex problems faced by auditors.

Materiality depends upon both the dollar amount and the nature of the item. For 

example, a $500,000 error in the balance of the Cash account is ordinarily far 

more signifi cant than a $500,000 error in the balance of Accumulated Depreciation. If a 

corporation sells assets to a member of top management and then buys the assets back at 

a higher price, this related party transaction warrants disclosure even though the dollar 

amounts are not large in relation to the fi nancial statements as a whole. The reason for 

requiring disclosure of such a transaction is based more on the nature of the transaction 

than upon the dollar amount. Materiality is discussed in more detail in Chapter 6.

Adequate Informative Disclosure If fi nancial statements are to present fairly, in all 

material respects, the fi nancial position and operating results of a company, there should 

be adequate disclosure of all essential information. A fi nancial statement may be mis-

leading if it does not give a complete picture. For example, if an extraordinary item aris-

ing from an uninsured fl ood loss of plant and equipment were combined with operating 

income and not clearly identifi ed, the reader might be misled as to the earning power of 

the company. Adequate disclosure means the information is accurate and complete and 

has been clearly conveyed to the fi nancial statement user.

Generally Accepted Accounting Principles (GAAP) The next key phrase refers to 

the applicable fi nancial reporting framework—in the United States, most frequently 

“accounting principles generally accepted in the United States of America.” In evaluating 

whether a particular accounting principle used by a client is generally accepted, the audi-

tors may refer to the Financial Accounting Standards Board (for public and nonpublic 

nongovernmental companies), the Government Accounting Standards Board (for state 

and local government entities), and the Federal Accounting Standards Advisory Board 

(for federal government audits), as well as a variety of other sources.

Effective in 2009, the accounting guidance for public and nonpublic entities has only 

two levels: (1) authoritative GAAP and (2) nonauthoritative accounting guidance and 

literature. The FASB Codifi cation is the source of authoritative GAAP to be applied 

by nongovernmental entities (businesses and not-for-profi t entities). The codifi cation 

is updated through Accounting Standards Updates. The rules and interpretive releases 

of the Securities and Exchange Commission under the federal securities laws are also 

sources of authoritative GAAP for public companies. If the guidance for a transaction 

or event is not specifi ed within the authoritative GAAP or SEC guidance, the company 

should fi rst consider accounting principles for similar transactions or events in authori-

tative GAAP. Finally, when no other guidance can be found, nonauthoritative account-

ing guidance should be consulted. Sources of nonauthoritative accounting guidance and 

 literature include:

 • Practices that are widely recognized and prevalent either generally or in the industry.

 • FASB Concepts Statements.

 • AICPA Issues Papers.

 • International Financial Reporting Standards.

 • Pronouncements of professional associations or regulatory agencies.

 • Technical Information Service Inquiries and Replies included in AICPA.

 • Technical Practice Aids.

 • Accounting textbooks, handbooks, and articles.

The appropriateness of the above nonauthoritative accounting guidance and literature 

depends on its relevance to particular circumstances, how specifi c it is, the general recog-

nition of the issuer or author as a authority, and the extent of its use in practice.

Figure 2.5 illustrates the hierarchy of guidance for state and local governmental enti-

ties and federal government audits. When there is a confl ict between the accounting treat-

ment suggested by pronouncements from two different categories, the pronouncement 
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from the higher category should be followed. For example, authoritative body pro-

nouncements prevail over pronouncements of other experts and widely recognized prac-

tices and pronouncements. When there is a confl ict within a category, logic dictates that 

the auditors should select the accounting principle that most clearly refl ects the economic 
substance of the particular transaction.

As discussed in Chapter 1, the Sarbanes-Oxley Act requires that auditors of publicly 

traded (issuer) companies in the United States perform an integrated audit that includes 

providing assurance on both the fi nancial statements and the effectiveness of internal con-

trol over fi nancial reporting. In these audits, the auditors may either issue separate reports 

on the fi nancial statements and internal control, or issue a combined report. The following 

separate report on the fi nancial statements of a publicly traded company illustrates the dif-

ferences as compared to the standard audit report for the audit of a nonpublic company.7

Public Company 
Audit Reports—
Unmodifi ed 
(Unqualifi ed)

Category State and Local Governments* Federal Government**

a.  Authoritative Body 
Pronouncements

•  GASB Statements and 
Interpretations

•  FASB and AICPA pronouncements 
made applicable by a GASB 
Statement or Interpretation

•  FASB Statements and 
Interpretations

•  AICPA, FASB, and GASB 
pronouncements made applicable by 
an FASAB Statement or Interpretation

b.  Pronouncements of Bodies 
Composed of Expert 
Accountants, Exposed for 
Public Comment

•  GASB Technical Bulletins
•  AICPA Industry Audit and 

Accounting Guides and Statements 
of Position (cleared by GASB)

•  FASAB Technical Bulletins
•  AICPA Industry Audit and Accounting 

Guides and Statements of Position 
(cleared by FASAB)

c.  Pronouncements of Bodies 
Composed of Expert 
Accountants, Not Exposed 
for Public Comment

•  Consensus Positions of the GASB 
Emerging Issues Task Force

•  AICPA Practice Bulletins (cleared 
by GASB)

•  Technical Releases of the Accounting 
and Auditing Policy Committee of 
the FASAB

•  AICPA Practice Bulletins (cleared by 
the FASAB)

d.  Widely Recognized 
Practices and 
Pronouncements

•  GASB staff “Questions and 
Answers”

•  Widely accepted industry practices

•  FASAB staff Implementation Guides
•  Widely accepted federal government 

practices

e.  Other Accounting 
Literature

•  GASB Concepts Statements
•  Pronouncements in (a) through 

(d) of nongovernmental hierarchy 
not specifi cally made applicable

•  APB Statements
•  FASB Concepts Statements
•  AICPA Issues Papers and Technical 

Practice Aids
•  International Accounting 

Standards Committee Statements
•  Pronouncements of other 

professional associations or 
regulatory agencies

•  Accounting textbooks, handbooks, 
and articles

•  FASAB Concepts Statements
•  Pronouncements in (a) through 

(d) of GASB and FASB not specifi cally 
made applicable

•  FASB and GASB Concepts 
Statements

•  AICPA Issues Papers and Technical 
Practice Aids

•  International Accounting Standards 
Committee Statements

•  Pronouncements of other 
professional associations or 
regulatory agencies

•  Accounting textbooks, handbooks, 
and articles

FIGURE 2.5 The GAAP Hierarchy for Governmental Entities

*Government Accounting Standards Board Statement No. 55, “The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments.”

**Statement of Federal Financial Accounting Standards 34, “The Hierarchy of Generally Accepted Accounting Principles. Including the Application of Standards Issued 

by the  Financial Accounting Standards Board.”

7 Because public companies are ordinarily required to provide balance sheets for the two most 
recent years, and statements of income, retained earnings, and cash fl ows for three years, we 
present an audit report on such comparative fi nancial statements.
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Report of Independent Registered Public Accounting Firm
To the Board of Directors and Stockholders of XYZ Company:

We have audited the accompanying balance sheets of XYZ Company as of December 31, 20X1 
and 20X0, and the related statements of income, retained earnings, and cash fl ows for each of 
the three years ended December 31, 20X1. These fi nancial statements are the responsibility of 
the Company’s management. Our responsibility is to express an opinion on these fi nancial state-
ments based on our audit.

We conducted our audit in accordance with standards of the Public Company Accounting 
Oversight Board (United States). Those standards require that we plan and perform the audit 
to obtain reasonable assurance about whether the fi nancial statements are free of material 
 misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the fi nancial statements. An audit also includes assessing the accounting principles 
used and signifi cant estimates made by management, as well as evaluating the overall fi nancial 
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the fi nancial statements referred to above present fairly, in all material 
respects, the fi nancial position of XYZ Company as of December 31, 20X1 and 20X0, and the 
results of its operations and its cash fl ows for each of the three years ended December 31, 20X1, 
in conformity with accounting principles generally accepted in the United States of America.

We also have audited, in accordance with the standards of the Public Company Accounting 
Oversight Board (United States), the effectiveness of XYZ Company’s internal control over fi nan-
cial reporting as of December 31, 20X1, based on Internal Control-Integrated Framework issued 
by the Committee of Sponsoring Organizations of the Treadway Commission (COSO) and our 
report dated February 26, 20X2, expressed unqualifi ed opinions.

Los Angeles, Calif. Blue, Gray & Company
February 26, 20X2 Certifi ed Public Accountants

Notice that “auditing standards generally accepted in the United States of America” is 

replaced by the standards of the “Public Company Accounting Oversight Board (United 

States)” and a fi nal paragraph is added referring to the auditors’ report on internal control. 

The report on internal control is illustrated in Chapter 18. The description of management 

and the auditors’ responsibilities are more brief than for the nonpublic company report.

A report with an unmodifi ed (“unqualifi ed” per PCAOB standards) opinion is the type of 

report the client ordinarily wants. In some audits, however, the circumstances do not per-

mit the auditors to provide an unmodifi ed opinion on the fi nancial statements. As alterna-

tives to a report with an unmodifi ed opinion, auditors may issue a report with a qualifi ed 
opinion, an adverse opinion, or a disclaimer of opinion. In some situations, auditors also 

include additional information in a report with an unmodifi ed opinion.

Auditors issue a qualifi ed opinion on fi nancial statements when there is some limi-

tation on the scope of their audit, or when one or more items in the fi nancial statements 

are not presented in accordance with applicable accounting principles. The limitation on 

scope must be signifi cant, but not so signifi cant as to overshadow an overall opinion on 

the fi nancial statements; the departure from applicable accounting principles must also be 

material, but not so material as to pervasively misstate the fi nancial statements.

An adverse opinion states that the fi nancial statements are not fairly presented. In 

practice, an adverse opinion is rare, because it would be of little use to the client. If the 

fi nancial statements contain such material departures from applicable accounting prin-

ciples as to warrant an adverse opinion, this situation is discussed among the auditors 

and the client’s management. Management probably would agree to make the changes 

necessary to avoid an adverse opinion or will decide to terminate the audit engagement 

and thus avoid paying additional audit fees.

Auditors will issue a disclaimer of opinion if they are unable to determine the over-

all fairness of the fi nancial statements. This type of report results from very signifi cant 

limitations in the scope of the auditors’ examination.

Other Types of 
Auditors’ Reports

Discuss the other types of reports 

that are issued by auditors.

LO 2-5
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When a qualifi ed, adverse, or disclaimer of opinion is issued on the fi nancial state-

ments, the report is modifi ed to describe the matter of concern. In certain other circum-

stances, information may be added to what remains a report with an unmodifi ed opinion. 

For example, audit reports are modifi ed to inform users of fi nancial statements of changes 

in accounting principles in relation to the prior year, or the fact that another audit fi rm is 

responsible for a signifi cant portion of the audit.

The Attestation Standards

The generally accepted auditing standards were adopted by the AICPA to provide guid-

ance for the performance of audits of historical fi nancial statements. The expansion of the 

attestation function has led the accounting profession to develop more general attestation 

standards, which are contained in Statement on Standards for Attestation Services No. 1 

(SSAE 1). These attestation standards, presented in Figure 2.6, are meant to serve as a gen-

eral framework and set boundaries for the attest function. Since the issuance of SSAE 1, 

the Auditing Standards Board has issued a number of SSAEs that provide guidance 

for attesting to specifi c types of information, such as prospective fi nancial statements 

and internal control over fi nancial reporting. The relationship of these attestation stan-

dards is shown in Figure 2.7. The PCAOB adopted the AICPA attestation standards as 

interim standards for attestation engagements related to the fi nancial reporting of public 

companies.

Describe the attestation standards.
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General Standards

1.  The engagement shall be performed by a practitioner having adequate technical 
training and profi ciency in the attest function.

2.  The engagement shall be performed by a practitioner having adequate knowledge in 
the subject matter.

3.  The practitioner shall perform the engagement only if he or she has reason to believe 
that the subject matter is capable of evaluation or measurement against criteria 
(standards or benchmarks) that are suitable and available to users.

4.  In all matters relating to the engagement, an independence in mental attitude shall 
be maintained by the practitioner.

5.  Due professional care shall be exercised in the planning and the performance of the 
engagement.

Standards of Fieldwork

1.  The work shall be adequately planned and assistants, if any, shall be properly 
supervised.

2.  Suffi cient evidence shall be obtained to provide a reasonable basis for the conclusion 
that is expressed in the report.

Standards of Reporting

1.  The report shall identify the subject matter or the assertion being reported on and 
state the character of the engagement.

2.  The report shall state the practitioner’s conclusion about the subject matter or the 
assertion based on the criteria against which the subject matter was measured.

3.  The report shall state all of the practitioner’s signifi cant reservations about the 
engagement.

4.  The report on an engagement to evaluate subject matter that has been prepared 
based on agreed-upon criteria or an assertion related thereto, or on an engagement 
to apply agreed-upon procedures, should contain a statement restricting its use to the 
parties who have agreed upon such criteria or procedures.

FIGURE 2.6
AICPA Attestation 
Standards
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Quality Control in CPA Firms

A CPA fi rm should establish adequate quality control policies and procedures to pro-

vide reasonable assurance that it follows professional standards on every engagement. 

To provide CPA fi rms with guidance in establishing quality control policies, the AICPA 

has issued Statements on Quality Control Standards which identify six “elements” of 

quality control. The elements of quality control may be regarded as the areas in which 

the AICPA considers it desirable for a CPA fi rm to establish quality control procedures.

The AICPA does not require specifi c quality control procedures. In fact, it states that the 

specifi c procedures should depend upon the size of the fi rm, the number of offi ces, and the 

nature of the fi rm’s practice. Thus, the quality control procedures employed by a 200-offi ce 

international fi rm will differ considerably from those employed by a  single-offi ce fi rm that 

audits only small businesses. Technically, the Statements on Quality Control apply only to 

auditing, other attestation, and accounting services for which professional standards have 

been established by the AICPA. As a practical matter, however, every CPA fi rm should 

have quality control procedures applicable to every aspect of its practice. In the broad 

sense, the concept of “quality control” means that CPA fi rms should establish controls to 

provide assurance that they meet their responsibilities to their clients and to the public.

Figure 2.8 indicates the six areas in which the AICPA has indicated that quality con-

trol procedures are appropriate. In addition, the table explains the basic objective to be 

achieved in each area and provides an example procedure that a CPA fi rm might imple-

ment as a step toward achieving the objective. The PCAOB also has adopted the AICPA 

quality control standards as its interim quality control standards, making them applicable 

to public company practice.

Regulation of Accounting Firms

In the United States, public accounting fi rms are regulated by a number of organizations, 

including the Public Company Accounting Oversight Board, the American Institute of 

Certifi ed Public Accountants, the Securities and Exchange Commission, the various 

courts, and the state boards of accountancy.

As described in Chapter 1, the Public Company Accounting Oversight Board (PCAOB) 

was established in 20028 with the following functions:

 • Register public accounting fi rms that prepare audit reports for fi nancial statement issuers.

Describe the quality control stan-

dards and their purposes.
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Public Company 
Accounting 
Oversight Board

Financial
Forecasts and

Projections

Pro Forma
Financial

Information

Internal
Control

Applying
Agreed-Upon

Procedures

Compliance
with Laws,

Regulations,
and Contracts

Management’s
Discussion and

Analysis

General Attestation Framework

FIGURE 2.7 Applicability of Statements on Standards for Attestation Services (SSAEs)

8 Until 2002, the  Public Oversight Board  (POB) served as a part of the profession’s system of self-
regulation. It was an autonomous board made up of fi ve prominent individuals with a broad spectrum 
of business, professional, regulatory, and legislative experience. The POB oversaw the activities of the 
AICPA’s SEC Practice Section (including its peer review activities), made inquiries into alleged audit 
failures, and periodically reported to the SEC and Congress. The POB was disbanded in 2002, with its 
responsibilities subsequently taken over by the Public Company Accounting Oversight Board.
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Element of Quality Control

The Firm Should Establish Policies and 
Procedures to Provide Reasonable 

Assurance That: Example Procedures

Leadership Responsibilities 
for Quality within the Firm 
(“Tone at the Top”)

1.  It promotes an internal culture based 
on the recognition that quality is 
essential in performing engagements.

2.  It provides reasonable assurance 
that those assigned operational 
responsibility for the fi rm’s 
quality control have suffi cient and 
appropriate experience, ability, and 
authority.

Assign management responsibilities 
so that commercial considerations 
do not override the quality of work 
performed.

Relevant Ethical 
Requirements

The fi rm and its personnel comply with 
relevant ethical requirements.

(Policies relating to independence are 
particularly emphasized.)

At least annually, the fi rm should obtain 
written confi rmation of compliance 
with its independence policies and 
procedures from all fi rm personnel 
who are required to be independent.

Acceptance and 
Continuance of Client 
Relationships and Specifi c 
Engagements

It will undertake and continue 
relationships and engagements only 
where the fi rm:
1.  Is competent to perform the 

engagement.
2.  Can comply with legal and ethical 

requirements.
3.  Has considered client integrity.

Deciding whether to continue a client 
relationship by considering signifi cant 
issues that have arisen during the 
current and previous engagements.

Human Resources It has suffi cient personnel with needed 
competence, capabilities, and 
commitment.

Design effective recruitment processes 
and procedures to help the fi rm select 
individuals of integrity who have the 
capacity to develop the necessary 
competence and capabilities.

Engagement Performance The fi rm’s engagements are consistently 
performed in accordance with 
professional standards and regulatory 
and legal requirements with policies and 
procedures addressing:
1.  Engagement performance.
2.  Supervision responsibilities.
3.  Review responsibilities.

Design policies and procedures that 
address the tracking of progress of 
each engagement.

Monitoring The policies and procedures relating to 
quality control are relevant, adequate, 
and operating effectively.

Communicate, at least annually, 
the results of the monitoring to 
engagement partners and other 
appropriate individuals within the 
fi rm.

FIGURE 2.8 Elements of Quality Control

 • Establish or adopt auditing, quality control, ethics, independence, and other standards 

relating to audit reports for issuers.

 • Conduct inspections of registered public accounting fi rms.

 • Perform other duties or functions to promote high professional standards for audits, 

and enforce compliance with the Sarbanes-Oxley Act of 2002 (discussed in Chapter 1).

The PCAOB is composed of fi ve members—only two of which are CPAs—selected 

from among prominent individuals who have demonstrated a commitment to the inter-

ests of investors and the public and an understanding of the issues faced by the PCAOB. 

Members are appointed by the Securities and Exchange Commission and may serve no 

more than two fi ve-year terms.
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All accounting fi rms that audit SEC registrants must register with the PCAOB. As 

part of that registration process, each fi rm pledges to cooperate with any inquiry made by 

the PCAOB. The PCAOB may impose monetary damages and may suspend fi rms and 

accountants from working on engagements for publicly traded companies. It may also 

make referrals to the Justice Department to consider criminal cases.

As discussed below, PCAOB staff performs inspections of the public audit practices 

of registered public accounting fi rms for compliance with the Sarbanes-Oxley Act, 

PCAOB and SEC requirements, and professional standards. CPA fi rms that audit more 

than 100 public companies are inspected annually, and fi rms that audit 100 or fewer pub-

lic companies are audited at least every three years.

Members of the AICPA who are in public practice and have fi nancial reporting responsibili-

ties must have a sample of their work reviewed by an independent party. To meet this require-

ment, CPA fi rms undergo a peer review performed directly by a CPA, a CPA fi rm, or a 

team of CPAs. There are two types of peer reviews: system review and engagement review.
A system review involves peer reviewers’ study and appraisal of a CPA fi rm’s system of 

quality control to perform accounting and auditing work. The approach of the peer review-

ers includes obtaining an understanding of the CPA fi rm’s accounting and auditing practice 

and the design of the fi rm’s system through inquiry of CPA fi rm personnel and review of 

documentation about the system, such as fi rm manuals. The peer reviewers also select a 

sample of the CPA fi rm’s engagements (emphasizing the higher risk ones) and examine 

related working paper fi les and reports, interview selected CPA fi rm personnel, and exam-

ine various administrative and personnel fi les. The peer review report issued includes a rat-

ing of pass, pass with defi ciencies, or fail. A pass rating provides reasonable assurance in 

that it includes the peer reviewers’ opinion that the system is appropriately designed and is 

being complied with by the CPA fi rm in all material respects. A pass with defi ciencies rat-

ing differs in that it indicates that in certain situations (outlined in the report) the system is 

not appropriately designed or complied with. A fail rating indicates that the peer reviewer 

has determined that the CPA fi rm’s system is not suitably designed or being complied with.

An engagement review, the second type of peer review, is one in which the peer 

reviewers select a sample of a CPA fi rm’s actual accounting work, including accounting 

reports issued and CPA fi rm documentation to evaluate whether the reports and proce-

dures are appropriate. This type of peer review is of lesser scope since it does not empha-

size the overall system of quality control. It is only available for CPA fi rms that do not 

perform audits, but do perform reviews and/or compilations. The report issued may be pass, 

pass with defi ciencies, or fail, as is the case with a system review, but the restricted nature 

of an engagement review results in a report in which the pass and pass with defi ciencies 

reports provide only limited assurance. Thus, a pass report indicates that nothing came to 

the peer reviewers’ attention indicating a material departure from the professional standards 

as contrasted to a statement that in the peer reviewers’ opinion no material departure exists.

In addition to peer reviews, CPA fi rms with SEC registrants as clients are required to 

have an inspection performed by the PCAOB staff. Inspections are performed annually 

for CPA fi rms with numerous public clients and less frequently for those with fewer pub-

lic clients. The Sarbanes-Oxley Act provides that an inspection shall include at least the 

following three general components:

 1. An inspection and review of selected audit and review engagements.

 2. An evaluation of the suffi ciency of the quality control system of the fi rm and the man-

ner of the documentation and communication of the system.

 3. Tests of the audit, supervisory, and quality control procedures considered necessary.

Inspections by the PCAOB staff differ from peer reviews conducted by CPA fi rms. Gener-

ally, the PCAOB staff focuses on selected quality control issues only and may also consider 

other aspects of practice management, such as the determinates of partner compensation. 

In addition, while peer reviews focus on evaluating and testing compliance with the fi rm’s 

Peer Review 
and Inspections
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quality control system, a PCAOB inspection focuses primarily on evaluating the performance 

of a sample of individual audit and review engagements. In selecting the engagements for 

inspection, the PCAOB staff uses a risk assessment process to identify engagements that have 

a higher risk of lack of compliance with professional standards. As an example, an engage-

ment may be selected primarily because it is in a high-risk industry. Once an audit is selected, 

the inspection focuses on the high-risk aspects of that engagement, such as the audit work on 

revenue recognition and accounting estimates. When a lack of compliance with professional 

standards is found, the PCAOB staff attempts to determine the cause of the lack of compli-

ance, which may lead to the identifi cation of a defect in the fi rm’s quality control system.

Each inspection results in a written report transmitted to the SEC and appropriate 

regulatory authorities. Also included is the letter of comments by the PCAOB inspectors 

and any responses by the CPA fi rm. While the content of most portions of the reports is 

made available to the public, discussions of potential defects in a fi rm’s quality control 

system are not made public unless the fi rm does not address the issue within 12 months.

International Accounting and Auditing Standards

International Financial Reporting Standards (IFRS) are developed by the  International 
Accounting Standards Board (IASB), which has the objective of developing, in 

the public interest, a single set of high-quality understandable and enforceable global 

accounting standards. Historically, the SEC has required foreign companies that issue 

their securities in U.S. markets to present their fi nancial statements in accordance with 

U.S. generally accepted accounting principles (GAAP), or reconcile their fi nancial state-

ments to U.S. GAAP. Effective March 4, 2008, the SEC eliminated the requirement when 

the fi nancial statements have been prepared using IFRS. This is generally viewed as the 

fi rst step in moving towards the acceptance of IFRS for all companies fi ling with the SEC.

Acceptance of IFRS by the SEC does not alter the requirements for audits of the fi nancial 

statements by a registered CPA fi rm under the auditing standards established by the PCAOB. 

However, it does have some impact on the audit process because of the differences between 

IFRS and U.S. GAAP. Apart from some specifi c differences in rules, IFRS are considered to 

be more principle based than U.S. GAAP. Therefore, IFRS generally require the application 

of more judgment. Many professionals believe that the judgment involved in the application 

of IFRS makes audits of fi nancial statements prepared in accordance with IFRS somewhat 

more challenging than audits of fi nancial statements in accordance with U.S. GAAP.

The International Audit Report
As discussed previously, international auditing standards are developed by the International 
Auditing and Assurance Standards Board (IAASB) of the International Federa-
tion of Accountants (IFAC). In 2011, the Auditing Standards Board aligned the format 

and content of its standards with the international standards. In addition, future Auditing 

Explain the status of international 

accounting and auditing standards 

and the content of the interna-

tional audit report.
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A signifi cant challenge related 
to the PCAOB inspection pro-
gram relates to registered audit 

fi rms that are domiciled outside of the United States. Under 
the Sarbanes-Oxley Act the PCAOB is charged with inspecting 
all registered fi rms regardless of where they are located. 
However, the PCAOB has been denied the ability to con-
duct inspections by the governments of European Union 

member states, Switzerland, and China. If the PCAOB can-
not inspect an audit fi rm, it has the authority to deregister 
the fi rm. However, it has decided that the economic and 
political repercussions of such action would be too great. 
Instead the PCAOB has taken the approach of notifying the 
securities markets by releasing the names of issuers regis-
tered with the SEC whose auditors are located in a country 
that does not allow the PCAOB to conduct inspections.

Illustrative Case
Inspections of Registered Audit 
Firms Located Outside the 
United States
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Standards Board projects will ordinarily be developed concurrently with the development of 

International Standards on Auditing.
Exceptions to international standards exist when they are considered necessary as a 

result of national circumstances. The differences between the international audit report 

and the audit reports issued in accordance with AICPA auditing standards are summa-

rized in the section below. Other differences between international auditing standards 

and AICPA auditing standards are summarized in Appendix 2A.

The reporting guidance and the audit report of the IAASB are very similar to that 

required under U.S. standards for nonissuer companies issued by the AICPA Auditing 

Standards Board.

Independent Auditors’ Report
To the Shareholders of ABC Company:

We have audited the accompanying fi nancial statements of ABC Company, which comprise the 
balance sheet as of December 31, 20X1, the income statement, the statement of changes in 
equity, the cash fl ow statement for the year then ended, and a summary of signifi cant account-
ing policies and other explanatory notes.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these fi nancial state-
ments in accordance with International Financial Reporting Standards. This responsibility includes: 
designing, implementing, and maintaining internal control relevant to the preparation and fair 
presentation of fi nancial statements that are free from material misstatement, whether due to 
fraud or error; selecting and applying appropriate accounting policies; and making accounting 
estimates that are reasonable in the circumstances.

Auditor’s Responsibility
Our responsibility is to express an opinion on these fi nancial statements based on our audit. We 
conducted our audit in accordance with International Standards on Auditing. Those standards 
require that we comply with ethical requirements and plan and perform the audit to obtain rea-
sonable assurance that the fi nancial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and dis-
closures in the fi nancial statements. The procedures selected depend on the auditor’s judgment, 
including the assessment of the risks of material misstatement of the fi nancial statements, whether 
due to fraud or error. In making those risk assessments, the auditor considers internal control rele-
vant to the entity’s preparation and fair presentation of the fi nancial statements in order to design 
audit procedures that are appropriate in the circumstances, but not for the purpose of expressing 
an opinion on the effectiveness of the entity’s internal control. An audit also includes evaluating 
the appropriateness of accounting policies used and the reasonableness of accounting estimates 
made by management, as well as evaluating the overall presentation of the fi nancial statements.

We believe that the audit evidence we have obtained is suffi cient and appropriate to provide a 
basis for our audit opinion.

Opinion
In our opinion, the fi nancial statements present fairly, in all material respects, the fi nancial posi-
tion of ABC Company as of December 31, 20X1, and its fi nancial performance and its cash fl ows 
for the year then ended in accordance with International Financial Reporting Standards.

February 17, 20X2 Robert Blue
Los Angeles, California, USA Blue, Gray & Company

The international reporting model allows the auditors certain reporting options. As an example,

instead of indicating that the fi nancial statements “present fairly, in all material respects,” 

the auditors may substitute the phrase “give a true and fair view,” as required of auditors in the 

United Kingdom. Also, the report may indicate that the fi nancial statements comply with the 

provisions of the country’s relevant statutes or laws. The report may be signed using the personal 

name of the auditor, the fi rm, or both—as is done in the above illustration. Inclusion of the city 

of the CPA fi rm offi ce that performed the audit is a required part of the international report.
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This chapter described the nature of generally accepted auditing standards, attestation 

standards, and quality control standards. To summarize:

 1. The passage of the Sarbanes-Oxley Act of 2002 has signifi cantly altered the regula-

tory environment of auditors and audit fi rms. Previously, the AICPA played a pri-

mary role in the development of auditing, attestation, and quality control standards 

and in the self-regulation of individual auditors and CPA fi rms. Now, the AICPA 

issues standards applicable only to nonpublic accounting and auditing engagements. 

The PCAOB issues standards for public company audits and regulates the public 

company practices of auditors and registered audit fi rms.

 2. The AICPA issues Statements on Auditing Standards, which represent generally 

accepted auditing standards relevant to the audits of nonpublic (nonissuer) compa-

nies. The PCAOB adopted AICPA standards in existence at April 16, 2003, and has 

supplemented them with its own pronouncements.

 3. An audit provides reasonable assurance of detecting material misstatements of the 

fi nancial statements (both errors and fraud) and noncompliance with laws that have 

a direct and material effect on the determination of fi nancial statement amounts. 

Although an audit does not obtain reasonable assurance of detecting noncompliance 

with laws that have only an indirect effect on the fi nancial statements, the auditors 

remain alert for such acts. If instances of noncompliance are discovered, regardless of 

type, the auditors should carefully evaluate their effects on the fi nancial statements.

 4. The auditors’ standard unmodifi ed report for a nonpublic (nonissuer) company consists 

of an introductory sentence identifying the fi nancial statements that were audited, fol-

lowed by sections outlining management’s responsibility, the auditors’ responsibility, 

and the auditors’ opinion. The audit report for a public (issuer) company, while more 

brief, provides similar information and a fi nal paragraph referring to the auditors’ report 

on internal control. Concerning the auditing standards followed, the nonissuer refers to 

“auditing standards generally accepted in the United States of America,” while the issuer 

report refers to “standards of the Public Company Oversight Board (United States).”

 5. Alternatives to unmodifi ed opinions are qualifi ed opinions, adverse opinions, and disclaim-

ers of opinion. Qualifi ed opinions are issued when there is a limitation on the scope of an 

audit or when fi nancial statements are not presented in accordance with generally accepted 

accounting principles. Adverse opinions are issued when fi nancial statements are so mis-

stated as to not be fairly presented on an overall basis. Disclaimers of opinion are issued 

when the auditors are unable to conclude on the overall fairness of the fi nancial statements.

 6. The AICPA’s attestation standards were adopted to provide a general framework 

for the attest function and to set boundaries for these types of engagements. The 

11 attestation standards are structured as general standards, standards of fi eldwork, 

and standards of reporting.

 7. CPA fi rms establish quality control systems to ensure that all professional engage-

ments are performed in accordance with applicable professional standards. The 

AICPA’s quality control standards provide guidance in developing these systems. 

CPA fi rms with SEC reporting clients undergo inspections of their public com-

pany audit practice by the Public Company Accounting Oversight Board. In addi-

tion, CPA fi rms arrange to have their practices peer reviewed by other CPAs. 

Obtaining such practice reviews is a requirement for membership in the AICPA.

 8. International fi nancial markets would be facilitated if auditing and accounting stan-

dards were more uniform. Currently, the International Auditing and Assurance 

Standards Board issues pronouncements designed to foster the development of con-

sistent worldwide auditing standards.

Chapter 
Summary

In some countries, auditors have other reporting responsibilities, such as a responsi-

bility to report certain matters that come to the auditors’ attention. If those matters are 

addressed in the international audit report on the fi nancial statements, they should be 

included in a separate section of the report after the opinion paragraph.
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Adequate disclosure (47) All essential information as required by generally accepted accounting 

principles (or some other appropriate basis of accounting) is included in the fi nancial statements.

Adverse opinion (49) An opinion issued by the auditors that the fi nancial statements they have 

audited do not present fairly the fi nancial position, results of operation, or cash fl ows in conformity with 

accounting principles generally accepted in the United States of America.

Applicable fi nancial reporting framework (37) The fi nancial reporting framework adopted by 

management and, where appropriate, those charged with governance in the preparation of the fi nancial 

statements that are acceptable in view of the nature of the entity and the objective of the fi nancial 

statements, or that is required by law or regulation.

Audit risk (42) The risk that the auditors may unknowingly fail to appropriately modify their opinion 

on fi nancial statements that are materially misstated.

Auditors’ report (35) A very precise document designed to communicate exactly the character and 

limitations of the responsibility being assumed by the auditors.

Consistency (42) The concept of using the same accounting principles from year to year so that the 

successive fi nancial statements issued by a business entity will be comparable.

Disclaimer of opinion (49) A form of report in which the auditors state that they do not express an 

opinion on the fi nancial statements; it should include a separate paragraph stating the auditors’ reasons 

for disclaiming an opinion and also disclosing any reservations they may have concerning the fi nancial 

statements.

Error (42) An unintentional misstatement of fi nancial statements or omission of an amount or a 

disclosure.

Financial reporting framework (37) A set of criteria used to determine measurement, recognition, 

representation, and disclosure of all material items appearing in the fi nancial statements: for example, 

accounting principles generally accepted in the United States of America, and International Financial 
Reporting Standards (IFRS).

Fraud (42) For fi nancial statement audits, “fraud” includes two types of intentional misstatements 

of fi nancial statements—misstatements arising from fraudulent fi nancial reporting and misstatements 

arising from misappropriation of assets. Legally, fraud is the misrepresentation by a person of a material 

fact, known by that person to be untrue or made with reckless indifference as to whether the fact is true, 

with intent to deceive and with the result that another party is injured.

General purpose fi nancial reporting framework (37) A fi nancial reporting framework designed to 

meet the common fi nancial needs of a wide range of users.

Generally accepted auditing standards (GAAS) (37) Auditing standards issued by the AICPA’s 

Auditing Standards Board (ASB). GAAS are the standards for the auditors’ work in fulfi lling the overall 

objectives of a fi nancial statement audit. GAAS address the general responsibilities of the auditors as 

well as the auditors’ further considerations relevant to the application of those responsibilities.

Independence (39) A most important auditing standard, which prohibits CPAs from expressing 

an opinion on fi nancial statements of an enterprise unless they are independent with respect to such 

enterprise; independence is impaired by a direct fi nancial interest, service as an offi cer or trustee, certain 

loans to or from the enterprise, and various other relationships.

Inspection (53) (conducted by the Public Company Accounting Oversight Board) A process that leads 

to an assessment of the degree of compliance of each registered public accounting fi rm and associated 

persons of that fi rm with the Sarbanes-Oxley Act of 2002 and the board’s requirements in connection 

with its performance of audits, issuance of audit reports, and related matters.

Internal control (41) A process, effected by the entity’s board of directors, management, and other 

personnel, designed to provide reasonable assurance regarding the achievement of objectives in the 

following categories: (1) reliability of fi nancial reporting; (2) effectiveness and effi ciency of operations; 

and (3) compliance with applicable laws and regulations.

International Accounting Standards Board (IASB) (54) An independent, privately funded 

accounting standard-setter that is committed to developing a single set of high-quality, understandable, 

and enforceable global accounting standards.

International Auditing and Assurance Standards Board (IAASB) (54) A committee of the 

International Federation of Accountants, established to issue standards on auditing and reporting 

practices to improve the degree of uniformity of auditing practices and related services throughout the 

world.

Key Terms 
Introduced or 
Emphasized in 
Chapter 2
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International Federation of Accountants (IFAC) (54) A worldwide organization of national 

accounting bodies established to help foster a coordinated worldwide accounting profession with 

harmonized standards.

Peer review (53) A study and appraisal by an independent evaluator (“peer reviewer”) of a CPA fi rm’s 

work. In a system review, the evaluator considers the CPA fi rm’s system of quality control to perform 

accounting and auditing work. In an engagement review, the evaluator studies and evaluates a sample of 

a CPA fi rm’s actual accounting work, including accounting reports issued and documentation prepared 

by the CPA fi rm as well as other procedures that the fi rm performed. Engagement reviews are only 

available for CPA fi rms that do not perform audits or other similar engagements.

Professional skepticism (37) An attitude that includes a questioning mind, being alert to conditions that 

may indicate possible misstatements due to fraud or error, and a critical assessment of audit evidence. 

Public Company Accounting Oversight Board (PCAOB) (35) A board established by the 

Sarbanes-Oxley Act of 2002 to provide oversight of accounting fi rms that audit public companies by 

(1) establishing or adopting professional and ethical standards, (2) conducting inspections of CPA fi rms, 

and (3) enforcing compliance with professional and ethical standards. The board is composed of fi ve 

individuals appointed by the SEC.

Qualifi ed opinion (49) The appropriate form of audit report when there is a limitation in the scope of 

the audit or when the fi nancial statements depart from GAAP signifi cantly enough to require mention 

in the auditors’ report, but not so signifi cantly as to necessitate disclaiming an opinion or expressing an 

adverse opinion.

Quality control standards (35) AICPA standards for establishing quality control policies and 

procedures that provide reasonable assurance that all of a CPA fi rm’s engagements are conducted in 

accordance with applicable professional standards.

Reasonable assurance (39) In the context of an audit of fi nancial statements, a high, but not absolute, 

level of assurance that the fi nancial statements do not contain material misstatements due to errors or 

fraud. A level of reasonable assurance implies a low level of audit risk, the risk that the auditors express 

an inappropriate audit opinion when the fi nancial statements are materially misstated.

Registered public accounting fi rm (53) A public accounting fi rm registered with the Public 

Company Accounting Oversight Board in accordance with the Sarbanes-Oxley Act of 2002. Any CPA 

fi rm auditing SEC reporting companies must be registered.

Special-purpose fi nancial reporting framework (37) A fi nancial reporting framework other than 

GAAP, which is one of the following bases of accounting: cash basis, tax basis, regulatory basis, or 

contractual basis.

Standard report (44) An audit report with (1) an unmodifi ed (unqualifi ed) opinion and (2) no 

additional matters emphasized (e.g., a change in accounting principles) beyond the information required 

in all audit reports. Note that while this term is frequently used in practice, the AICPA no longer 

formally uses it in its standards.

 2–1. Contrast the roles of the AICPA and the PCAOB in the development of auditing standards.

 2–2. What is the difference between generally accepted accounting principles (GAAP) and AICPA 

generally accepted auditing standards (GAAS)?

 2–3. What is a fi nancial reporting framework? Why is a fi nancial reporting framework important to 

a fi nancial statement audit?

 2–4. What relationship exists between AICPA generally accepted auditing standards (GAAS) and 

the Statements on Auditing Standards (SASs)?

 2–5. In the context of an audit of fi nancial statements, explain what is meant by professional skepticism.

 2–6. Explain briefl y the auditors’ responsibility for detecting noncompliance with laws by clients.

 2–7. Evaluate the following quotation: “If a CPA fi rm completes a nonpublic company audit of 

Adam Company’s fi nancial statements following AICPA generally accepted auditing stan-

dards and is satisfi ed with the results of the audit, an unmodifi ed audit report may be issued. 

On the other hand, if no audit is performed of the current year’s fi nancial statements, but the 

CPA fi rm has performed satisfactory audits in prior years, has confi dence in the management 

of the company, and makes a quick review of the current year’s fi nancial statements, a quali-

fi ed report may be issued.”

Do you agree? Give reasons to support your answer.

 2–8. Pike Company has had an annual audit performed by the same fi rm of certifi ed public accoun-

tants for many years. The fi nancial statements and copies of the audit report are distributed to 

stockholders each year shortly after completion of the audit. Who is primarily responsible for 

the fairness of these fi nancial statements? Explain.

Review 
Questions
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 2–9. Draft the standard form of audit report commonly issued after a satisfactory audit of a non-

public client’s fi nancial statements.

 2–10. Davis & Co., Certifi ed Public Accountants, after completing an audit of Samson Company, 

decided that it would be unable to issue an unmodifi ed opinion. What circumstances might 

explain this decision?

 2–11. State the principal assertions made by the auditors in the opinion paragraph of the AICPA 

auditors’ standard report.

 2–12. Alan Weston, CPA, completed an audit of Kirsten Manufacturing Company and issued 

a  standard audit report. What does this tell us about the extent of the auditing procedures 

included in the audit?

 2–13. When a CPA fi rm completes an audit of a nonpublic business and issues a report, does it 

express an opinion on the client’s accounting records, fi nancial statements, or both? Give 

reasons.

 2–14. A CPA fi rm does not guarantee the fi nancial soundness of a client when it renders an opinion 

on fi nancial statements, nor does the CPA fi rm guarantee the absolute accuracy of the state-

ments. Yet the CPA fi rm’s opinion is respected and accepted. What is expected of the CPA 

fi rm in order to merit such confi dence?

 2–15. If a CPA fi rm has performed a thorough professional audit of a client’s fi nancial statements, 

should it not be able to issue a report dealing with facts rather than the mere expression of an 

opinion? Explain.

 2–16. What is a “material” amount from the perspective of auditors? Give an example of how that 

amount may differ based on the nature of the item.

 2–17. Explain how the auditors determine whether a client’s accounting is appropriate when the 

FASB Codifi cation includes no specifi c guidance with respect to accounting for a particular 

type of transaction.

 2–18. Do the AICPA attestation standards supersede any of the AICPA generally accepted auditing 

standards? Explain.

 2–19. What is the meaning of quality control and peer review as these terms relate to the operation 

of a CPA fi rm? Is peer review mandatory? Explain.

 2–20. Explain the basic objective of establishing quality control procedures in the following areas.

 a. Engagement performance.

 b. Human resources.

 c. Monitoring.

 2–21. Do the AICPA’s Statements on Quality Control Standards require every CPA fi rm to imple-

ment similar quality control procedures? Explain.

 2–22. What are the duties and responsibilities of the Public Company Accounting Oversight 

Board?

 2–23. Distinguish between the system review and the engagement review types of peer reviews.

 2–24. Briefl y describe four differences between an international audit report and one based on the 

PCAOB reporting standards.

 2–25. Various organizations develop standards for audits and regulate CPA fi rms. Compare and 

contrast the roles of the AICPA, the PCAOB, and the state boards of accountancy along the 

following dimensions:

 a. Standard setting.

 b. Regulation of CPA fi rms.

 c. Source of authority.

 2–26. An attitude of independence is a most essential element of an audit by a fi rm of certifi ed public 

accountants. Describe several situations in which the CPA fi rm might fi nd it somewhat dif-

fi cult to maintain this independent point of view.

 2–27. Jane Lee, a director of a nonpublic corporation with a number of stockholders and lines of 

credit with several banks, suggested that the corporation appoint as controller John Madison, 

a certifi ed public accountant on the staff of the auditing fi rm that had made annual audits 

of the corporation for many years. Lee expressed the opinion that this move would effect a 

considerable savings in professional fees because annual audits would no longer be needed. 

LO 2-1, 7

Required:

LO 2-1

LO 2-1, 3

Questions 
Requiring 
Analysis
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 2–30. Multiple Choice Questions

Select the best answer for each of the following items and give reasons for your choice.

 a. Which of the following organizations can revoke the right of an individual to practice as a 

CPA?

 (1) The Public Company Accounting Oversight Board.

 (2) The American Institute of Certifi ed Public Accountants.

 (3) The Securities and Exchange Commission.

 (4) The applicable state board of accountancy.

 b. The AICPA over time has played an important role in standards setting. Which of the fol-

lowing standards are currently established by the AICPA?

 (1) Accounting standards applicable to nonpublic companies.

 (2) Auditing standards applicable to audits of nonpublic companies.

 (3) Quality control standards applicable to audits of public companies.

 (4) Standards for reviews of the interim fi nancial information issued by public companies.

 c. Which of the following does the FASB consider a source of nonauthoritative guidance for 

use when there is no authoritative guidance available?

 (1) The FASB Codifi cation.

 (2) FASB Concepts Statements.

 (3) SEC Rules.

 (4) SEC Interpretive Releases

 d. Financial statement audits performed under PCAOB requirements are designed to provide 

which type(s) of assurance with respect to the detection of material misstatements due to 

errors or fraud?

LO 2-1

LO 2-2

LO 2-2

LO 2-1

Objective 
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(3)
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No
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Yes

No

She proposed to give the controller, if appointed, an internal auditing staff to carry on such 

continuing investigations of accounting data as appeared necessary. Evaluate this proposal.

 2–28. Reed, CPA, accepted an engagement to audit the fi nancial statements of Smith Company. 

Reed’s discussions with Smith’s new management and the predecessor auditor indicated the 

possibility that Smith’s fi nancial statements may be misstated due to the possible occurrence 

of errors, fraud, and illegal acts.

 a. Identify and describe Reed’s responsibilities to detect Smith’s errors and fraud. Do not 
identify specifi c audit procedures.

 b. Describe Reed’s responsibilities to detect Smith’s material noncompliance with laws. Do 

not identify specifi c audit procedures.

 c. Identify and describe Reed’s responsibilities to report Smith’s noncompliance with laws.

(AICPA, adapted)

 2–29. While the AICPA administers a peer review program for CPA fi rms, the PCAOB staff per-

forms practice inspections.

 a. Identify the two basic types of peer review.

 b. On what part of a fi rm’s practice does the PCAOB staff focus its inspections?

 c. Describe a PCAOB inspection.

 d. Describe how the PCAOB staff selects an audit engagement for inspection.

LO 2-3

Required:

LO 2-7

Required:

 e. A basic objective of a CPA fi rm is to provide professional services that conform with profes-

sional standards. Reasonable assurance of achieving this basic objective is provided through:

 (1) Compliance with generally accepted reporting standards.

 (2) A system of quality control.

 (3) A system of peer review.

 (4) Continuing professional education.

LO 2-7
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 f. Which of the following is not explicitly included in a standard report for a nonpublic 

company?

 (1) The CPA’s opinion that the fi nancial statements comply with generally accepted 

accounting principles.

 (2) That generally accepted auditing standards were followed during the audit.

 (3) That internal control of the client was satisfactory.

 (4) An identifi cation of the fi nancial statements audited.

 g. The general group of the 10 PCAOB Auditing Standards requires that:

 (1) The auditors maintain an independent mental attitude.

 (2) The audit be conducted in conformity with generally accepted accounting 

principles.

 (3) Assistants, if any, be properly supervised.

 (4) The auditors obtain an understanding of internal control.

 h. Which AICPA quality control standard would most likely be satisfi ed when a CPA fi rm 

maintains records indicating which partners or employees of the fi rm were previously 

employed by the CPA fi rm’s clients?

 (1) Professional relationship.

 (2) Engagement performance.

 (3) Relevant ethical requirements.

 (4) Monitoring.

 i. An audit provides reasonable assurance of detecting material:

LO 2-4

LO 2-1

LO 2-7

LO 2-3

Fraudulent Financial 
Reporting

Misappropriation 
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(1)

(2)

(3)

(4)
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No
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No

 j. Which of the following is not included in an integrated audit report on the fi nancial state-

ments of a public company?

 (1) The report states that the audit was performed in accordance with AICPA standards.

 (2) The report indicates that the fi nancial statements are the responsibility of management.

 (3) The report indicates that the auditors have also audited the effectiveness of the com-

pany’s internal control.

 (4) The report is signed in the name of the CPA fi rm.

 k. Audit fi rms that are subject to inspections by the PCAOB staff include:

 (1) All audit fi rms.

 (2) Audit fi rms that are registered with the SEC.

 (3) Audit fi rms that are registered with the PCAOB.

 (4) Audit fi rms that are registered with a state board of accountancy.

 l. Which of the following is not a difference noted when comparing the AICPA audit report 

to the international audit report?

 (1) The international audit report may use the phrase “true and fair view.”

 (2) The international audit report may be signed using the personal name of the audit 

partner, the audit fi rm, or both.

 (3) The international audit report requires inclusion of the city of the CPA fi rm offi ce that 

performed the audit.

 (4) The international audit report includes an opinion on internal control.

(AICPA, adapted)

 2–31. Simulation 

Casa Royale, Inc., a nonpublic company, retained Ying and Company CPA to perform an 

audit of the fi nancial statements for the current year. Howard Smythe, the partner in charge of 

the audit, drafted the following unmodifi ed report:

LO 2-5

LO 2-1

LO 2-8

LO 2-4
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Respond as to the accuracy of the following comments made by a reviewer of the report:

Independent Auditor’s Report
To the Management of Casa Royale, Inc.:

We have examined the accompanying consolidated balance sheet of Casa Royale, Inc., and 
its subsidiaries, as of December 31, 20X1, and the related consolidated statements of income, 
retained earnings, and cash fl ows for the years then ended.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these consolidated 
fi nancial statements in accordance with accounting principles generally accepted in the United 
States of America; this includes the design, implementation, and maintenance of internal control 
relevant to the preparation and fair presentation of consolidated fi nancial statements that are 
free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility
Our responsibility is to express an opinion on these fi nancial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United 
States of America. Those standards require that we plan and perform the audit to obtain rea-
sonable assurance about whether the consolidated fi nancial statements are free of material 
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclo-
sures in the consolidated fi nancial statements. The procedures selected depend on the auditor’s 
judgment, including the assessment of the risks of material misstatement of the consolidated 
fi nancial statements, whether due to fraud or illegal acts. In making those risk assessments, the 
auditor considers internal control relevant to the entity’s preparation and fair presentation of 
the consolidated fi nancial statements in order to design audit procedures that are appropriate 
in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of 
the entity’s internal control. An audit also includes evaluating the appropriateness of accounting 
policies used and the reasonableness of signifi cant accounting estimates made by management, 
as well as evaluating the overall presentation of the consolidated fi nancial statements.

We believe that the audit evidence we have obtained is adequate to provide a basis for our audit 
opinion.

Opinion
In our opinion, the consolidated fi nancial statements referred to above present fairly, in all mate-
rial respects, the fi nancial position of Casa Royale, Inc., and its subsidiaries as of  December 31, 
20X1, and the results of their operations and their cash fl ows for the years then ended in accor-
dance with auditing standards generally accepted in the United States of America.

Howard Smythe, Partner
Phoenix, Arizona
February 12, 20X2

Reviewer’s Comments
Comment Is 
Correct (yes or no)

 a.  The report should not be addressed to management.

 b.  The report should indicate that we have “audited,” rather than “exam-
ined,” the fi nancial statements (fi rst paragraph after introduction).

 c.  The report should not indicate anything concerning management’s 
responsibility for internal control.

 d.  The report should state that the auditors’ responsibility is to express 
“reasonable assurance,” not an opinion (fi rst paragraph under 
“auditor’s” responsibility).

 e.  The audit is designed to assess risks of material misstatements due to 
errors or fraud; the term “illegal acts” is incorrect (second paragraph 
under auditor’s responsibility).

 f.  The report should not refer to the auditors “evaluating the appropriateness 
of accounting policies,” since those are the responsibility of management.

 g.  The evidence should be suffi cient and appropriate rather than 
“adequate” (third paragraph under auditor’s responsibility).
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 2–32. State whether you agree (A) or disagree (D) with each of the following statements concerning 

the auditors’ standard report of a nonpublic company.

LO 2-4

Statement
Agree (A) or 
Disagree (D)

 a.  The report should begin with “CPA’s Report” at the top.

 b.  The report is ordinarily addressed “to whom it may concern.”

 c.  The report indicates that management is responsible for the preparation of 
the fi nancial statements.

 d.  The report indicates that the auditors’ responsibility is to obtain particu-
lar assurance about whether the fi nancial statements are free of material 
misstatements.

 e.  The report ordinarily concludes on whether the fi nancial statements are in 
conformity with generally accepted auditing standards.

 f.  The report indicates that the audit procedures selected depend on the 
auditors’ judgment.

 g.  The report indicates that the audit evidence obtained is suffi cient and 
appropriate to provide a basis for the audit opinion.

 h.  The report indicates that the auditors consider and provide an opinion on 
internal control.

Reviewer’s Comments
Comment Is 
Correct (yes or no)

 h.  The opinion should not include “in all material respects” since the audi-
tors are providing an opinion on the accuracy of the fi nancial state-
ments (opinion paragraph).

 i.  The opinion should be on “accounting principles generally accepted in the 
United States of America,” not on auditing standards (opinion paragraph).

 j.  The signature on the report should be that of the CPA fi rm, not that of 
the partner.

 2–33. Match each the following statements with the appropriate type of auditors’ report (each audi-

tors’ report may be used once, more than once, or not at all):

 A. Adverse.

 D. Disclaimer.

 Q. Qualifi ed.

 S. Standard unmodifi ed.

LO 2-5

Statement Type of Audit Report

 a.  The auditors are unable to determine the overall fairness of the 
fi nancial statements.

 b.  This is the report most clients prefer.

 c.  A limitation on the scope of the audit is signifi cant, but not so as 
to overshadow an overall opinion.

 d.  The fi nancial statements are not fairly presented.

 e.  A material departure from GAAP exists, but not so material as to 
pervasively misstate the fi nancial statements.

 2–34. State whether each of the following is or is not a principle (or a portion of a principle) underly-

ing an audit conducted in accordance with Generally Accepted Auditing Standards.

LO 2-2

Principles Yes (Y) or No (N)

1.  The purpose of an audit is to provide fi nancial statement users with 
an opinion by the auditors on whether the fi nancial statements are 
presented fairly, in all material and immaterial respects, in accordance 
with the applicable fi nancial reporting framework.

2.  The auditors are responsible for having appropriate competence and 
capabilities to perform the audit.
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 2–35. For each term in the fi rst column select the partial (or complete) defi nition or illustration. Each 

partial (or complete) defi nition or illustration may be used only once.

LO 2-1, 2, 3, 4

Term Partial (or Complete) Defi nition or Illustration

 a.  A report providing a summary of 
fi ndings

 b.  A report providing reasonable 
assurance

 c.  An error
 d.  Financial reporting framework
 e.  Fraud
 f.  Inspection
 g.  Quality control elements
 h.  Registered public accounting fi rm

 1.  A CPA fi rm that may conduct only audits of public 
companies

 2.  A CPA fi rm that may conduct audits of public or non-
public companies

 3.  Agreed-upon procedures report
 4.  A review of a CPA fi rm conducted by PCAOB
 5.  An independent peer review
 6.  An unintentional misstatement
 7.  Audit report
 8.  Generally accepted accounting principles
 9.  Generally accepted auditing standards
10.  Human resources and monitoring
11.  Independence and reasonable assurance
12.  Misappropriation of assets
13.  Review report

Principles Yes (Y) or No (N)

3.  The auditors are unable to obtain absolute assurance that the fi nancial 
statements are free from material misstatement.

4.  The opinion states whether the fi nancial statements are presented 
fairly, in all material respects, in accordance with the applicable fi nan-
cial reporting framework.

5.  Inherent limitations of an audit include the need to conduct an audit 
to achieve a balance between the benefi t to management and the 
benefi t to the auditors.

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

 2–36. Joe Rezzo, a college student majoring in accounting, helped fi nance his education with a part-

time job maintaining all accounting records for a small business, White Company, located 

near the campus. Upon graduation, Rezzo passed the CPA examination and joined the audit 

staff of a national CPA fi rm. However, he continued to perform all accounting work for White 

Company during his “leisure time.” Two years later, Rezzo received his CPA certifi cate and 

decided to give up his part-time work with White Company. He notifi ed White that he would 

no longer be available after preparing the year-end fi nancial statements.

On January 7, Rezzo delivered the annual fi nancial statements as his fi nal act for White 

Company. The owner then made the following request: “Joe, I am applying for a substantial 

bank loan, and the bank loan offi cer insists upon getting audited fi nancial statements to sup-

port my loan application. You are now a CPA, and you know everything that’s happened in this 

company and everything that’s included in these fi nancial statements, and you know they give 

a fair picture. I would appreciate it if you would write out the standard audit report and attach 

it to the fi nancial statements. Then I’ll be able to get some fast action on my loan application.”

 a. Would Rezzo be justifi ed in complying with White’s request for an auditor’s opinion? 

Explain.

 b. If you think Rezzo should issue the audit report, do you think he should fi rst perform an 

audit of the company despite his detailed knowledge of the company’s affairs? Explain.

 c. If White had requested an audit by the national CPA fi rm for which Rezzo worked, would 

it have been reasonable for that fi rm to accept and to assign Rezzo to perform the audit? 

Explain.

 2–37. Bart James, a partner in the CPA fi rm of James and Day, received the following memorandum 

from John Gray, president of Gray Manufacturing Corporation, an audit client of many years.

Dear Bart:

I have a new type of engagement for you. You are familiar with how much time and money 

we have been spending in installing equipment to eliminate the air and water pollution caused 

LO 2-1, 2, 3

Required:

LO 2-6

Problems
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by our manufacturing plant. We have changed our production process to reduce discharge of 

gases; we have changed to more expensive fuel sources with less pollution potential; and we 

have discontinued some products because we couldn’t produce them without causing consid-

erable pollution.

I don’t think the stockholders and the public are aware of the efforts we have made, and 

I want to inform them of our accomplishments in avoiding danger to the environment. We 

will devote a major part of our annual report to this topic, stressing that our company is the 

leader of the entire industry in combating pollution. To make this publicity more convinc-

ing, I would like to retain your fi rm to study what we have done and to attest as independent 

accountants that our operations are the best in the industry as far as preventing 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 pol-

lution. We may put this section of the annual report in a separate cover and distribute 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 pro-

posed extension of the auditor’s attest function.

Required:

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

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

client for three years.

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

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

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

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

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

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

money came from separately billed but unrecorded change orders to items in contracts com-

pleted 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 insuffi cient evi-

dence 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 defi ne errors as unintentional misstatements or omissions of 

amounts or disclosures in the fi nancial 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 fi nancial statements. Misstatements due to fraud 

may occur due to either (a) fraudulent fi nancial reporting or (b) misappropriation of assets. 

Does the situation appear to be fraud? If so, is it fraudulent fi nancial reporting, misappro-

priation 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 fi nancial 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 fi nancial statements or another law.

 d. Should the CPA fi rm resign in this situation? If the decision is not clear-cut, what addi-

tional information would you desire before deciding?

LO 2-3

Required:

In-Class 
Team Case



 2–39. Enormo Corporation is a large multinational audit client of your CPA fi rm. 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 fi nes 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. However, 

Enormo’s management and board of directors seem to be unconcerned with the matter and 

express the opinion that you are making far too much of a situation involving an immaterial 

dollar amount. They also believe that it is unnecessary to take any steps to prevent Ultro’s 

management from engaging in illegal activities in the future. Enormo’s legal counsel indicates 

that the probability is remote that such an illegal act would ever be discovered, and that if 

discovery were to occur, it would probably result in a fi ne that would not be material to the 

client’s consolidated fi nancial statements.

Your CPA fi rm is ready to issue the integrated audit report on Enormo’s fi nancial state-

ments and internal control for the current year, and you are trying to decide on the appropriate 

course of action regarding the illegal act.

 a. Discuss the implications of this illegal act by Ultro’s management.

 b. Describe the courses of action that are available to your CPA fi rm regarding this matter.

 c. State your opinion as to the course of action that is appropriate. Explain.

LO 2-3

Required:

Research 
and Discussion 
Case

Supplementary References

AICPA, Professional Standards, Volume 2, Commerce Clearing House, Statements on Quality Con-
trol Standards, Section QC 10.

“Consideration of Fraud in a Financial Statement Audit,” AICPA AU-C 240 (PCAOB 316).

“Consideration of Laws and Regulations in an Audit of Financial Statements,” AICPA AU-C 250 

(PCAOB 319).

FASB Accounting Standards Codifi cation, section 450–20.

Appendix 2A

Comparison of International Standards on 
Auditing with AICPA Auditing Standards
Although AICPA Statements on Auditing Standards (SASs) and International Standards 
on Auditing (ISAs) are similar in most areas, they do differ in some. This appendix iden-

tifi es a number of those differences and indicates the chapter in the text that includes 

coverage of the related topic. Both the SASs and ISAs differ from PCAOB Auditing 
Standards in that they do not require an audit of internal control over fi nancial reporting.

Topic AICPA SASs International ISAs

Professional Require-
ments (Chapter 2)

Two categories: Unconditional requirements and 
presumptively mandatory requirements. 

One category: Auditor required to 
comply, except in “exceptional” 
circumstances. 

Terms of Engagement 
(Chapter 6)

Auditor should remind client of the existing terms of 
the engagement.

Before accepting engagement, auditor should request 
management to authorize contact with predecessor 
and auditor should evaluate responses obtained 
from predecessor in determining whether to accept 
engagement. 

Requires considering whether there is a 
need to remind client.

No similar requirement.
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Documentation 
(Chapter 5)

Throughout the standards, documentation 
requirements are often more detailed.

Requirements often less detailed.

Initial Audit Engagements 
(Chapter 6)

When predecessor has audited prior period fi nancial 
statements, successor should request management 
to authorize review of audit documentation.

Requires procedures beyond reviewing predecessor’s 
documentation on opening balances.

Not required.

Not required.

Confi rmation of Accounts 
Receivable (Chapter 11)

Presumptively required unless accounts receivable are 
immaterial, the use of confi rmations requests would 
be ineffective, or the risk of misstatement is low.

Not required.

Fraud (Chapter 2) Requires a brainstorming session focused on fraud 
factors and the possibility of management override 
of controls.

Includes a more general requirement 
for a discussion of the susceptibility of 
the fi nancial statements to material 
misstatements.

Inquiry to Lawyers 
( Chapter 16)

Required unless no litigation, claims, or assessments 
that may give rise to a risk of material misstatement 
exist. Documentation for basis of a decision not to 
inquire of lawyer is required.

Only required when an auditor “assumes 
a risk of material misstatement.”

Use of the Work of 
Internal Auditors 
(Chapter 17)

Auditors evaluate internal auditor objectivity, 
competence, and work performance before using 
their work.

In addition to the AICPA SAS require-
ments, auditors must determine that 
the internal audit function applies a 
systematic and disciplined approach, 
including employing appropriate qual-
ity control.

Audit Reports 
 Opinion (Chapters 2, 17)

 Changes in Accounting
 Principles (Chapter 17)
 Going Concern 

( Chapter 17)

 Group Audits (Chapter 17)

 Audit Report Signed 
(Chapters 2, 17)

Audit opinion is on whether fi nancial statements 
“present fairly” in all material respects.

An emphasis-of-matter paragraph is added when a 
client has changed accounting principles.

Time horizon on judgment of whether a company is a 
going concern is not to exceed a year. It is not necessary 
to design procedures solely to identify whether there 
is a going concern question—the results of procedures 
performed for other purposes are suffi cient.

Auditors of group fi nancial statements may make 
reference in their report to reliance on component 
auditors for a portion of the audit.

With CPA fi rm name.

Audit opinion either on “present fairly” 
or “give a true and fair view.”

Not required.

Time horizon is at least, but not limited 
to, one year. Should obtain suffi cient 
appropriate audit evidence to evaluate 
management’s assessment of the entity’s 
ability to continue as a going concern.

Not allowed

CPA fi rm name and/or engagement 
partner.

Communicating with 
Those Charged with 
Governance

Internal Control 
 Defi ciencies ( Chapter 7)

Other Matters 
(Chapter 16)

Distinguishes between signifi cant defi ciencies in 
internal control and material weaknesses. The 
auditor should identify each in the communication.

When the board of directors includes non- 
management directors, it should be informed of 
(1) material corrected misstatements identifi ed 
by the auditor and (2) the auditor’s views about 
signifi cant matters that management has consulted 
with other accountants on.

Only considers signifi cant defi ciencies, 
with no consideration of material 
weaknesses. 

Not required

Attest and Assurance 
Engagements Other 
than Financial State-
ments* (Chapters 2, 
19, 20)

Attest engagements are those in which a practitioner 
is engaged to issue or does issue an examination, 
a review, or an agreed-upon procedures report on 
subject matter or an assertion about the subject 
matter that is the responsibility of another party. 
Assurance engagements are broader in that they 
are professional services that enhance the quality of 
information, or its context, for decision makers. Most 
assurance engagements are also structured as attest 
engagements.

The term attest engagement is not used 
in the international standards. Assur-
ance engagements include examina-
tions and reviews and are therefore 
similar to AICPA attest engagements 
for those two services. Agreed-upon 
procedures are considered a related 
service and not an assurance service.

*The relevant standards for attest and assurance engagements are not the AICPA SASs or the ISAs, but rather Statements on Standards for Attestation Engagements and 
International Standards on Assurance Engagements, respectively.
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3 Professional Ethics

All recognized professions have acknowledged the importance of ethical behavior and 

have developed codes of professional ethics. Our purpose in this chapter is to discuss 

the nature of professional ethics as well as to present and discuss the AICPA Code of 
Professional Conduct, the additional requirements for auditors of public companies, 

and The Institute of Internal Auditors Code of Ethics.

The Nature of Ethics

Ethics has been defi ned as the study of moral principles and 

values that govern the actions and decisions of an individual 

or group. While personal ethics vary from individual to indi-

vidual at any point in time, most people within a society are 

able to agree about what is considered ethical and unethical behavior. In fact, a society 

passes laws that defi ne what its citizens consider to be the more extreme forms of 

unethical behavior.

Much of what is considered unethical in a particular society is not specifi cally pro-

hibited. So how do we know whether we are acting ethically? Who decides what stan-

dards of conduct are appropriate? Is any type of behavior “ethical” as long as it does 

not violate a law or a rule of one’s profession?

A good starting point for considering ethics is to examine the context in which 

most ethical questions arise—relationships among people. Any relationship between 

two or more individuals carries with it sets of expectations by each of the individu-

als involved. Certainly, the relationship between a certifi ed public accountant (CPA) 

and a client offers a number of interesting challenges. For example: Is it ethical for a 

senior auditor to underreport the number of hours worked on an audit engagement?

Is it ethical to accept tickets to a baseball game from an audit client? May a CPA

ethically allow a client to pay for a business lunch and still maintain independence? 

Are there ethical issues involved in a situation in which a staff auditor wishes to date 

the controller of one of his fi rm’s audit clients? Does it matter whether the staff auditor 

works on that engagement?

Ethical dilemmas often involve a mental confl ict between 

differing moral requirements, in which to obey one require-

ment will result in disobeying another; the AICPA Code of 

Professional Conduct refers to these as ethical confl icts. A simple example of an 

 ethical dilemma is:

Your company has a fi rm policy of requiring employees to report any stolen company 

property of which they become aware. The company also has a policy of selling used 

equipment to a store that sells used equipment to the public. You just saw a close friend of 

yours, a valued employee who is two months from retirement, take a used relatively small 

desktop printer from the pile of goods intended for the store and place it into the trunk of his 

car. The printer is slow and has a very limited value.

Describe the nature of ethics and 

ethical dilemmas.

LO 3-1

What are Ethical 
Dilemmas?

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 3-1 Describe the nature 
of ethics and ethical 
dilemmas.

 LO 3-2 Describe a profession’s 
reasons for establishing 
professional ethics.

 LO 3-3 Discuss the Principles 
section of the American 
Institute of Certifi ed 
Public Accountants 
(AICPA) Code of 
 Professional Conduct.

 LO 3-4 Describe the 
applicability of the Rules 
contained in the AICPA 
Code of Professional 
Conduct and the overall 
conceptual framework.

 LO 3-5 Explain the concept 
of independence and 
identify circumstances in 
which independence is 
impaired.

 LO 3-6 Contrast the 
 independence rules 
for audits of public 
companies with those 
for audits of  nonpublic 
companies.

 LO 3-7 Discuss The Institute of 
Internal Auditors Code 
of Ethics.

CHAPTER
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How do we make decisions about an appropriate course of action when faced with an

ethical dilemma? As a starting point, let’s consider how people make decisions in

general. Certainly, many decisions require little conscious thought. The untied shoelace 

is quickly retied. The disposable pen that skips is quickly discarded and replaced. How-

ever, when the results of the decision have more signifi cant consequences, a formal 

decision process is generally used. The steps involved in making any decision generally 

include:

 1. Identify the problem.

 2. Identify possible courses of action.

 3. Identify any constraints relating to the decision.

 4. Analyze the likely effects of the possible courses of action.

 5. Select the best course of action.

Various frameworks have been proposed for addressing ethical dilemmas.1 How-

ever, since almost every decision faced by a CPA has an ethical dimension, it would 

appear to be appropriate to analyze ethical dilemmas using the general decision-

making framework presented above. Let’s illustrate the use of this framework in the 

following situation.

Assume that you have worked for a public accounting fi rm for approximately six months, 

and you were recently assigned to the audit of a small manufacturing company. The 

senior auditor on the job assigned you the task of extracting fi nancial information about 

comparable companies from several fi nancial databases on the Internet. She indicated 

that the work must be completed by Monday morning. While you had hoped to com-

plete the assignment on Friday, things didn’t work out and you had to come to work 

on Saturday.

On Saturday, your expectation that it would take only a couple hours to complete the 

task faded and you didn’t fi nish until 4 p.m., after eight hours of work. You believe that 

part of the problem was that you were out late Friday night at a Kings of Leon concert 

and you just weren’t all that effi cient. Although you completed the task, you exceeded the 

budgeted hours for the task by six hours. Because of the circumstances (ineffi cient work 

and the blown budget), you are tempted to underreport the number of hours that you actu-

ally worked. While your fi rm has an informal policy that encourages employees to report 

all hours worked, you are aware that the policy is often ignored by other staff auditors. 

A Framework for 
Ethical Decisions

Making Ethical 
Decisions—A 
Professional 
Example

In this dilemma you may have personal values of loyalty to friends, a belief that you 

should follow company policies, and a general feeling that situations should be handled 

fairly. Here you fear that reporting your friend’s behavior will not only ruin your friend-

ship, but may result in what you consider to be a disproportionate reaction by the company 

in terms of taking away certain benefi ts she will receive if she completes the two months 

remaining until retirement. Yet, you do believe that following company policy is important. 

Ethical dilemmas faced by auditors often have an effect on the welfare of a large number 

of individuals or groups. As an example, if an auditor agrees that a particular fi nancial state-

ment note disclosure related to a transaction may be very general as desired by the client’s 

CEO, the wealth of thousands of investors and creditors may be affected as it is possible 

that it may be read as being of less importance than the situation may be in reality. Yet, the 

CEO may be correct in his stated belief that it is very likely that the contingency briefl y 

described in the note may never occur.

1 For a description of models that have been suggested for use to resolve ethical dilemmas faced
by professionals, see Ethical Decisions in Medicine by Howard Brody (Boston: Little, Brown and 
Company, 1981), second edition.
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In addition, you are aware that your evaluation on this audit will be based not only on 

the quality of your work, but also on your ability to meet time budgets. You have been 

criticized on your evaluations on previous engagements for taking too long to perform 

certain tasks.

Since you are paid a straight monthly salary and a year-end bonus based on perfor-

mance, your pay will not be directly affected by underreporting the hours worked. You 

could even argue that not reporting the hours might improve your evaluation and lead to 

a bigger bonus.

Now let’s analyze this ethical dilemma using the decision-making framework previ-

ously presented.

 1. Identify the problem. The problem in this case is that you have exceeded the time 

 budget for your assigned task.

 2. Identify possible courses of action. Although there are any number of options for 

reporting the number of hours worked, for simplicity’s sake let’s assume that you are 

considering only two: (1) reporting only two of the eight hours worked on Saturday to 

exactly meet the budget, or (2) reporting all eight hours.

 3. Identify any constraints relating to the decision. Ethical dilemmas such as this one 

frequently involve both internal and external standards that serve as constraints. Inter-

nal standards may be the result of your religious or other beliefs about the manner in 

which you should behave and make decisions. These standards involve such concepts 

as truthfulness, fairness, loyalty, and caring for others. Perhaps you believe that one 

must be absolutely truthful in every situation; alternatively, you might believe that 

in certain circumstances absolute truthfulness is not necessary. As an example, some 

people might believe that caring for others is sometimes more important than telling 

the truth. They might decide that it is not proper to tell a patient with heart failure that 

he is unlikely to survive the night, even if he asks. Some people’s concepts of loyalty 

and fairness might also prevent them from being completely truthful in all cases.

External standards are those that are imposed upon an individual by society, 

peers, organizations, employers, or his or her profession. In this circumstance, the 

relevant external standards include the informal fi rm policy about reporting time and 

the AICPA Code of Professional Conduct, which requires “integrity” on the part of 

CPAs.

 4. Analyze the likely effects of the possible courses of action. Because ethical dilemmas 

ordinarily affect individuals who are not involved in the decision-making process, this 

step involves considering the implications of the various courses of action on both the 

individual involved and anyone else who is affected by the decision. Also, it is impor-

tant to consider both the short-term and the long-term effects. The following table 

presents these considerations as they apply to the two alternative courses of action in 

this situation.

 5. Select the best course of action. You are the only one who can determine how to 

respond in situations such as this. The individual whose utmost consideration is career 

advancement may believe that underreporting the time is the solution. However, that 

individual should realize that in the long run he or she may be “caught” and the nega-

tive reaction by the fi rm could be extreme. Alternatively, the individual with the simple 

rule “tell the truth” has the obvious solution of reporting all the hours.

Discussion
This ethical dilemma is constructed to illustrate the steps involved in making a profes-

sional decision. It is simplifi ed in that the CPA could realistically decide to report any 

number of hours between zero and eight. Notice that one might attempt to “rational-

ize” underreporting some time by focusing on the ineffi ciency of the work and the 

inappropriateness of charging the client for this ineffi ciency. Another solution to this 

dilemma would be to charge the hours, but make it clear in a note to the senior auditor 

that you do not believe it fair to charge the client for some of the hours because of your 

ineffi ciency.
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Alternative 1: Report Only Two Hours

Effect on: Positive Effects: Negative Effects:

You • Performance evaluation may be improved
• Bonus may be positively affected

• Is inconsistent with AICPA Code of Professional 
Conduct

• Is not consistent with informal fi rm policy
• Action is dishonest

The CPA fi rm • Informal policy is violated
• Possible underbilling of the client
• May encourage the development of unrealistic 

budgets in the future that may affect the morale 
of employees and could lead to substandard 
performance of audits

• Underreporting of time on a large scale may 
adversely affect the fi rm’s ability to attract and 
retain employees

Other staff •  The senior auditor may be positively 
evaluated by completing the job on 
budget

• May lead to the development of unrealistic
budgets that adversely affect morale and lead to 
improper performance evaluations or force staff 
to underreport time

The client •  May lead to a lower total audit fee 
 (particularly if combined with other 
underreporting of time)

• May cause substandard audits in the future 
if staff members struggle to meet unrealistic 
budgets

Alternative 2: Report All Eight Hours

Effect on: Positive Effects: Negative Effects:

You •  Action is truthful
•  Consistent with informal fi rm policy
•  Consistent with AICPA Code of Professional 

Conduct

•  Performance evaluation may be negatively 
affected

•  Bonus may be negatively affected

The CPA fi rm •  Results in proper billing of client
•  More realistic budgets may be developed in the 

future

Other staff •  More realistic budgets may lead to higher 
morale

•  Senior auditor may be negatively evaluated 
due to budget overrun

The client •  May lead to better audits as staff auditors will 
be given more realistic budgets in the future

•  May lead to a higher (though more accurate) 
audit fee

While this dilemma had a “correct” answer of eight hours, many other decisions 

involve “gray areas,” where there are no obvious answers. For example, consider the 

case in which the auditors are engaged by management of a company to evaluate the 

appropriateness of an accounting method that is being used to account for certain trans-

actions. Presumably, if the auditors agree with management’s accounting method, they 

will be engaged to audit the company. In researching the issue, the auditors fi nd that no 

accounting standards specifi cally apply. While the auditors believe that there is some 

justifi cation for management’s method of accounting, they believe that another method is 

more acceptable. This is clearly an ethical dilemma in which there is no defi nitive answer. 

Nonetheless, auditors who do not carefully consider whether management’s method can 

be justifi ed, or who sacrifi ce their principles to obtain the audit engagement, are not play-

ing a very valuable role in society.

The above examples show that an individual’s self-interest may be inconsistent with 

acting in accordance with his or her ethical beliefs. This is often the case in many of the 

ethical dilemmas that are faced by individuals as well as professional accountants.

The purpose of the remainder of this chapter is to discuss the requirements of the 

AICPA Code of Professional Conduct and The Institute of Internal Auditors Code of 
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Ethics. In addition, we will describe the additional requirements for auditors of public 

companies. These requirements attempt to provide auditors with a minimum set of stan-

dards for making ethical decisions. They cannot, however, address all situations, and the 

auditors often are called on to use professional judgment to make decisions in ethically 

perplexing situations.

The Need for Professional Ethics

To understand the importance of a code of ethics to public accountants and other profes-

sionals, one must understand the nature of a profession as opposed to other vocations. 

There is no universally accepted defi nition of what constitutes a profession; yet, for gen-

erations, certain types of activities have been recognized as professions while others have 

not. Medicine, law, engineering, architecture, and theology are examples of disciplines 

long accorded professional status. Public accounting is a relative newcomer to the ranks 

of the professions, but it has achieved widespread recognition in recent decades.

All the recognized professions have several common characteristics. The most 

important characteristics are (1) a responsibility to serve the public, (2) a complex body 

of knowledge, (3) standards of admission to the profession, and (4) a need for public 

 confi dence. Let us briefl y discuss these characteristics as they apply to public accounting.

Responsibility to Serve the Public
The certifi ed public accountant is a representative of the public—creditors, stockholders, 

consumers, employees, and others—in the fi nancial reporting process. The role of the 

independent auditor is to ensure that information is fair to all parties and not biased to 

benefi t one group at the expense of another. This responsibility to serve the public inter-

est must be a basic motivation for the professional. Public accountants must maintain a 

high degree of independence from their clients if they are to be of service to the larger 

community. Independence is perhaps the most important concept embodied in public 

accounting’s Code of Professional Conduct.

Complex Body of Knowledge
Any practitioner or student of accounting has only to look at the abundance of authori-

tative pronouncements governing fi nancial reports to realize that accounting is a com-

plex body of knowledge. One reason such pronouncements continue to proliferate is that 

accounting must refl ect what is taking place in an increasingly complex environment. As 

the environment changes—such as the trend toward business reorganizations beginning 

in the 1980s through today—accounting principles and auditing practices must adapt. 

The continual growth in the “common body of knowledge” for practicing accountants 

has led the AICPA and other professional and regulatory bodies to enact continuing edu-

cation requirements for CPAs. The need for technical competence and familiarity with 

current standards of practice is embodied in the Code of Professional Conduct.

Standards of Admission to the Profession
Attaining a license to practice as a certifi ed public accountant requires an individual to 

meet minimum standards for education and experience. The individual must also pass the 

uniform CPA examination showing mastery of the body of knowledge described above. 

Once licensed, certifi ed public accountants must adhere to the ethics of the profession or 

risk disciplinary action.

Need for Public Confi dence
Physicians, lawyers, certifi ed public accountants, and all other professionals must have 

the confi dence of the public to be successful. To the CPA, however, public confi dence is 

of special signifi cance. The CPA’s product is credibility. Without public confi dence in the 

attestor, the attest function serves no useful purpose.

Professional ethics in public accounting as in other professions have developed gradu-

ally and are still in a process of change as the practice of public accounting itself changes. 

Describe a profession’s reasons for 

establishing professional ethics.

LO 3-2
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Often new concepts are added as a result of unfortunate incidents which, though they 

refl ect unfavorably upon the profession, may not specifi cally violate existing standards.

Careless work or lack of integrity on the part of any CPA may lead the public to a negative 

view toward the entire profession. Consequently, the members of the public accounting pro-

fession acted in unison through the AICPA to develop a code of conduct. This code provides 

practical guidance to the individual member in maintaining a professional attitude. In addi-

tion, this code is designed to provide assurance to clients and to the public that the profes-

sion intends to maintain high standards and to enforce compliance by individual members.

Concerns about the credibility of audits, as discussed in Chapter 1, caused Congress 

to question the AICPA’s ethical rules and enforcement processes. As a result, the Public 

Company Accounting Oversight Board (PCAOB) was given the authority to develop and 

enforce ethical rules for audits of public companies. It chose to adopt as interim standards 

the AICPA rules, interpretations, and rulings relating to independence, integrity, and 

objectivity as those requirements existed on April 16, 2003. It did not adopt the remainder 

of the AICPA Code of Professional Conduct. The PCAOB requirements relating to inde-

pendence, integrity, and objectivity do not differ signifi cantly from those of the AICPA, 

with the exception of the requirements relating to the types of nonattest services that may 

be performed for audit clients. We discuss those differences in this chapter.

The AICPA Code of Professional 
Conduct—Overall Structure

The AICPA Code of Professional Conduct (the Code), adopted in 2014, provides guid-

ance and rules to CPAs in the performance of their professional responsibilities. It 

consists of principles, rules, interpretations and other guidance.2 The principles are 

goal-oriented, positively stated statements on the profession’s responsibilities to the pub-

lic, clients and fellow practitioners. The principles provide the framework for the rules 

which are the requirements that are enforceable under the AICPA bylaws. Interpreta-
tions are issued by the AICPA Division of Professional Ethics to provide guidelines for 

the scope and application of the rules. A member of the AICPA who departs from a rule 

or an interpretation has the burden of justifying such departure. Figure 3.1 summarizes 

the relationships among the principles, rules and interpretations. Other guidance includes 

information such as the organization of the Code, defi nitions, and pending revisions. 

Professional 
Ethics in Public 
Accounting

2The 2014 Code is in large part a restructuring of the previous Code which was originally adopted 
in 1988 and revised a number of times since its adoption. The goals of the new Code are to create 
guidance for applying the rules and reaching correct conclusions more easily and intuitively.

Code
of Professional

Conduct

Principles
(Provide 
Overall

Framework)

Rules
(Govern Performance

of Professional Services)

Interpretations
(Provide Guidelines as to

the Scope and Application of Rules)

 FIGURE 3.1 
 Relationships of 
Principles, Rules and 
Interpretations in Code 
of Professional Conduct 
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The Code includes:

 • Preface.

 • Part 1: Applicable to members in public practice.

 • Part 2: Applicable to members in business.

 • Part 3: Applicable to all other members, such as those retired or unemployed.

Figure 3.2 presents an outline of the overall Code and major components included 

in each. In this chapter we emphasize the Preface and Part 1. We also provide summaries 

of Parts 2 and 3.

The preface initially presents overview information on the Code. It makes clear that the 

rules of conduct apply to all professional services performed except when the wording of 

the rule indicates otherwise and in certain circumstances when services are provided out-

side of the United States. The preface then presents the principles. The principles, pre-

sented in Figure 3.3, address the profession’s recognition of its responsibilities to the 

public, to clients, and to colleagues.

The preface also includes defi nitions of terms used in the Code, information on non-

authoritative guidance,3 and new, revised and pending interpretations. The primary terms 

used in the Code are included in the appendix at the end of this chapter. Finally, the pref-

ace includes recent changes in the Code.

Preface of Code 
of Professional 
Conduct

Discuss the Principles section of 

the American Institute of Certi-

fi ed Public Accountants (AICPA) 

Code of Professional Conduct

LO 3-3

FIGURE 3.2
Sections of AICPA Code 
of Professional Conduct

Preface

• Code overview information

• Principles of Professional Conduct
• Definitions of terms
• Nonauthoritative guidance
• New, revised, and pending interpretations

Part 1: Members in
public practice

• Conceptual
   Frameworks

• Rules of Conduct
   (all rules)

• Interpretations

Part 2: Members in
business

• Conceptual Framework

• Rules of Conduct
   (Integrity and
   Objectivity, General
   Rules, and Acts
   Discreditable)

• Interpretations

Part 3:
Other members

• Rule of Conduct
   (Acts Discreditable)

• Interpretations

3The AICPA Code of Professional Conduct is the only authoritative source of AICPA ethics rules and 
interpretations. Nonauthoritative guidance, often in the form of “Frequently Asked Questions,” 
and “Basis for Conclusion Documents,” is issued by the Professional Ethics Division to assist 
members and others in implementing the Code. The nonauthoritative guidance is not meant to be 
exhaustive and does not necessarily establish best practices or set standards since such guidance 
does not follow normal AICPA due process requirements (e.g., public exposure prior to issuance). 
When considering nonauthoritative guidance, the CPA generally has more latitude in exercising 
independent, professional judgment in its implementation and execution than is the case with 
authoritative guidance.
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Principle Title Principle

Responsibilities In carrying out their responsibilities as professionals, members 
should exercise sensitive professional and moral judgments in 
all their activities.

The Public Interest Members should accept the obligation to act in a way that 
will serve the public interest, honor the public trust, and 
demonstrate a commitment to professionalism.

Integrity To maintain and broaden public confi dence, members should 
perform all professional responsibilities with the highest 
sense of integrity.

Objectivity and 
Independence

A member should maintain objectivity and be free of confl icts 
of interest in discharging professional responsibilities. A 
member in public practice should be independent in fact and 
appearance when providing auditing and other attestation 
services.

Due Care A member should observe the profession’s technical and 
ethical standards, strive to continually improve competence 
and the quality of services, and discharge responsibility to the 
best of the member’s ability.

Scope and Nature 
of Services

A member in public practice should observe the principles 
of the AICPA Code in determining the scope and nature of 
services to be provided.

FIGURE 3.3  AICPA Code of Professional Conduct Principles

In addition to providing principles, rules and interpretations, the Code also presents con-

ceptual frameworks that address threats to compliance with the Code when the Code 
itself contains no specifi c related guidance. Separate, but very similar, frameworks are 

presented for:

 • Compliance with the overall Code (one framework for those in public practice and one 

for those in business).

 • Compliance with independence requirements (for those in public practice with 

attest clients).

Rules 
The titles of the rules of the Code are presented in Figure 3.4—a detailed discussion of 

each rule follows later in this chapter. Note that while all rules apply to CPAs in public 

practice, some of the rules do not apply to CPAs in business and other CPAs (e.g., retired, 

unemployed). As indicated in Figure 3.2, the Code includes separate sections pertinent to 

CPAs who fall under each of these three groups of members. Our discussion emphasizes 

requirements for CPAs in public practice and the following sections of this chapter are 

structured around the various rules.

Conceptual Frameworks 
Because it is impossible to enumerate all of the circumstances and relationships that may 

result in a situation in which there is a risk of non-compliance with the Code, the Code 

includes Conceptual Frameworks to address situations not directly addressed. Two con-

ceptual frameworks are included for CPAs in practice (one for the overall Code other 

than independence and one for independence) and one for CPAs in business. Figure 3.5 

presents the conceptual framework for compliance with the overall Code for CPAs in 

public practice. 

Rules and 
Conceptual 
Frameworks 
of Code of 
Professional 
Conduct

Describe the applicability of the 

Rules contained in the AICPA 

Code of Professional Conduct and 

the overall conceptual framework.

LO 3-4
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Relationship or
Circumstance

Does Code
directly address?

Follow Code
requirements

Does the relationship or
circumstance create one or
more threats to compliance

with Code?

May provide service

May not provide professional
service

May provide service

Do qualitative and quantitative
factors, including existing

safeguards, reduce the risk of
noncompliance with the

Code to an acceptable level?

Yes Yes

Yes

No No

No

FIGURE 3.5  Conceptual Framework for Members in Public Practice: Evaluating Threats to Code 
Compliance

FIGURE 3.4 Applicability of AICPA Code of Professional Conduct: Rules

Rules
Public 
Practice Business Other

Integrity and Objectivity X X

Independence X

General Standards X X

Compliance with Standards X X

Accounting Principles X X

Acts Discreditable X X X

Fees and Other Types of Remuneration
•  Contingent Fees
•  Commissions and Referral Fees

X
X

Advertising and Other Forms of Solicitation X

Confi dential Client Information X

Form of Organization and Name X

Note: An X indicates that standards related to the rule apply to members in the particular group of public practice, business 
or other.

When one or more circumstances or relationships are identifi ed that create a situa-

tion that potentially might be viewed as a threat to Code compliance, the fi rst step is to 

determine whether the Code directly resolves the situation. If the Code directly sets forth 

requirements for a particular circumstance or relationship, the issue is resolved—the 

Code should be followed. For example, the Contingent Fees Rule of the Code prohibits 

a member from receiving a contingent fee from an attest client (e.g., 5% of a client’s net 
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income as an audit fee). In such a circumstance, no further consideration is required—the 

member should not accept such a fee. 

If the Code does not directly address a situation, the CPA should evaluate whether the 

circumstance or relationship creates one or more threats to compliance with the Code—

Figure 3.6 presents categories of threats. When a threat exists, its signifi cance should be 

evaluated to determine whether an acceptable level of risk of noncompliance with 

the Code exists. A threat is at an acceptable level when a reasonable and informed third 

party who is aware of the relevant information would be expected to conclude that the 

threat would not compromise the member’s compliance with the Code. Members should 

consider qualitative and quantitative factors when evaluating the signifi cance of a threat, 

including the extent to which existing safeguards already reduce the threat to an accept-

able level. 

Safeguards are controls that mitigate or eliminate threats to independence. For mem-

bers in practice there are three broad categories of safeguards:

 • Safeguards created by the profession, legislation, or regulation (e.g., education require-

ments, and competency requirements for professional licensure).

 • Safeguards implemented by the attest client (e.g., management with suitable skills and 

experience to make managerial decisions, or effective oversight by an independent 

board of directors).

Threat Summarized Defi nition Public Practice Examples

Adverse 
interest

Accountant will not act with objectivity because 
of interests opposed to the client’s interests. 

1.  Threatened or actual litigation between 
accountant and a client.

Advocacy Accountant will promote a client’s interests 
or position and compromise objectivity or 
independence.

1.  Promoting a client’s securities.
2.  Endorsing a client’s services or products.

Familiarity Accountant will become too sympathetic to 
the client’s interests or too accepting of 
client’s work or product due to a long or close 
relationship.

1.  Accountant’s immediate family, close 
relative, or friend is employed by client.

2.  A former partner or professional employee 
joins the client in a key position and has 
knowledge of CPA fi rm’s policies and 
practices.

Management 
participation

Accountant will take on the role of client 
management or otherwise assume 
management responsibilities.

1.  Accountant assumes a client’s role while 
performing nonaudit services.

Self-interest Accountant could benefi t, fi nancially or 
otherwise, from an interest in, or relationship 
with a client.

1.  Accountant has a fi nancial interest in a 
client, and the outcome of an engagement 
may affect the value of the interest.

2.  Accountant’s spouse enters into employment 
negotiations with a client.

3.  Accountant excessively relies on revenue 
from a single client.

Self-review Accountant will not appropriately evaluate 
results of a previous judgment made or service 
performed or supervised by the accountant or 
the accountant’s fi rm.

1.  Accountant performs bookkeeping services 
for a client.

2.  A partner in the member’s offi ce was 
associated with the client as an employee, 
offi cer, director, or a contractor.

Undue 
infl uence

Accountant will subordinate judgment to that 
of an individual associated with a client due 
to client’s reputation, expertise, dominant 
personality, or attempts to coerce or 
excessively infl uence the accountant.

1.  CPA fi rm is threatened with dismissal.
2.  An individual associated with a client 

threatens to withdraw or terminate a 
professional service unless the accountant 
reaches certain judgments or conclusions.

FIGURE 3.6 Broad Categories of Threats to Compliance with Rules
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 • Safeguards put in place by the CPA fi rm, including policies and procedures for imple-

menting professional and regulatory requirements (e.g., fi rm leadership that stresses 

the importance of complying with the rules, internal policies and procedures are 

designed to monitor compliance with fi rm policies and procedures, and a disciplinary 

mechanism designed to promote compliance with policies and procedures). 

After considering the facts and circumstances, including any safeguards, the CPAs make 

a fi nal decision about whether the threat is at an acceptable level.

Ethical Confl icts
Earlier in this chapter we discussed ethical dilemmas. The Code acknowledges the exis-

tence of ethical dilemmas (it refers to them as ethical confl icts). It suggests that in such 

circumstances the CPA should consider factors such as (1) relevant facts and circum-

stances (including laws or regulations), (2) ethical issues involved, and (3) established 

internal procedures. As discussed earlier in this chapter, these situations are diffi cult. 

The CPA faced with an ethical dilemma should consider consulting appropriate persons 

within or outside the fi rm. The CPA should also consider documenting the substance of 

the confl ict, the parties with whom the issue was discussed, details of any discussions, 

and decisions made concerning the dilemma. 

Code of Professional Conduct: Applicability 
to Members in Public Practice

In the following sections we discuss the various Code rules as they apply to accountants in 

public practice. Following these sections are brief discussions of responsibilities of CPAs 

in business and those neither in practice or business (ordinarily retired or unemployed). 

Independence

Independence Rule: A member in public practice shall be independent in the performance of 
professional services as required by standards promulgated by bodies designated by Council.*

CPA fi rm independence from a client is required when providing audit or other attestation 

services. Independence is not required for clients that a CPA fi rm provides no audit or 

other attestation services. For example, if a CPA only performs tax services for a client, 

the CPA need not be independent of that client. Therefore, our comments below regard-

ing independence apply to CPAs in public practice when they perform any audit or other 

attestation service for a client. 

The public accounting profession acknowledges the critical importance of indepen-
dence of accountants who perform attestation services, both independence of mind and 

appearance. Independence of mind is a state of mind that permits the CPA to perform 

an attest service without being affected by infl uences that might compromise professional 

judgment, thereby allowing that individual to act with integrity and to exercise objectiv-

ity and professional skepticism. Independence in appearance requires the avoid-

ance of circumstances that might cause a reasonable and informed third party, aware of 

all relevant information, including safeguards applied, to reasonably conclude that the 

integrity, objectivity, or professional skepticism of an audit fi rm or member of the attest 

engagement team has been compromised. 

The rules and interpretations specifi cally address and resolve issues relating to inde-

pendence (or the lack thereof) in many situations. In addition the Code adapts the earlier 

framework and the threats that apply in general to code compliance (Figures 3.5 and 3.6) 

to independence by modifying the terminology involved and, in the case of threats, pro-

viding independence-related issues—Figures 3.7 and 3.8 present this guidance.

Explain the concept of inde-

pendence and identify circum-

stances in which independence is 

impaired.

LO 5

*AICPA Code of 
Professional Conduct, 
Section 1.200.001 
Copyright © 2014 by 
American Institute 
of Certifi ed Public 
Accountants. Reprinted 
by permission. All rights 
reserved.
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Similar to the general framework presented earlier in this chapter in Figure 3-5, safe-

guards for independence arise from:

 • Safeguards created by the profession, legislation, or regulation.

 • Safeguards implemented by the attest client.

 • Safeguards implemented by the CPA fi rm.

Two particularly important concepts related to independence are (1) individual accoun-

tant impaired independence versus fi rm impaired independence4 and (2) the nature 

of covered members. 
Independence concerns exist both at the individual accountant and the public account-

ing fi rm level; one, both, or neither may lack independence with respect to a client or 

potential client. A public accounting fi rm does not necessarily lose independence with 

respect to an engagement when one or more of its employees or partners are not indepen-

dent. For example, if a professional employee of a public accounting fi rm owns stock in a 

company, that employee is not independent. The public accounting fi rm may or may not 

be considered independent based on a consideration of additional factors.

In understanding CPA fi rm independence it is critical to understand the concept of  

a covered member—in general, if a covered member’s independence is impaired with 

respect to an attest client, the fi rm’s independence is also impaired. A covered member 

Individual vs. 
Firm Impaired 
Independence 
and the Nature of 
Covered Members

Relationship or
Circumstance

Potentially
Affecting

Independence

Does Code
directly address?

Follow Code
requirements

Does the relationship or
circumstance create a threat of

independence impairment?
Independence is not impaired

Independence is impaired

Independence is not impaired

Yes Yes

Yes

No No

No

Do qualitative and quantitative
factors, including existing
safeguards, reduce risk of

independence impairment to an
acceptable level?

FIGURE 3.7 Conceptual Framework for Members in Public Practice: Evaluating Threats to Independence

4The Code of Professional Conduct uses the word “impaired” (e.g., impaired independence, 
independence is impaired) to describe situations in which either the accountant, the accountant’s 
fi rm, or both are not independent. In this chapter we use that term and “not independent” 
interchangeably.
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5A partner equivalent is a professional employee who is not a partner but has the ultimate 
responsibility for an attest engagement or has the authority to bind the CPA fi rm to conduct 
an attest engagement without partner approval. For example, assume a CPA fi rm employee 
is a manager who functions as a partner in that she has ultimate responsibility for several 
engagements—this employee is a partner equivalent.

Threat Defi nition Examples

Adverse 
interest

Actions between the public accountant and 
the client that are in opposition

1.  Threatened or actual litigation between the 
public accountant and the client

Advocacy Actions promoting an attest client’s  interest 
or position

1.  Promoting client securities as part of an
initial public offering

2.  Representing a client in U.S. tax court

Familiarity Accountants having a close or 
 long- standing relationship with client
personnel or with individuals who
performed  nonattest services

1.  A spouse or close friend holds a key position 
with the client (e.g., chief executive offi cer)

2.  A partner or partner equivalent has provided 
attest services for a prolonged period

3.  An accountant performs insuffi cient audit 
procedures when considering the results 
of a nonattest service performed by the 
accountant’s fi rm

4.  An accountant for the CPA fi rm recently was 
a director or offi cer at the client fi rm

Management 
participation

The accountant taking on the role of
client management or otherwise
performing management functions

1.  Serving as an offi cer or director of the client
2.  Establishing and maintaining internal

controls for the client
3.  Hiring, supervising, or terminating the

client’s employees

Self-interest A potential benefi t to the accountant from 
a fi nancial interest in, or some other 
 fi nancial relationship with, an attest 
client

1.  Having a direct fi nancial interest or a mate-
rial indirect fi nancial interest in the client

2.  Having a loan from the client
3.  Excessive reliance on revenue from a single 

attest client
4.  Having a material joint venture with the 

client

Self-review As a part of an attest engagement, using 
evidence that results from the fi rm’s non-
attest work

1.  The CPA fi rm has provided nonaudit
services relating to the information system 
and the accountant is now considering 
results obtained from that information
system in the audit

Undue 
infl uence

An attest client’s management coerces the 
public accountant or exercises excessive 
infl uence over the accountant

1.  Threat to replace fi rm over a disagreement 
on the application of an accounting principle

2.  Pressure to reduce audit procedures for the
purpose of reducing audit fees

3.  A gift from the client that is other than 
clearly insignifi cant

 FIGURE 3.8   Broad Categories of Threats to Independence 

is an individual, fi rm, or entity that is capable of infl uencing an attest engagement. Cov-

ered members include:

 • An individual on the attest engagement team.
 • An individual in a position to influence the attest engagement (e.g., a part-

ner who directly supervises the partner who is in charge of the attest engagement).

 • A partner, partner equivalent5 in the offi ce in which the partner in charge of the 

attest engagement primarily practices in connection with the attest engagement.
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6Informally, covered members include (a) the attest engagement team, (b) all partners in the 
engagement offi ce, (c) individuals able to infl uence the engagement, and (d) certain others.
7In general, the period of the professional engagement begins when the CPA fi rm either signs an 
initial engagement letter (or other agreement) and concludes upon termination of the professional 
relationship.

 • Certain partners, partner equivalents or managers who provide nonattest services to 

the client.

 • The public accounting fi rm, including its employee benefi t plan.

 • Any entity controlled by one or more of the above.6 

All CPA fi rm partners and employees have a number of restrictions relating to attest 

clients. But it is covered members who have the most stringent requirements relating to 

fi nancial, business and other relationships with a client since when a covered member’s 

independence on a particular attest engagement is impaired, the fi rm’s independence 

is impaired and it may not perform the attest engagement. The following three sec-

tions discuss situations in which the lack of independence of an individual CPA may 

impair fi rm independence. It is organized to clearly present (1) requirements for all 

partners and staff, (2) additional requirements for covered members, and (3) overall 

fi rm requirements.

As indicated earlier, all CPA fi rm partners and professional employees are under a num-

ber of restrictions relating to attest clients. Two primary requirements relate to overall 

investments in those clients and to employment status. First, no partner or professional 

employee of the CPA fi rm or immediate family may own more than fi ve percent of an 

attest client’s outstanding equity securities during the period of the professional 
engagement.7 Furthermore, no group of persons acting together (e.g., a group of part-

ners who form an “investment club.”) may own more than fi ve percent. If more than fi ve 

percent is so owned, independence of the fi rm is impaired—accordingly the fi rm may not 

perform attest services for the client.

Concerning employment status, if a partner or professional employee of the CPA 

fi rm is simultaneously associated with the CPA fi rm and the client as a director, offi cer, 

employee, promoter, trustee, etc., CPA fi rm independence is impaired. For the fi rm to 

be independent, CPAs who were previously employed by the client must disassociate 

themselves from that client and must not participate in audits of any periods during which 

they were employed by the client. The fi rm remains independent of the client (even if the 

individual is a partner), but the individual CPA is not independent. 

As indicated earlier, the independence of covered member with respect to attest clients is 

particularly important to CPA fi rms—in general, if a covered member’s independence is 

impaired, the fi rm’s independence is impaired. Although there are many circumstances 

and relationships that potentially affect the independence of covered members, we sum-

marize the following particularly important circumstances and relationships:

 • Financial relationships.

 • Effect of family and friends.

 • Future employment with a client.

 • Gifts.

Financial Relationships of Covered Members
The Code restricts the fi nancial interests that a covered member may have in either the 

client itself or with client personnel. A fi nancial interest is an ownership interest in an 

equity or a debt security issued by an entity and such an interest may be either direct or 

indirect. A direct fi nancial interest includes an investment in the client, such as own-

ing capital stock or providing loans to the client. An indirect fi nancial interest gener-

ally involves an intermediary of some sort; for example, assume that a CPA invests in a 

Independence 
Requirements for 
All Partners and 
Staff

Additional 
Independence 
Requirements for 
Covered Members
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mutual fund, which in turn owns stock in a client of that CPA. The CPA’s portion of that 

investment in the attest client is the indirect fi nancial interest. Concerning direct and indi-

rect fi nancial relationships of covered members:

 • All direct fi nancial interests are prohibited, regardless of amount.

 • Material indirect fi nancial interests are prohibited.

The above restrictions begin with the period of the professional engagement. Accordingly, 

when a public accounting fi rm acquires a new attest client,
 
those who will become covered 

members must dispose of any prohibited fi nancial or other interests on a timely basis. By dis-

posing of such interests, the CPAs avoid a challenge to their independence in dealing with the 

new client. To illustrate, assume that a senior auditor who owns shares of common stock in a 

prospective client (a direct fi nancial interest) is going to be placed on the engagement team. 

That individual’s independence is impaired because of the fi nancial interest and, if placed on 

the engagement team, the fi rm’s independence also would be impaired. Therefore, the indi-

vidual must dispose of the fi nancial interest before beginning work on the engagement.

Material indirect investments by covered members are also prohibited. An investment 

in a mutual fund may serve to illustrate the difference between the effects of direct and 

indirect fi nancial interest. Assume that a CPA invests in a diversifi ed mutual fund (for our 

purposes, one that holds investments in wide variety of securities). The mutual fund, Jano 

Diversifi ed Mutual Fund (Jano), owns stock of Apple Inc. If the CPA fi rm audits Jano 

itself, any staff or partner investments in that fund are considered direct fi nancial interests 

and are not allowed for covered members (e.g., members of the Jano audit team).

Alternatively, if the CPA fi rm audits Apple, the investment by the covered member 

in Jano represents an indirect fi nancial interest. A covered member on the Apple audit 

may hold an investment in Jano if the investment is not material. The Illustrative Case: 
 Indirect Financial Interests provides details about this situation.

Loans to or from an attest client, offi cer, 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 fi nancial interests, a covered member may not have 

A covered member who 
owns shares in a mutual fund 
has a direct fi nancial interest 

in the mutual fund, and an indirect fi nancial 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 fi nancial interest. Concerning the mutual fund’s 
investments in companies potentially audited by the cov-
ered member’s fi rm, the following apply:

1. Ownership of 5% or less of the outstanding shares of 
a diversifi ed mutual fund by the covered member: the 
investment would be considered an immaterial indirect 
fi nancial interest in the companies in which the mutual 
fund holds.

2. Ownership of more than 5% of outstanding shares of 
a diversifi ed mutual fund by the covered member: the 
covered member should evaluate the mutual fund’s 
underlying investments to determine whether the 
covered member holds a material indirect fi nancial 
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 diversifi ed fund, has net assets are 
$10 million, composed of an investment in shares of cli-
ent 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 fi nancial 
interest in Apple is $12,000 ($600,000 3 2%). The covered 
member would then compare the $12,000 indirect fi nancial 
interest with his or her net worth, including the net worth 
of his or her immediate family, to determine the indirect 
fi nancial interest in Apple, Inc. is material. [adapted, Code 
of Professional Conduct 1.240.03]

If the mutual fund is “nondiversifi ed,” the above evalu-
ation should be performed regardless of the member’s per-
centage of ownership in the fund.

Illustrative Case Indirect Financial Interests
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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 fi rm 

members and describes their effect on the independence of the CPA fi rm.

Effects of Interests of a Covered Member’s Relatives and Friends on Independence
How is independence affected by a fi nancial 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 offi ce. 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 (spouses, spousal equiva-

lents, 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 fi rm 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. 

There are two exceptions to the general rule that the interests of CPAs and their immedi-

ate families are considered indistinguishable from one another. A family member may be 

employed with the attest client if the family member is not in a position to infl uence the 

client’s fi nancial statements. More specifi cally, the family member must not be employed 

in a key position—one in which he or she has primary responsibility for, or infl uence over, 

accounting or fi nancial statement reporting decisions. The second exception allows, in cer-

tain instances, an immediate family member of a covered member to hold a fi nancial interest 

through an employer’s benefi t plan. This exception does not, however, apply to the immedi-

ate family of partners or professionals on the attest engagement team or of those who can 

infl uence the engagement team. As an example, a partner, not involved in the audit of a par-

ticular client, but working in the same offi ce as the engagement partner, could have a spouse 

that works for the audit client, who also holds an immaterial investment in stock in the audit 

client through an employee benefi t plan, without impairing the fi rm’s independence.

FIGURE 3.9 Effects of CPA Relationships on Firm Independence

Covered Member Not a Covered Member

1.  A CPA partner, employee, or an investment club of such 
partners and employees owns more than 5% of client’s 
outstanding equity securities or other ownership interests.

Firm independence 
impaired

Firm independence 
impaired

2.  A CPA fi rm partner or employee is simultaneously 
associated with client as director, offi ce, employee, 
promoter, trustee, etc.

Firm independence 
impaired

Firm independence 
impaired

3.  A CPA has any direct or a material indirect fi nancial 
interest in the attest client. Firm independence 

impaired

Firm independence not 
impaired (direct interest 
must be less than 5%, as 
indicated in 1 above)

4.  A CPA has a material joint closely held investment with the 
client (or client’s offi cers, directors, etc.)

Firm independence 
impaired

Firm independence not 
impaired

8Certain exceptions to this requirement are included for fi nancial 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 fi nancial 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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An effective approach for considering an immediate family member’s fi nancial or 

business interest is to fi rst assume it is that of the CPA. If the CPA’s independence is 

impaired under that assumption, he or she is not independent unless one of the two excep-

tions in the preceding paragraph applies. 

Close Relatives Interests. Independence may also be impaired by fi nancial interests or 

business relationships of close relatives (e.g., parents, siblings, or nondependent chil-

dren). The independence standard for close relatives applies to (1) members of the 

attest engagement team, (2) individuals in a position to infl uence the attest engagement, 

and (3) any partner in the engagement offi ce. For these three groups, public accounting 

fi rm independence is impaired if a close relative has:

 • A key position with the client, or

 • A fi nancial investment in the client that 

  –  Is material to the close relative’s net worth and of which the accountant has knowl-
edge; or 

  –  Enables the close relative to exercise significant influence over the client. 

Other Considerations for All Relatives and Friends. The ethics standards do not 

attempt to enumerate every circumstance in which the appearance of independence might 

be questioned. In considering whether other relationships might impact independence, a 

CPA should consider whether the personal or business relationships would lead a reason-

able person, aware of all the relevant factors, to conclude that there is an unacceptable 

threat to independence. This evaluation (at both the accountant and the fi rm level) is 

made using the AICPA Conceptual Framework for Independence Standards. 

Figure 3.10 provides a brief summary of the complex independence requirements that 

apply to a CPA’s relatives. Professional employees with potential problems should con-

sult their fi rm’s policies, as well as the Code section on Family Relationships With Attest 

Clients. 

Future Employment with a Client
Another relationship that may affect independence is when a covered member is offered 

or seeks employment with an audit client. Accordingly, covered members should report 

to the public accounting fi rm any specifi c offer or the intention to seek employment with 

 FIGURE 3.10    Effect on Independence of Family Members, Relatives, and Friends* 

Relative Effect on Accountant and Firm Independence

Immediate Family (spouse, 
spousal equivalent, or 
dependent)

General Rule: Immediate family members are under the same restrictions as 
is the accountant. Accordingly, if a family member’s relationship violates a 
rule or interpretation that applies to the accountant, the accountant is not 
independent. 

Exceptions to the General Rule: The accountant and fi rm are independent:
1.  When a family member is employed by a client in other than a key position.
2.  In certain circumstances in which the immediate family member participates 

in a benefi t plan related to a client.

Close Relatives (parent, sibling, 
or nondependent child)

Accountant and fi rm independence is impaired if an individual on the audit 
team has a close relative who has:
1. A key position with the client, or
2. A material fi nancial interest of which the accountant has knowledge.

Other Relatives and Friends Independence is only impaired when a reasonable person, aware of all relevant 
facts relating to a situation would conclude that there is an unacceptable threat 
to independence; this evaluation (at both the accountant and the fi rm level) is 
made based on the AICPA Conceptual Framework.

*Summary omits consideration of certain detailed factors that may affect independence. Consult independence rule and its interpretations for a detailed consideration of 

the effect on independence of family members and relatives.
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an audit client. After such communication, the public accounting fi rm should remove that 

CPA from all engagements for that client until the offer has been rejected or employment 

is no longer being sought. The fi rm should also consider whether additional procedures 

are necessary to provide reasonable assurance that all work of that CPA was performed 

with objectivity and integrity. 

When a public accounting fi rm professional accepts employment with the audit client, 

the engagement team should consider the need to modify future engagement procedures 

to adjust for the risk that audit effectiveness could be reduced due to the professional’s 

knowledge of the audit plan. When the professional will have signifi cant interaction with 

the engagement team, the fi rm should assess whether the existing team members have the 

appropriate experience and status to deal effectively with the former fi rm professional. 

Particular care should be taken in reviewing the audit when the former fi rm professional 

joins an attest client in a key position. 

For auditors of public companies, the restrictions regarding employment with an audit 

client are more stringent. The Sarbanes-Oxley Act of 2002 requires that one year pass 

before a member of the audit team may accept employment with an SEC registrant in 

certain designated positions (e.g., chief executive offi cer, controller, chief fi nancial or 

accounting offi cer). 

Gifts and Entertainment
An outsider may question the independence of a public accounting fi rm in a situation in 

which a covered member receives an expensive gift from a client or gives an expensive 

gift to a client. Any gifts accepted from a client by a covered member must be clearly 

insignifi cant in value to the recipient. Consistently, accepting payments for entertainment 

by an attest client must be reasonable in the circumstances. Similar restrictions exist for 

offering gifts to an attest client.

In preceding sections we have presented a number of situations in which impaired inde-

pendence of individual CPA fi rm staff and partners may impair independence of the fi rm. 

Here we present a number of circumstances relating directly to the CPA fi rm that may 

impair fi rm independence.

Past Due Professional Fees
If fees owed by a client to a public accounting fi rm are long overdue, it may appear that 

the fi rm’s prospects for collection depend upon the nature of the CPAs’ report on the 

Overall Firm 
Independence 
Requirements

The situation in which audit 
clients hire audit fi rm person-
nel is diffi cult. On the one 

hand, it provides great professional opportunities for indi-
viduals who enter the public accounting profession. On the 
other, independence concerns have led to the restrictions 
presented in this section.

Questions were raised about the number of ex–Arthur 
Andersen employees hired by Enron Corporation prior to 
its collapse (see Chapter 1). Although both fi rms refused 
to disclose details, the positions and numbers of ex–Arthur 
Andersen employees hired by Enron seem signifi cant. The 
Wall Street Journal reported that Enron executives who 
had previously worked with Arthur Andersen in audit-
ing included its chief accounting offi cer, its chief fi nancial 
offi cer, and the vice president of corporate development. 

The Washington Post indicated that, over the years Arthur 
Andersen served as auditor, 86 employees left the fi rm and 
accepted positions at Enron.

In addition, questions arose as to the nature of the rela-
tionship between continuing Arthur Andersen employees 
and those of Enron. Again, The Wall Street Journal reported 
that Arthur Andersen auditors and consultants “shared in 
offi ce birthdays, frequented lunch-time parties in a nearby 
park and participated in weekend fundraisers for chari-
ties. They even went on Enron employees’ ski trips to Bea-
ver Creek, Colorado.” One Enron employee suggested that 
“people just thought they were Enron employees .  .  . they 
walked and talked the same way.” Consistently, the  Wash       -
ington Post reported that the chief accounting offi cer was 
the Arthur Andersen partner’s “regular golfi ng buddy,” and 
that people at Enron referred to Andersen as “Enron Prep.”

Illustrative Case Employment with Clients
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current fi nancial statements. Thus, the public accounting fi rm’s independence is consid-

ered impaired if fees for professional services rendered in prior years have not been col-

lected before issuance of the CPAs’ report for the current year. 

Litigation
Litigation involving the public accounting fi rm and the client may also affect the inde-

pendence of CPAs. The relationship between the CPAs and client management must be 

characterized by complete candor and full disclosure. A relationship with these char-

acteristics may not exist when litigation places the CPAs and client management in an 

adversarial position. CPAs in litigation, or potential litigation, with a client must evaluate 

the situation to determine whether the signifi cance of the litigation affects the client’s 

confi dence in the CPAs or the CPAs’ objectivity. 

Providing Nonattest Services
An ethical issue that has been at the forefront of the profession in recent years is the pos-

sible threat to the CPAs’ independence when they perform attest services and nonattest 

services for the same client. What restrictions exist on providing nonattest services for a 

client? 

An interpretation of the AICPA’s independence rules states that while the CPAs should 

not perform management functions or make management decisions for the attest client, 

they may provide advice, research materials, and recommendations to assist the client. In 

such circumstances, the client must agree to:

 • Assume all management responsibilities.

 • Oversee the service, by designating an individual, preferably within senior manage-

ment, who possesses suitable skill, knowledge, and/or experience. 

 • Evaluate the adequacy and results of the services performed.

 • Accept responsibility for the results of the services.

 • Establish and maintain internal control, including monitoring ongoing activities. 

In addition to the Code, the AICPA’s Management Consulting Services Executive 

Committee issues Statements on Standards for Consulting Services with guidance on 

providing consulting services to attest and nonattest clients. Before performing nonat-

test services, the CPAs should establish and document in writing the understanding with 

the client, including objectives of the engagement, services to be performed, the client’s 

acceptance of its responsibilities, the CPAs’ responsibilities, and any limitations of the 

engagement. 

Given these rules, there are certain activities that CPA fi rm personnel cannot perform 

for the fi rm to retain independence with respect to the client. Examples of these prohib-

ited activities include:

 • Setting policy or strategic direction for the client.

 • Directing or accepting responsibility for the actions of the client’s employees, except 

as allowable for using internal auditors to provide assistance.

 • Authorizing, executing, or consummating a transaction.

 • Preparing source documents (e.g., purchase orders, payroll time records, and customer 

orders).

 • Having custody of client assets.

 • Supervising client employees in their normal recurring activities. 

 • Performing ongoing evaluations of the client’s internal control as a part of its monitor-

ing activities.

The preceding examples make it clear that that the fi rm of a CPA who becomes a 

part-time controller for a client and assumes a decision-making role in the client’s affairs 

is not in a position to make an independent audit of the fi nancial statements. However, 

the fi rm of a CPA who provides bookkeeping or accounting services for the client can 
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maintain independence under the AICPA rules. As long as the client takes responsibil-

ity for the fi nancial statements and the auditors perform their engagement in accordance 

with generally accepted auditing standards, independence is not considered impaired. Of 

course, the accounting services provided cannot include executing transactions or per-

forming other management functions. As we will describe in the next section, the rules 

for auditors of public companies prohibit them from performing any accounting or book-

keeping services for the client, along with a host of other services. 

The AICPA maintains that public accounting fi rms have long been rendering con-

sulting services to management while continuing to perform audits in an indepen-

dent manner that serves the public interest. The AICPA and leaders of a number of 

public accounting fi rms have argued that the additional knowledge of the client that 

comes from performing these services actually enhances the audit. It also allows pub-

lic accounting fi rms to have associates with more expertise, especially in the area of 

information technology. However, this is not the view of many critics of the profession, 

including some individuals from the Securities and Exchange Commission (SEC) and 

Congress. These concerns led to the provisions of the Sarbanes-Oxley Act of 2002 that 

prohibit the performance of a wide range of nonattest services for public company 

audit clients. 

Independence—Requirements for Audits of Public Companies
Independence standards for public companies are currently a combination of pronounce-

ments by the AICPA and the SEC and the legal requirements of the Sarbanes-Oxley Act 

of 2002, as enforced and interpreted by the PCAOB. Historically, the AICPA has issued, 

and continues to issue, independence requirements that apply to its members. The SEC 

also has established independence requirements for audits of public companies that sup-

plement those of the AICPA. 

With passage of the Sarbanes-Oxley Act of 2002, the PCAOB is now responsible for 

adopting or establishing the ethical and independence standards for audits of public com-

panies, with the authority and oversight of the SEC. The Sarbanes-Oxley Act of 2002 

makes it unlawful for a registered public accounting fi rm that audits a public company 

to provide a variety of nonattest services to that client. Figure 3.11 summarizes those 

services as well as the AICPA’s guidance. Bear in mind that the AICPA’s guidance is rel-

evant for nonpublic clients only. In addition, CPAs generally may provide allowed nonat-

test services only if they are approved in advance by the audit committee of the client’s 

board of directors. Also, clients must disclose in their annual report fees paid for (1) audit 

services, (2) audit-related services, (3) tax services, and (4) other services. 

Providing Tax Services
What is the responsibility of the CPA fi rm in providing a client with tax services? The 

fi rm and its personnel have a primary responsibility to the client: that is, to see that the 

client pays the proper amount of tax and no more. In the role of tax advisor, the certifi ed 

public accountant may properly resolve questionable issues in favor of the client, and the 

CPA is not obliged to maintain the posture of independence required in attestation work. 

A second responsibility of CPAs on tax engagements is to the public, whose interests 

are represented by the government—more specifi cally by the Internal Revenue Service 

(IRS). To meet this responsibility, CPAs must observe the preparer’s declaration on the 

tax returns they prepare. The declaration requires the preparer to state that the return is 

“true, correct, and complete . . . based on all information of which the preparer has any 

knowledge.” To comply with this declaration, what steps must the public accounting fi rm 

take to acquire knowledge relating to the tax return? The fi rm is not required to perform 

an audit; knowledge of the return may be limited to information supplied to the fi rm 

by the client. However, if this information appears unreasonable or contradictory, the 

CPAs are obligated to make suffi cient investigation to resolve these issues. Information 

that appears plausible to a layperson might appear unreasonable to CPAs, since they are 

experts in evaluating fi nancial data. CPAs are not obligated to investigate any and all 

Contrast the independence rules 

for audits of public companies 

with those of audits of nonpublic 

companies.

LO 6
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information provided by the taxpayer, but they cannot ignore clues that cast doubt on the 

accuracy of these data. 

In addition to being guided by the declaration on the tax return, CPAs should look to 

a series of pronouncements issued by the AICPA’s Tax Executive Committee, entitled 

Statements on Standards for Tax Services. These statements address such questions as: 

Under what circumstances should a CPA sign the preparer’s declaration on a tax return? 

What is the CPA’s responsibility for errors in previously fi led returns? Should CPAs dis-

close the taking of positions that differ from IRS interpretations of the tax code? 

Independence Requirements of Government Auditing Standards
The Government Accountability Offi ce (GAO) develops additional requirements for 

audits of entities that receive federal fi nancial assistance. These requirements are 

included in Government Auditing Standards, which are discussed in Chapter 21. With 

 FIGURE 3.11    Comparison of Sarbanes-Oxley and AICPA Requirements Regarding Providing Nonattest Services
to Audit Clients 

Service Not Allowed by 
Sarbanes-Oxley AICPA Code of Professional Conduct Requirements

Bookkeeping or other 
services related to the 
accounting records or 
fi nancial statements

Allowed, providing the auditors do not:
•  Determine or change journal entries without client approval.
•  Authorize or approve transactions.
•  Prepare source documents.
•  Make changes to source documents without client approval.

Financial information 
systems design and 
implementation

Auditors are allowed to:
•  Implement a system not developed by auditor (e.g., off-the-shelf accounting 

packages).
•  Assist in setting up a chart of accounts and fi nancial statement format.
•  Design, develop, install, or integrate an information system unrelated to the

fi nancial statements or accounting records.
•  Provide training to client employees on the information and control system.

Appraisal, valuation, and 
actuarial services

Allowed, providing services do not:
•  Relate to a material portion of the fi nancial statements, and
•  Involve a signifi cant degree of subjectivity.

Internal audit outsourcing 
services

Allowed, providing the client accepts its responsibility for internal control and:
•  Designates competent individual(s) within the company to be responsible for the 

internal audit.
•  Determines scope, risk, and frequency of internal audit activities.
•  Evaluates fi ndings and results.
•  Evaluates adequacy of audit procedures performed.

Management functions or 
human resources

Auditors may provide various types of advice but may not perform management 
functions.

Various investment services Certain services are allowed, including:
•  Assisting in developing corporate fi nance strategies.
•  Recommending allocation of funds to investments.

Legal services and expert 
services unrelated to 
auditing

Legal services are not directly addressed; various other services are allowed if auditors 
do not make management decisions.

Certain tax services, such as 
tax planning for poten-
tially abusive tax trans-
actions and providing 
individual tax services to 
client offi cers who play a 
signifi cant role in fi nan-
cial reporting

No specifi c restrictions.
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regard to auditor independence, Government Auditing Standards also are more restrictive 

than those of the AICPA. As an example, a public accounting fi rm cannot allow personnel 

working on nonattest engagements to also work on the audit. In addition, Government 
Auditing Standards place restrictions on the nature of the nonattest services that may be 

provided to an audit client. Nonattest services must be deemed not to be signifi cant or 

material to the subject matter of the audit. Under the GAO’s interpretation of this require-

ment, restrictions are placed on the nature of bookkeeping, payroll, valuation, informa-

tion technology, human resources, and internal audit services. 

Independence—Reality
It is certainly naïve to believe that all CPAs are able to maintain complete independence 

when performing attest services in an environment in which they work closely with client 

management and are paid fees by their clients. Yet, as we have emphasized, independence 

is essential to performance of the attest function. While performing attest services, it is 

essential that CPAs bear in mind the stakeholders other than management that rely upon 

the information with which they are associated. 

Various regulations by the SEC and stock exchanges have served to increase the 

CPAs’ independence in dealings with management and to improve the quality of fi nan-

cial reporting by public companies. The New York Stock Exchange, the American Stock 

In the period between 
2000 and 2002, three of the 
Big 4 CPA fi rms sold their 

consulting divisions as follows:

 • Ernst & Young to CapGemini.

 • PricewaterhouseCoopers to IBM 

 • KPMG through an IPO became BearingPoint

In addition, Deloitte tried to sell its consulting division but 
failed and decided to retain it.

The sales were a reaction to the Sarbanes-Oxley Act, 
which restricted the scope of non-audit services that could 
be offered to audit clients. The Act was passed after a num-
ber of highly publicized cases were highlighted by the SEC 
and Congress as examples of situations in which performing 

nonattest services for a client may have affected audi-
tor independence. As an example, Global Crossing Ltd. 
reported it paid Arthur Andersen $2.3 million in audit fees 
in 2000, but also paid more than $12 million in fees for non-
attest fees.

Recently, a high demand for consulting services has 
resulted in the CPA fi rms again becoming involved in consult-
ing. For example, in 2014 PricewaterhouseCoopers, purchased 
the consulting fi rm, Booz & Co., to enhance its consulting 
practice. The fi rms have realized that the  Sarbanes-Oxley Act 
regulations could be met if they built a practice that largely 
consisted of non-audit clients where confl ict situations do 
not arise; and for audit clients, they simply avoid selling cer-
tain services. In 2014, James Doty, chairman of the PCAOB, 
provided his view of the situation when he stated that “This 
is a problem that won’t go away.”

 Illustrative Case Nonattest Services  

The issue of independence 
and tax services was vividly 
illustrated in the Sprint Corp. 

case. Sprint had a policy of allowing its audit fi rm, Ernst 
& Young LLP, to perform tax planning services for its top 
executives. The chief executive offi cer and the president 
of Sprint adopted a tax shelter strategy recommended by 
Ernst & Young. When the shelter was determined to be 

ineffective, the executives were faced with potential liabili-
ties of millions of dollars in back taxes, which created a con-
fl ict of interest between them and Ernst & Young. Rather 
than discharge the auditors, the board of directors of Sprint 
elected to force out the two executives. The Sprint case and 
similar cases resulted in the PCAOB standards restricting 
the performance of tax services for the executives of audit 
clients.

Illustrative Case Tax Services and Independence
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Exchange, and NASDAQ all require independent audit committees by all listed com-

panies. According to these requirements, audit committees must consist of at least three 

independent and fi nancially literate individuals, and the chairman must have accounting 

or fi nancial management expertise. In addition, the Sarbanes-Oxley Act of 2002 makes 

the audit committee directly responsible for appointing, compensating, and overseeing 

the public accounting fi rm. The SEC regulations require public companies to fi le a copy 

of the audit committee’s charter every three years and disclose whether its members are 

independent of management. 

Additional Code of Professional Conduct Rules

Recall from Figure 3.4 that in addition to the Independence Rule the Code consists of a 

variety of rules additional rules. In the following sections we discuss each of those. 

Integrity and Objectivity Rule: In the performance of any professional service, a member shall 
maintain objectivity and integrity, shall be free of confl icts of interest, and shall not knowingly 
misrepresent facts or subordinate his or her judgment to others.*

The Integrity and Objectivity Rule applies to all members of the AICPA and all services 

provided by CPAs. It recognizes that clients, employers, or others may at times attempt 

to infl uence the judgment of CPAs on professional matters. To maintain the confi dence 

and respect of the public, CPAs must never subordinate their professional judgments to 

others. An interpretation of the rule states that a CPA will be found to have knowingly 

misrepresented facts in violation of the Integrity and Objectivity Rule when he or she 

knowingly:

 • Makes, or permits, or directs another to make, materially incorrect entries in a client’s 

fi nancial statements or records.

 • Fails to correct fi nancial statements that are materially false or misleading when the 

member has such authority.

 • Signs, or permits or directs another to sign, a document containing materially false and 

misleading information. 

It is often diffi cult to determine if an individual has “knowingly misrepresented facts.” 

Thus, in evaluating whether a CPA has violated the Integrity and Objectivity Rule, we 

must look to whether, based on the circumstances, the CPA should have known of the 

misrepresentation. A ruling that a CPA violated the rule is most commonly based upon 

evidence that the CPAs should have been knowledgeable about the facts.

CPAs must also be particularly careful relating to the performance of nonattest ser-

vices, such as tax and consulting services, that involve the CPA acting as an advocate for 

the client (e.g., on certain tax matters). The Integrity and Objectivity Rule is clear: the 

CPA must not misrepresent facts or subordinate judgment. 

General Standards Rule: A member shall comply with the following standards and with any 
interpretations thereof by bodies designated by Council. 

A.  Professional Competence. Undertake only those professional services that the member or the 
member’s fi rm can reasonably expect to be completed with professional competence. 

B.  Due Professional Care. Exercise due professional care in the performance of professional 
services. 

C.  Planning and Supervision. Adequately plan and supervise the performance of professional 
services. 

D.  Suffi cient Relevant Data. Obtain suffi cient relevant data to afford a reasonable basis for 
 conclusions or recommendations in relation to any professional services performed.*

Integrity and 
Objectivity Rule

General Standards 
Rule
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In addition to performing audits and other attestation services, CPAs also provide 

accounting, review, tax, and consulting services. Clients and the general public expect 

these services to be performed with competence and professional care. Therefore, the 

General Standards Rule applies to all CPA services. Figure 3.12 provides technical bod-

ies authorized under this rule and the following two rules as indicated in the third column.

Compliance with Standards Rule: A member who performs auditing, review, compilation, 
management consulting, tax, or other professional services shall comply with standards 
promulgated by bodies designated by Council.*

The Compliance with Standards Rule requires CPAs to adhere to professional stan-

dards issued by various technical bodies (see Figure 3.12). CPAs must become familiar 

with such statements and apply them to their engagements. To violate standards pre-

scribed by these bodies is to violate the Compliance with Standards Rule of the Code. 

Accounting Principles Rule: A member shall not (1) express an opinion or state affi rmatively that 
the fi nancial statements or other fi nancial data of any entity are presented in conformity with 
generally accepted accounting principles or (2) state that he or she is not aware of any material 
modifi cations that should be made to such statements or data in order for them to be in conformity 
with generally accepted accounting principles, if such statements or data contain any departure 
from an accounting principle promulgated by bodies designated by Council to establish such 
principles that has a material effect on the statements or data taken as a whole. If, however, the 
statements or data contain such a departure and the member can demonstrate that due to unusual 
circumstances the fi nancial statements or data would otherwise have been misleading, the member 
can comply with the rule by describing the departure, its approximate effects, if practicable, and 
the reasons why compliance with the principle would result in a misleading statement.*

Compliance with 
Standards Rule

Accounting 
Principles Rule

 FIGURE 3.12   Technical bodies and their Authority  

Technical Body Primary Authority Rule(s)

AICPA’s Accounting and Review 
Services Committee

Compilations, reviews, and attestation standards 
for services related to unaudited information 
of nonpublic companies.

General Standards
Compliance with 

Standards

AICPA’s Auditing Standards Board Auditing standards for engagements not 
covered by the standards of the PCAOB and 
attestation standards.

AICPA’s Forensic and Valuation 
Executive Committee

Forensic and valuation services standards.

AICPA’s Management Consulting 
Services Executive Committee

Management consulting and attestation 
standards.

AICPA’s Personal Financial Planning Personal fi nancial planning services standards.

AICPA’s Tax Executive Committee Tax services standards.

Federal Accounting Standards 
Advisory Board

Accounting standards for federal governmental 
entities.

Accounting Principles

Financial Accounting Standards 
Board

Accounting standards for nongovernmental 
entities.

Accounting Principles

Governmental Accounting 
Standards Board

Accounting standards for state and local 
governmental entities.

Compliance with 
Standards

Accounting Principles

International Accounting 
Standards Board

International fi nancial accounting and reporting 
principles.

Compliance with 
Standards

Accounting Principles

Public Company Accounting 
Oversight Board

Auditing and related attestation standards, 
quality control independence ethic, and other 
standards for public (issuer) companies.

General Standards
Compliance with 

Standards
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The Accounting Principles Rule recognizes the authority of certain designated bodies to 

issue generally accepted accounting principles. Under this rule, as indicated in Figure 3.12, 

the AICPA has designated the Financial Accounting Standards Board (FASB), the Govern-

mental Accounting Standards Board (GASB), the Federal Accounting Standards Advisory 

Board (FASAB), and the International Accounting Standards Board (IASB) as such bodies. 

In addition, a CPA may report on fi nancial statements prepared following principles of other 

organizations (e.g., a particular country, a contract, or a legal statute) if the CPA’s report or 

the fi nancial statements make clear the fi nancial reporting framework used and do not sug-

gest that generally accepted accounting principles were used.

Acts Discreditable Rule: A member shall not commit an act discreditable to the profession.*

The Acts Discreditable Rule gives the AICPA the authority to discipline those members 

who act in a manner damaging to the reputation of the profession. The three bulleted cir-

cumstances outlined in our discussion of the Integrity and Objectivity Rule relating to mis-

leading entries and fi nancial statements are considered discreditable. Other examples are:

 • Soliciting or knowingly disclosing Uniform CPA exam questions or answers.

 • Failure to comply with applicable federal, state, or local laws or regulations regarding 

the fi ling of tax returns.

 • Unauthorized disclosure of confi dential client information.

Is it discreditable to refuse to return records relating to a client’s accounting system 

and the audit? The answer depends upon the facts and circumstances and the records 

involved. The following summarizes the CPA’s responsibility:

Type of Information CPA Responsibility

Records provided by the client. Return to client at the client’s request.

CPA-prepared records that the CPA was not 
specifi cally engaged to prepare and are not 
in the client’s books and records, with the 
result that the client’s fi nancial information 
is incomplete (e.g., adjusting entries, clos-
ing entries, and supporting schedules pre-
pared as part of an engagement).

Provide to client unless being withheld 
because of fees that are due to the 
CPA for the related work product.

CPA work products (e.g., “deliverables” such 
as audit report, tax returns).

Provide to client unless work product 
is being withheld because:

•  There are fees due on that work 
product.

•  Work product is incomplete.
•  Withholding of work product is 

required to comply with a profes-
sional standard (e.g., withholding 
an audit report due to outstanding 
audit issues).

•  There is threatened or outstanding 
litigation concerning the engage-
ment or CPA’s work.

CPA working papers prepared solely for the 
engagement either by the auditor (e.g., 
audit programs, analytical review proce-
dures schedules) or by the client (at the 
request of CPA).

Need not be provided.

Acts Discreditable 
Rule
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You should also understand that if an authoritative regulatory body such as the CPA’s 

state board of accountancy has a more strict rule, the CPA must follow it. Finally, when 

a CPA complies with the above rules, that CPA is under no ethical obligation to com-

ply with subsequent requests for such documents unless extraordinary circumstances are 

involved (e.g., a natural disaster or an act of war that destroyed the client’s copies of the 

records).

Contingent Fees Rule: A member in public practice shall not: 

1.   Perform for a contingent fee any professional services for, or receive such a fee from a client 
for whom the member or the member’s fi rm performs: 

a. An audit or review of a fi nancial statement; or 

b.  A compilation of a fi nancial statement when the member expects, or reasonably might 
expect, that a third party will use the fi nancial statement and the member’s compilation 
report does not disclose a lack of independence; or 

c. An examination of prospective fi nancial information; or 

2.  Prepare an original or amended tax return or claim for a tax refund for a contingent fee for 
any client. 

The prohibition in (1) above applies during the period in which the member or the member’s fi rm 
is engaged to perform any of the services listed above and the period covered by any historical 
fi nancial statements involved in any such listed services. 
 Except as stated in the next sentence, a contingent fee is a fee established for the performance 
of any service pursuant to an arrangement in which no fee will be charged unless a specifi ed 
fi nding or result is attained, or in which the amount of the fee is otherwise dependent upon the 
fi nding or result of such service. Solely for purposes of this rule, fees are not regarded as being 
contingent if fi xed by courts or other public authorities, or, in tax matters, if determined based 
on the results of judicial proceedings or the fi ndings of governmental agencies. 
 A member’s fees may vary depending, for example, on the complexity of services rendered.*

An accountant in public practice is prohibited by the Contingent Fees Rule from pro-

viding services on a contingent fee basis in certain circumstances. No contingent fee 

engagements are allowed for services performed for a client that also engages that public 

accounting fi rm to perform audits, reviews, certain compilations of fi nancial statements, 

or examinations of prospective financial information. For example, consulting services 

may not be performed for a contingent fee for an audit client of the public accounting 

fi rm. 

The CPAs may perform services for contingent fees for other clients. Consider a pub-

lic accounting fi rm with a prospective new client whose management requests assistance 

in redesigning its cash disbursements system. In such circumstances, if none of the ser-

vices described in part 1 of the rule are provided for that client, the CPAs may perform 

the service for a contingent fee. For example, the CPAs may redesign the disbursements 

system and receive a fee that is contingent on the amount of cost savings realized by the 

client in processing future cash disbursements. The CPAs’ fee might be, for example, 

25 percent of the next four years’ cost savings. 

The area of taxation has additional restrictions. A CPA may not receive a contingent 

fee for the preparation of original or amended tax returns or claims for tax refunds. Prepa-

ration of a tax return includes giving advice on how particular items should be handled 

on the return. 

The PCAOB rules contain an additional restriction with respect to contingent fees. The 

auditors of public companies are prohibited from accepting engagements for tax services 

that are determined based on the results of judicial proceedings or the fi ndings of govern-

ment agencies. 

Contingent Fees 
Rule
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Commissions and Referral Fees Rule: 

1.  Prohibited commissions. A member in public practice shall not for a commission recommend 
or refer to a client any product or service, or for a commission recommend or refer any 
product or service to be supplied by a client, or receive a commission, when the member or 
the member’s fi rm also performs for that client: 

a.  An audit or review of a fi nancial statement. 

b.  A compilation of a fi nancial statement when the member expects, or reasonably might 
expect, that a third party will use the fi nancial statement and the member’s compilation 
report does not disclose a lack of independence. 

c. An examination of prospective fi nancial information. 

2.  This prohibition applies during the period in which the member is engaged to perform any 
of the services listed above and the period covered by any historical fi nancial statements 
involved in such listed services. 

3.  Disclosure of permitted commissions. A member in public practice who is not prohibited by 
this rule from performing services for or receiving a commission and who is paid or expects 
to be paid a commission shall disclose that fact to any person or entity to whom the member 
recommends or refers a product or service to which the commission relates. 

4.  Referral fees. Any member who accepts a referral fee for recommending or referring any ser-
vice of a CPA to any person or entity or who pays a referral fee to obtain a client shall disclose 
such acceptance or payment to the client.*

Clients look to their CPAs for objective advice on the purchase of products and ser-

vices, including services from other CPAs. CPAs who perform one or more of the services 

in point 1 are prohibited from accepting a commission from the providers of such products 

and services. However, CPAs who do not perform any of the services may receive such a 

commission if disclosure is made to the client. As an example, CPAs that do not perform 

fi nancial statement audits, reviews, certain compilations, or examinations of prospective 

information for a client may receive commissions for purchasing and selling securities for 

that client, provided they disclose the existence of the commissions to the client. 

Advertising and Other Forms of Solicitation Rule: A member in public practice shall not seek to 
obtain clients by advertising or other forms of solicitations in a manner that is false, misleading, or 
deceptive. Solicitation by the use of coercion, overreaching, or harassing conduct is prohibited.*

For many years advertising by CPAs was strictly forbidden by the AICPA rules. How-

ever, this prohibition was dropped because it was deemed a possible violation of federal 

antitrust laws. Members of the public accounting profession may advertise their services 

so long as the advertising is not false, misleading, or deceptive. Unethical advertising 

includes that which creates unjustifi ed expectations of favorable results or indicates an 

ability to infl uence a court or other offi cial body.

Acceptable advertising is that which is informative and based upon verifi able fact. 

Indications of the types of services offered, certifi cates and degrees of members of the 

fi rm, and fees charged for services are all acceptable forms of advertising.

Confi dential Client Information Rule: A member in public practice shall not disclose any 
confi dential client information without the specifi c consent of the client. 
 This rule shall not be construed (1) to relieve a member of the member’s professional obligations 
of the Compliance with Standards Rule or the Accounting Principles Rule, (2) to affect in any way 
the member’s obligation to comply with a validly issued and enforceable subpoena or summons, 
or to prohibit a member’s compliance with applicable laws and government regulations, (3) to 
prohibit review of a member’s professional practice under AICPA or state CPA society or Board 
of Accountancy authorization, or (4) to preclude a member from initiating a complaint with or 
responding to any inquiry made by a recognized investigative or disciplinary body.*

Commissions and 
Referral Fees Rule

Advertising and 
Other Forms of 
Solicitation Rule

Confi dential 
Client Information 
Rule
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 Members of any of the bodies identifi ed in (4) above and members involved with professional 
practice reviews identifi ed in (3) above shall not use to their own advantage or disclose any 
member’s confi dential client information that comes to their attention in carrying out those 
activities. This prohibition shall not restrict members’ exchange of information in connection 
with the investigative or disciplinary proceedings described in (4) above or the professional 
practice reviews described in (3) above.

This rule stresses the confi dential nature of information obtained by CPAs from their 

clients. The nature of accountants’ work makes it necessary for them to have access to 

their clients’ most confi dential fi nancial affairs. Independent accountants may thus gain 

insider knowledge of impending business combinations, proposed fi nancing, prospective 

stock splits or dividend changes, contracts being negotiated, and other confi dential infor-

mation that, if disclosed or otherwise improperly used, could bring the accountants quick 

monetary profi ts. Of course, the client could be fi nancially injured, as well as embar-

rassed, if the CPAs were to “leak” such information. Any loose talk by independent pub-

lic accountants concerning the affairs of their clients would immediately brand them as 

lacking in professional ethics. On the other hand, the confi dential relationship between 

the CPA and the client is not a justifi cation for the CPA to cooperate in any deceitful act. 

The personal integrity of the CPA is essential to the performance of the attest function. 

Reporting Illegal Acts
Should auditors be required to report illegal acts by clients to regulatory agencies? The 

confi dential relationship rule prohibits CPAs from directly disclosing such information 

to outside parties, unless the auditors have a legal duty to do so. An amendment of the 

Securities Exchange Act of 1934, the Private Securities Reform Act of 1995, includes a 

requirement for fraud reporting, or whistleblowing, by the auditors. The requirements of 

this law apply when the client has committed an illegal act and (a) it has a material effect 

on the fi nancial statements, (b) senior management and the board of directors have not 

taken appropriate remedial action, and (c) the failure to take remedial action is reasonably 

expected to warrant a departure from a standard audit report, or resignation by the audi-

tors. In these circumstances, the auditors must, as soon as practicable, communicate their 

conclusions directly to the client’s board of directors. Within one day, the management of 

the client must send a notifi cation to the Securities and Exchange Commission of having 

received such a communication from the auditors, and a copy of the notifi cation should 

be sent to the auditors. If the auditors do not receive the copy within the one-day period, 

they have one day to directly communicate the matter to the SEC. 

Auditors also are required to communicate illegal acts in other situations. When illegal 

activities cause the auditors of a public company to lose faith in the integrity of senior 

management, they will resign and a Form 8-K, which discloses the reasons for the audi-

tors’ resignation, will be fi led with the SEC by management. The auditors must fi le a 

response to the fi ling indicating whether or not they agree with management’s reasons, 

and providing the details when they disagree. In addition, when the auditors are perform-

ing an audit in accordance with the Single Audit Act, they may be required to disclose 

illegal acts by the client to an agency that provides federal fi nancial assistance to the 

 client. Single audits are described in detail in Chapter 21. 

Confi dentiality versus Privileged Communication
The communications between CPAs and their clients are confi dential, but they are not 

privileged under common law, as are communications with attorneys, clergymen, or phy-

sicians. The difference is that disclosure of legally privileged communication cannot 

be required by a subpoena or court order. Thus, CPAs may be compelled to disclose 

their communications with clients in certain types of court proceedings. Some individ-

ual states, however, have adopted statutes providing that public accountants cannot be 

required by the state courts to give evidence gained in confi dence from clients. But state 

laws do not apply to federal courts where there is not privileged communication.
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Form of Organization and Name Rule: 

1.  A member may practice public accounting only in a form of organization permitted by state 
law or regulation, whose characteristics conform to resolutions of Council.

2.  A member shall not practice public accounting under a fi rm name that is misleading. 

3.  Names of one or more past owners may be included in the fi rm name of a successor 
organization. 

4.  A fi rm may not designate itself as “Members of the American Institute of Certifi ed Public 
Accountants” unless all of its owners are members of the Institute.*

The Code of Professional Conduct allows CPAs to practice in any legal business form. 

This includes the ability to practice as professional corporations, limited liability partner-

ships (companies), partnerships, or sole practitioners. 

Professional corporations have certain tax advantages not available to partnerships, such 

as tax deductibility of pension and profi t-sharing plans. The shareholders of professional 

corporations retain liability for acts of the corporation, regardless of whether they partici-

pated in the engagement resulting in the liability. Besides providing for fi nancial liabil-

ity, the organization must be established such that two-thirds ownership, voting rights, and 

control over professional matters must rest with individuals authorized to practice public 

accounting. public accountants from practicing under a name that was fi ctitious or indi-

cated a specialization. Because this prohibition was sensitive to antitrust attack, the rule 

now allows fi ctitious names so long as they are not false, misleading, or deceptive. 

The Code also allows CPA fi rms to form various affi liations between fi rms. As indi-

cated in Chapter 1, CPA fi rms often form such affi liations among themselves to enhance 

their capabilities to provide professional services.9 

Alternative Practice Structures
As indicated in Chapter 1, public accounting fi rms are entering into what is referred 

to as “alternative practice structures” in which publicly traded companies (e.g., CBIZ, 

Inc., and H&R Block) purchase public accounting fi rms. A typical alternative practice 

arrangement may be as follows:

 • Public Company buys the nonattest portion of a public accounting fi rm’s practice from 

the public accounting fi rm’s partners for cash, stock, or a combination of both.

 • Public Company has subsidiaries such as a bank, an insurance company, a broker-

dealer, and a professional services subsidiary that offer clients the nonattest public 

accounting services.

 • Public accounting fi rm partners and employees become employees of Public 

 Company, performing nonattest public accounting work under the Public Company 

name.

 • The attest practice of the public accounting fi rm remains intact with the “shell” of the 

public accounting fi rm and continues to be owned by the original partners of the public 

accounting fi rm (who are now also employees of Public Company).

 • The public accounting fi rm leases staff from Public Company to perform the attest 

services. 

Figure 3.13 summarizes the typical structures of these types of fi rms. 

Alternative practice structures present a number of questions and potential threats 

to independence. For example, because the partners of the attest fi rm are employees of 

Form of 
Organization and 
Name Rule

9When such an affi liation qualifi es as a “network” as defi ned in the Code of Profession Conduct 
(e.g., common control among the fi rms, common brand name and sharing of profi ts), members of 
a network fi rm are required to comply with the Independence Rule. Further details. presented in 
Section 1.220.010 of the Code of Professional Conduct, are beyond the scope of our discussion.
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Public Company, these partners may have a diffi cult time maintaining independence 

when auditing a client that is important to Public Company. To illustrate, pressure 

may be exerted by Public Company management to issue a standard unqualifi ed report 

when there is substantial doubt concerning going-concern status relating to a client that 

has a signifi cant debt to Public Company. Or perhaps Public Company may provide 

attest clients with services that place personnel in a position equivalent to that of client 

management.

Code of Professional Conduct: Applicability 
to Members in Business and Others

In addition to applying to members in public practice, the AICPA Code of Professional 
Conduct also is applicable to (1) members in business and (2) other members, such as 

those who are retired or unemployed.

The Code for business members is similar to that for those in the practice of public 

accounting in that it presents a conceptual framework to address threats and safeguards 

relating to compliance with the Code and a number of rules. The conceptual framework 

is similar to that we have discussed for those in public practice with exceptions that 

include:

 • The independence and management participation threats that a member in practice 

face are not included in the conceptual framework threats for business members. Inde-

pendence is excluded because it is specifi c to a member in practice who provides attest 

services. A management participation threat is inappropriate for those in business 

since they may well be a part of the management of a business.

 • The other threats are in title the same as for those in practice (e.g., adverse interest 

threat, advocacy threat), but modifi ed in application to a business setting. 

 • The safeguards for accountants in business are those (1) created by the profession, 

legislation, or regulation, and (2) those implemented by the employing organiza-

tion. Recall that members in practice also have safeguards implemented by the attest 

client.

The Code then presents the relevant rules for those in business. As indicated in Fig-

ure 3.4, there are fi ve rules—integrity and objectivity, general standards, compliance with 

standards, accounting principles and acts discreditable to the profession. All of these 

rules are implemented in a business setting rather than a public accounting context. 

Other members (retired and unemployed). No conceptual framework is included for these 

members, and as indicated in Figure 3.4, other members are only under the acts discred-

itable rule. Examples of such possible acts for these members include (1) discrimina-

tion and harassment in employment practices, (2) solicitation or disclosure of CPA exam 

Members in 
Business

Other Members

Public Company CPA Firm

Structure Publicly traded corporation owned by 
stockholders

Partnership or other form of organization 
authorized to perform audit and attest 
 services owned by the partners

Services performed Nonattest services Audit and attest services

Staffi ng of engagements Partners and staff who are now 
employees of the public company

Partners and staff time are leased from the 
public company

Management of the 
practice

Practice is managed by offi cers of the 
public company

Practice is managed by partners of the CPA 
fi rm

 FIGURE 3.13   Illustration of an Alternative Practice Structure 
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questions and answers, (3) failure to fi le a tax return or to pay a tax liability, (4) inap-

propriate release of confi dential information, and (5) inappropriate acts in promoting or 

marketing services or use of the CPA credential.

Enforcement of Professional Ethics

The AICPA and the state societies of CPAs have established a joint ethics enforcement 

plan to enforce professional ethics. The process ordinarily begins with a written com-

plaint (by anyone) to an ethics committee, a participating state society, or the AICPA that 

alleges that a member or a fi rm has or may have violated an applicable Code of Profes-
sional Conduct.

Depending upon the requirements of a state society’s bylaws, a number of approaches 

are possible. Although complaints with a national interest are often fi rst considered by the 

Professional Ethics Division, complaints may in general be investigated at either the state 

or Division level. If the state or Division fi nds a particular complaint to be valid, it may 

take several courses of action. For minor violations, direct remedial action may be taken, 

such as requiring the member to get additional continuing education. More serious viola-

tions are turned over to the joint trial board for a hearing. If found guilty, the offending 

member may be censured, suspended from membership for up to two years, or expelled 

permanently from the AICPA. Although expulsion from the AICPA would not in itself 

cause the loss of a CPA’s license, the damage to the CPA’s professional reputation would 

be substantial. 

The provisions of the AICPA rules have been used as a model by the boards of accoun-

tancy throughout the country to develop the ethical standards in their states. Thus, revo-

cation of the CPA’s license to practice also is a possible consequence of violation of the 

AICPA ethical standards. 

Finally, ethical violations by auditors of public companies also are investigated and 

enforced by the SEC and the Public Company Accounting Oversight Board. Severe viola-

tions may result in suspension of the CPA’s or the public accounting fi rm’s right to practice 

as an auditor of public companies. Lesser penalties may involve monetary fi nes or remedial 

measures, such as the required implementation of new quality control procedures. 

The International Code of Ethics for Professional Accountants
As indicated in Chapter 1, the International Federation of Accountants (IFAC) has estab-

lished the International Ethics Standards Board for Accountants to establish international 

ethical standards, titled the Code of Ethics for Professional Accountants. In general, the 

provisions of the international Code of Ethics for Professional Accountants is quite simi-

lar to the provisions of the AICPA Code of Professional Conduct.
The international ethics rules regarding independence in audit and review engagements 

are similar to the AICPA rules. Both require the concepts of independence in mind and 

in appearance. However, the international ethics rules have fewer defi nitive prohibitions. 

Like the AICPA Code, when there is no defi nitive prohibition, the following  conceptual 

approach is used:

 1. Identify threats to independence;

 2. Evaluate the signifi cance of the threats identifi ed; and

 3. Apply safeguards, when necessary, to eliminate the threats or reduce them to an 

acceptable level. If safeguards do not reduce the risk to an acceptable level, the fi rm 

should not accept or continue the engagement, or assign the particular individual to the 

engagement team. The fi rm should document these considerations and the conclusion. 

Threats to independence arise from self-interest, self-review, advocacy, familiarity, or 

intimidation.

International rules regarding confi dentiality and fee arrangements are also not as specifi c 

as AICPA rules because laws and regulations regarding such matters vary from country 

to country.
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Ethics for Internal Auditors

Internal auditors, acting through their national organization, The Institute of Internal 

Auditors, have developed their own code of professional ethics. The Institute of Inter-

nal Auditors Code of Ethics is organized with an Introduction, Fundamental Principles, 

and a Code of Conduct. The Code of Conduct primarily addresses internal auditors’ 

obligations to their employers, but it also includes provisions that prescribe integrity, 

objectivity, and competency in the practice of the internal auditing profession. Viola-

tion of the articles of the Code could result in revocation of the auditor’s membership in 

The Institute of Internal Auditors or forfeiture of the auditor’s “Certifi ed Internal Audi-

tor” designation. The Institute of Internal Auditors Code of Ethics is reproduced here.

The Institute of Internal Auditors
Code of Ethics

Introduction

The purpose of The Institute’s Code of Ethics is to promote an ethical culture in the profession 

of internal auditing.

Internal auditing is an independent, objective assurance and consulting activity designed to 
add value and improve an organization’s operations. It helps an organization accomplish its 
objectives by bringing a systematic, disciplined approach to evaluate and improve the effec-
tiveness of risk management, control, and governance processes.

A code of ethics is necessary and appropriate for the profession of internal auditing, founded 

as it is on the trust placed in its objective assurance about risk management, control, and gov-

ernance. The Institute’s Code of Ethics extends beyond the defi nition of internal auditing to 

include two essential components:

1.  Principles that are relevant to the profession and practice of internal auditing;

2.  Rules of Conduct that describe behavior norms expected of internal auditors. These rules are 

an aid to interpreting the Principles into practical applications and are intended to guide the 

ethical conduct of internal auditors.

The Code of Ethics together with The Institute’s Professional Practices Framework and other 

relevant Institute pronouncements provide guidance to internal auditors serving others. “Internal 

auditors” refers to Institute members, recipients of or candidates for IIA professional certifi ca-

tions, and those who provide internal auditing services within the defi nition of internal auditing.

Applicability and Enforcement

This Code of Ethics applies to both individuals and entities that provide internal auditing

services. For Institute members and recipients of or candidates for IIA professional certifi cations, 

breaches of the Code of Ethics will be evaluated and administered according to The Institute’s 

Bylaws and Administrative Guidelines. The fact that a particular conduct is not mentioned in the 

Rules of Conduct does not prevent it from being unacceptable or discreditable, and therefore, the 

member, certifi cation holder, or candidate can be liable for disciplinary action.

Principles

Internal auditors are expected to apply and uphold the following principles:

Integrity

The integrity of internal auditors establishes trust and thus provides the basis for reliance on 

their judgment.

Objectivity

Internal auditors exhibit the highest level of professional objectivity in gathering, evaluating, 

and communicating information about the activity or process being examined. Internal auditors 

make a balanced assessment of all the relevant circumstances and are not unduly infl uenced by 

their own interests or by others in forming judgments.

Confi dentiality

Internal auditors respect the value and ownership of information they receive and do not disclose 

information without appropriate authority unless there is a legal or professional obligation to do so.

Discuss The Institute of Internal 

Auditors Code of Ethics.

LO 3-7
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Competency

Internal auditors apply the knowledge, skills, and experience needed in the performance of 

internal auditing services.

Rules of Conduct

1. Integrity

Internal auditors:

1.1.  Shall perform their work with honesty, diligence, and responsibility.

1.2.  Shall observe the law and make disclosures expected by the law and the profession.

1.3.  Shall not knowingly be a party to any illegal activity, or engage in acts that are discreditable 

to the profession of internal auditing or to the organization.

1.4.  Shall respect and contribute to the legitimate and ethical objectives of the organization.

2. Objectivity

Internal auditors:

2.1.  Shall not participate in any activity or relationship that may impair or be presumed to 

impair their unbiased assessment. This participation includes those activities or relation-

ships that may be in confl ict with the interests of the organization.

2.2.  Shall not accept anything that may impair or be presumed to impair their professional judgment.

2.3.  Shall disclose all material facts known to them that, if not disclosed, may distort the 

reporting of activities under review.

3. Confi dentiality

Internal auditors:

3.1.  Shall be prudent in the use and protection of information acquired in the course of their duties.

3.2.  Shall not use information for any personal gain or in any manner that would be contrary to 

the law or detrimental to the legitimate and ethical objectives of the organization.

4. Competency

Internal auditors:

4.1.  Shall engage only in those services for which they have the necessary knowledge, skills, 

and experience.

4.2.  Shall perform internal auditing services in accordance with the Standards for the Profes-
sional Practice of Internal Auditing.

4.3.  Shall continually improve their profi ciency and the effectiveness and quality of their services.*

Chapter 
Summary

This chapter explained the need for professionals to adhere to high standards of profes-

sional conduct and described the details of the codes of ethics that apply to both external 

and internal auditors. To summarize:

 1. Ethics are the moral principles and values that govern the behavior of individuals and 

groups. An ethical dilemma is a situation that involves a decision about appropri-

ate behavior. A key aspect of an ethical dilemma is that it generally affects parties 

that are not involved in the decision. For example, if management of a corporation 

decides to pollute the environment, it affects all of the members of society. Profes-

sional accountants are faced with diffi cult personal and professional ethical dilem-

mas on a daily basis.

 2. Among the characteristics common to recognized professions are (a) acknowledgment 

of a responsibility to serve the public, (b) existence of a complex body of knowledge, 

(c) standards of admission to the profession, and (d) a need for public confi dence.

 3. The membership of the AICPA has adopted the Code of Professional Conduct, 
consisting of two sections—Principles and Rules. In addition, the AICPA issues 

Interpretations and non-authoritative guidance to assist CPAs in determining 

appropriate  ethical conduct.

 4. Independence is required when CPAs perform audits and other types of attest engage-

ments. The AICPA Conceptual Framework for Independence Standards provides a 
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Key Terms 
Introduced or 
Emphasized in 
Chapter 3

Acceptable level of risk of noncompliance (77) A situation in which a reasonable and informed third 

party who is aware of the relevant information would be expected to conclude that a member’s ability to 

comply with the rules is not compromised. For independence, this is referred to as the acceptable level 

of risk to independence.

Attest engagement team (80) Consists of individuals participating in the attest engagement, including 

those who perform concurring and second partner reviews. The attest engagement team includes all 

employees and contractors retained by the fi rm who participate in the attest engagement, irrespective 

of their functional classifi cation (for example, audit, tax, or management consulting services), except 

specialists as discussed in the professional standards and individuals who perform only routine clerical 

functions, such as word processing and photocopying.

Audit committee (90) A committee of a corporation’s board of directors that engages, compensates, 

and oversees the work of the independent auditors, monitors activities of the internal auditing staff, and 

intervenes in any disputes between management and the independent auditors. Members of the audit 

committee must be independent directors, that is, members of the board of directors who do not also 

serve as corporate offi cers or have other relationships that might impair independence.

Close relative (84) A parent, sibling, or nondependent child.

Covered member (79) A covered member may be (a) an individual on the attest engagement team; 

(b) an individual in a position to infl uence the attest engagement; (c) a partner, partner equivalent, or 

manager who provides nonattest services to the attest client beginning once he or she provides 10 hours 

of nonattest services to the client within any fi scal year and ending on the latter of the date (1) the fi rm 

signs the report on the fi nancial statements for the fi scal year during which those services were provided, 

or (2) he or she no longer expects to provide 10 or more hours of nonattest services to the attest client 

on a recurring basis; (d) a partner or partner equivalent in the offi ce in which the lead attest engagement 

partner or partner equivalent primarily practices in connection with the attest engagement; (e) the fi rm, 

including the fi rm’s employee benefi t plans; or (f) an entity whose operating, fi nancial, or accounting 

policies can be controlled by any of the individuals or entities described in (a) through (e) or by two or 

more such individuals or entities if they act together.

risk-based approach for considering threats and safeguards related to independence. 

The Independence Rule and its Interpretations provide guidance on various fi nan-

cial and business relationships that may impair a CPA’s independence. That standard 

prohibits all direct fi nancial interests in a client, as well as material indirect fi nan-

cial interests. Certain independence requirements apply only to covered members 

and others apply to all partners and professional employees. In the audit of a public 

company, the auditors must also adhere to the ethics and independence requirements 

of the SEC, the Sarbanes-Oxley Act of 2002, and the Public Company Accounting 

Oversight Board.

 5. The rules of the AICPA Code of Professional Conduct set forth the professional standards 

that must be followed by CPAs when performing various types of professional services. 

For example, the Compliance with Standards Rule requires auditors to adhere to State-
ments on Auditing Standards. Accounting standards of the FASB, the GASB, and the 

FASAB are enforced by the Accounting Principles Rule.

 6. In performing an audit, the auditors have access to the details of the client’s most 

confi dential information. If the auditors disclosed this information, they might dam-

age their clients’ businesses. Therefore, CPAs are required to maintain a confi dential 

relationship with their clients.

 7. CPAs generally may accept engagements for contingent fees and receive commis-

sions for referrals, but only if they do not also provide certain attestation or compila-

tion services for the client.

 8. A public accounting fi rm may practice public accounting in any form of organization 

permitted by law or regulation, including as a sole practitioner, partnership, profes-

sional corporation, or limited liability partnership (company).

 9. The Code of Ethics of The Institute of Internal Auditors primarily addresses inter-

nal auditors’ obligations to their employers, but it also includes provisions requiring 

integrity, objectivity, and competency in the practice of internal auditing.
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Direct fi nancial interest (81) A personal investment under the direct control of the investor. The Code 
of Professional Conduct prohibits CPAs from having any direct fi nancial interests in their attest clients. 

Investments made by a CPA’s spouse or dependents also are regarded as direct fi nancial interests of the CPA.

Ethical confl ict (68) An ethical dilemma. As defi ned in the AICPA Code of Professional Conduct, a 

situation in which an individual encounters obstacles in deciding an appropriate course of action due to 

internal or ethical pressures or when confl icts exist in applying relevant professional standards, to legal 

standards, or both.

Ethical dilemma (68) Also referred to as a moral dilemma or ethical confl ict, is a situation in which 

there is a choice to be made between two options, neither of which resolves the situation in an ethically 

acceptable fashion. To follow one option makes it impossible to follow the other option.

Financial Interest (81) An ownership interest in an equity or a debt security issued by an entity, 

including the rights and obligations to acquire such an interest and derivatives directly related to such 

interest. See also direct fi nancial interest and indirect fi nancial interest. 

Immediate family member (83) A spouse, spousal equivalent, or dependent (whether or not related).

Impaired independence (79) When independence is effectively extinguished. That, is when an 

auditor’s independence is impaired, that auditor is not independent.

Independence (78) Independence includes two concepts—independence of mind and independence 

in appearance.

Independence in appearance (78) The avoidance of circumstances that would cause a reasonable 

and informed third party, having knowledge of all relevant information, including safeguards applied, to 

reasonably conclude that the integrity, objectivity, or professional skepticism of a fi rm or a member of 

the attest engagement team has been compromised.

Independence of mind (78) The state of mind that permits the performance of an attest service without 

being affected by infl uences that compromise professional judgment, thereby allowing an individual to 

act with integrity and exercise objectivity and professional skepticism.

Indirect fi nancial interest (81) A fi nancial interest owned through an intermediary (e.g., a mutual 

fund) when the CPA neither controls the intermediary nor has the authority to supervise or participate 

in the intermediary’s investment decisions. An example is an investment in a professionally managed 

mutual fund. The Code of Professional Conduct allows CPAs to have indirect fi nancial interests in attest 

clients, as long as the investment is not material in relation to the CPA’s net worth.

Individual in a position to infl uence the attest engagement (80) An individual who (a) evaluates the 

performance or recommends the compensation of the attest engagement partner; (b) directly supervises or 

manages the attest engagement partner, including all successively senior levels above that individual through 

the fi rm’s chief executive; (c) consults with the attest engagement team regarding technical or industry-

specifi c issues related to the attest engagement; or (d) participates in or oversees at all successively senior 

levels quality control activities, including internal monitoring, with respect to the specifi c attest engagement.

Interpretations (73) Guidelines issued by the AICPA for the scope and application of the Rules of 

Conduct.

Joint closely held investment (83) An investment in an entity or property by the member and the 

client (or the client’s offi cers or directors, or any owner who has the ability to exercise signifi cant 

infl uence over the client) that enables them to control (as defi ned by GAAP for consolidation purposes) 

the entity or property.

Key position (85) A position in which an individual has (a) primary responsibility for signifi cant 

accounting functions that support material components of the fi nancial statements; (b) primary 

responsibility for the preparation of the fi nancial statements; or (c) the ability to exercise infl uence over the 

contents of the fi nancial statements, including when the individual is a member of the board of directors, 

or similar governing body, chief executive offi cer, president, chief fi nancial offi cer, chief operating 

offi cer, general counsel, chief accounting offi cer, controller, director of internal audit, director of fi nancial 

reporting, treasurer, or any equivalent position.

Manager (81) A professional employee of the public accounting fi rm who has continuing 

responsibility for the planning and supervision of engagements for specifi ed clients.

Partner equivalent (80) A professional employee who is not a partner of the fi rm, but who has the 

ultimate responsibility for an attest engagement or has the authority to bind the CPA fi rm to conduct an 

attest engagement without partner approval. For example, assume a CPA fi rm employee is a manager 

who functions as a partner in that she has ultimate responsibility for several engagements—this 

employee is a partner equivalent.

Period of the professional engagement (81) A period that begins when a member either signs an 

initial engagement letter or other agreement to perform attest services or begins to perform an attest 
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 3–1. What is meant by the term ethical dilemma? Describe an ethical dilemma that you have faced.

 3–2. What are the two major types of constraints on decisions that involve ethical issues? Provide 

examples of each type.

 3–3. What is the basic purpose of a code of ethics for a profession?

 3–4. Describe the relationships among the AICPA Code of Professional Conduct’s principles, rules 

and interpretations.

 3–5. List the broad categories of threats to independence included in the AICPA Conceptual 
Framework for Independence Standards.

 3–6. How does the AICPA Code of Professional Conduct relate, if at all, to Statements on Auditing 
Standards?

 3–7. Explain how a CPA might have an indirect fi nancial interest in an audit client. Does the AICPA 

Code of Professional Conduct prohibit such interests?

 3–8. Bill Scott works as a manager in the Phoenix offi ce of an international public accounting fi rm. 

His father has just taken a position as a purchasing agent for one of the public accounting 

fi rm’s Phoenix clients. Has Bill’s independence been impaired with respect to this audit cli-

ent? Has the public accounting fi rm’s independence been impaired if Bill does not work on the 

audit?

 3–9. Three months ago, a national public accounting fi rm hired Greg Scott to work as a staff audi-

tor in its New York offi ce. Yesterday, Scott’s father was hired to be the chief fi nancial offi cer 

of one of the public accounting fi rm’s New York offi ce clients. Has the independence of the 

public accounting fi rm with respect to this client been impaired?

 3–10. Sara Kole, CPA, has been requested by the president of Noyes Company, a closely held cor-

poration and audit client, to cosign Noyes Company checks with the Noyes treasurer when 

the president is away on business trips. Would Kole violate the AICPA Code of Professional 
Conduct if she accepted this request? Explain.

 3–11. With respect to ethics, what are the responsibilities of the Public Company Accounting Over-

sight Board? What is the source of the Board’s authority?

Review 
Questions

engagement for a client, whichever is earlier. The period lasts for the entire duration of the professional 

relationship (which could cover many periods) and ends with the formal or informal notifi cation, by 

either the member or the client, of the termination of the professional relationship or by the issuance 

of a report, whichever is later. Accordingly, the period does not end with the issuance of a report and 

recommence with the beginning of the following year’s attest engagement.

Principles (73) The part of the AICPA Code of Professional Conduct that expresses the profession’s 

responsibilities to the public, clients, and colleagues and provides a framework for the Rules.

Privileged communication (95) A confi dential legally protected communication between a person making 

the communication and the person receiving it. For example, communications between clients and their 

lawyers. The rationale here is that clients should be able to communicate freely with their lawyers. Privileged 

communications are controversial because they exclude relevant facts from the truth-seeking process. While 

the AICPA Code of Professional Conduct creates a confi dential relationship between CPAs and their clients, 

CPAs do not in general have privileged communication, a legal concept, with their clients other than in in 

particular state court systems. CPAs do not have privileged communication in federal courts.

Profession (72) An activity that involves a responsibility to serve the public, has a complex body of 

knowledge, has standards for admission, and has a need for public confi dence.

Prospective fi nancial information (93) Presentations of future fi nancial position, results of 

operations, or cash fl ows. Such presentations are often referred to as fi nancial forecasts or projections.

Rules (73) A group of enforceable ethical standards included in the AICPA Code of Professional 
Conduct.

Safeguards (to independence) (77) Controls that mitigate or eliminate threats to independence. 

Safeguards range from partial to complete prohibitions of the threatening circumstance to procedures 

that counteract the potential infl uence of a threat.

Signifi cant infl uence (84) The criteria established in accounting standards to determine the ability 

of an investor to exercise signifi cant infl uence over another entity. In general, these criteria include an 

ownership interest of 20 percent or more of the entity.

Threats (to overall code compliance or independence) (76) Circumstances not directly addressed by the 

Code of Professional Conduct that could result in member non-compliance with the Code. The AICPA’s list 

of broad categories of threats include (1) adverse interest, (2) advocacy, (3) familiarity, (4) self-interest, 

(5) self-review, (6) undue infl uence, and, for those in public practice, (7) management participation.
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 3–12. Describe what is meant by the term “covered member.” 

 3–13. How do the rules for the audit of public versus nonpublic companies differ with respect to the 

independence of a CPA who performs routine accounting services for a client?

 3–14. Which rules of the AICPA Code of Professional Conduct recognize the PCAOB as a body 

authorized to issue technical standards? 

 3–15. Comment on the following: In performing a consulting engagement for a client, a CPA may 

perform any services that the client requests.

 3–16. Identify the circumstances under which a CPA may not perform professional services on a 

contingent fee basis.

 3–17. Jian Zhang is a CPA who often serves as an expert witness in court cases. Is it proper for Zhang 

to receive compensation in a damage suit based on the amount awarded to the plaintiff? Discuss.

 3–18. Sandy Schultz, CPA, has performed a consulting services job in which she made recommen-

dations which ultimately resulted in one of her audit clients purchasing a computer manufac-

tured by the AMZ Computer Corporation. Shortly thereafter, Ms. Schultz was surprised when 

she received a $1,000 unsolicited commission from AMZ Computer Corporation. Would 

acceptance of this commission violate the AICPA Code of Professional Conduct? Explain.

 3–19. Laura Clark, wife of Jon Clark, CPA, is a life insurance agent. May Jon Clark refer audit cli-

ents needing offi cer life insurance to Laura Clark or to another life insurance agent who will 

share a commission with Laura Clark? Explain.

 3–20. In what organizational forms may CPAs practice public accounting?

 3–21. Must a CPA maintain independence and an impartial mental attitude when preparing a client’s 

income tax return? Explain.

 3–22. The AICPA Code of Professional Conduct includes rules in various areas. Which of those 

rules apply to CPAs not in public practice, but in business or other positions (e.g., retired or 

unemployed)?

 3–23. In what circumstances are the various conceptual frameworks within the Code of Professional 
Conduct considered by accountants?

 3–24. In preparing a client’s income tax return, a CPA feels that certain expenses are unreasonably 

high and probably are overstated. Explain the CPA’s responsibilities in this situation.

 3–25. What board establishes international ethical standards for accountants? How do these stan-

dards compare to the AICPA Code of Professional Conduct?

 3–26. “Since internal auditors are employees, they have no ethical responsibilities to others beyond 

their employers.” Comment on this statement.

Questions 
Requiring 
Analysis

 3–27. Sally Adams is an audit manager for the fi rm of Jones & Smith, CPAs and is assigned to the 

audit of Libra Fashions, Inc. Near the middle of the audit, Sally was offered the job of Libra’s 

chief fi nancial offi cer.

 a. Discuss the implications of this offer assuming Libra is a nonpublic corporation.

 b. Discuss the implications of this offer assuming Libra is a public company.

 3–28. Roger Royce, CPA, has encountered a situation that he thinks may pose a threat to his indepen-

dence with respect to Watson, Inc., an audit client. The situation is not addressed by an indepen-

dence rule or regulation. Using the AICPA Conceptual Framework for Independence Standards, 
describe how Royce can determine whether the threat truly impairs his independence.

 3–29. Jenko Corp. is an audit client of the Phoenix offi ce of Williams and Co., CPAs. Williams and 

Co. has offi ces in Arizona, including ones in Phoenix, Tucson, and Tombstone. For purposes 

of independence, the AICPA requires that no “covered member” may have a direct or a mate-

rial indirect fi nancial interest in an audit client such as Jenko. Determine whether each of the 

following individuals is a covered member.

 a. Bill Jones is a partner in the Tucson offi ce of Williams. He does not work on the Jenko audit.

 b. Mary Adams is a fi rst-year staff assistant who works on the Jenko audit.

 c. Mary Anderson is a partner in the Phoenix offi ce of Williams. She does not work on the 

Jenko audit.

 d. Bill Jepson, a staff auditor who does not work on the audit, owns an immaterial amount of 

stock of Jenko Corp.

 e. Ken Sanders, a Tombstone offi ce partner, provides no services for the Jenko audit other than 

serving as a consultant to the attest team regarding industry-related issues specifi c to Jenko.

LO 3-5, 6
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 3–34. Multiple Choice Questions 

Select the best answer for each of the following. Explain the reasons for your selection.

 a. Which of the following is not a covered member for an attest engagement under the Inde-

pendence Rule of the AICPA Code of Professional Conduct?

 (1) An individual assigned to the attest engagement.

 (2) A partner in the offi ce of the partner in charge of the attest engagement.

 (3) A manager who is in charge of providing tax services to the attest client.

 (4) A partner in the national offi ce of the fi rm that performs marketing services.

 b. Which of the following is not prohibited by the AICPA Code of Professional Conduct?

 (1) Advertising in newspapers.

 (2) Payment of commission to obtain an audit client.

 (3) Acceptance of a contingent fee for a review of fi nancial statements.

 (4) Engaging in discriminatory employment practices.

 c. In which of the following situations would a public accounting fi rm have violated the 

AICPA Code of Professional Conduct in determining its fee?

 (1)  A fee is based on whether or not the public accounting fi rm’s audit report leads to the 

approval of the client’s application for bank fi nancing.

 (2) A fee is to be established at a later date by the Bankruptcy Court.

 (3)  A fee is based upon the nature of the engagement rather than upon the actual time 

spent on the engagement.

 (4) A fee is based on the fee charged by the client’s former auditors.

 d. A public accounting fi rm would least likely be considered in violation of the AICPA Inde-

pendence Rule in which of the following instances?

 (1)  A partner’s checking account, which is fully insured by the Federal Deposit Insurance 

Corporation, is held at a fi nancial institution for which the public accounting fi rm per-

forms attest services.

LO 3-5

LO 3-4

LO 3-4

LO 3-5

Objective 
Questions

 3–30. The fi rm of Williams, Kline & Chow, CPAs, is the auditor of Yuker Corporation, a nonpublic 

company. The president of Yuker, Karen Lester, has been putting pressure on Chee Chow, the 

audit partner, to accept a questionable accounting principle. She has even threatened to take 

steps to replace the CPA fi rm if he does not acquiesce. Does this situation impair the CPA 

fi rm’s independence? Explain your answer.

 3–31. Tracy Smith, CPA, is in charge of the audit of Olympic Fashions, Inc. Seven young members 

of the public accounting fi rm’s professional staff are working with Smith on this engagement, 

and several of the young auditors are avid skiers. Olympic Fashions owns two condominiums in 

Aspen, Colorado, which it uses primarily to entertain clients. The controller of Olympic Fashions 

has told Smith that she and any of her audit staff are welcome to use the condominiums at no 

charge any time that they are not already in use. How should Smith respond to this offer? Explain.

 3–32. Harris Fell, CPA and member of the AICPA, was engaged to audit the fi nancial statements 

of Wilson Corporation. Fell had half-completed the audit when he had a dispute with the 

management of Wilson Corporation and was discharged. Hal Compton, CPA, was promptly 

engaged to replace Fell. Wilson Corporation did not compensate Fell for his work to date; 

therefore, Fell refused to allow Wilson Corporation’s management to examine his working 

papers. Some of the working papers consisted of adjusting journal entries and supporting 

analysis. Wilson Corporation’s management had no other source for this information. Did Fell 

violate the AICPA Code of Professional Conduct? Explain fully.

 3–33. Ron Barber, CPA, is auditing the fi nancial statements of DGF, Inc., a publicly held company. 

During the course of the audit, Barber discovered that DGF has been making illegal bribes to 

foreign government offi cials to obtain business, and he reported the matter to senior manage-

ment and the board of directors of DGF.

 a. If management and the board of directors take appropriate remedial action, should Barber 

be required to report the matter outside the company?

 b. Describe Barber’s appropriate response if management and the board of directors fail to 

take appropriate remedial action.

LO 3-5
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 (2)  A manager of the fi rm donates services as vice president of a charitable organization 

that is an audit client of the fi rm.

 (3) An attest client owes the fi rm fees for this and last year’s annual engagements.

 (4) A covered member’s dependent son owns stock in an attest client.

 e. Which of the following is implied when a CPA signs the preparer’s declaration on a fed-

eral income tax return?

 (1) The return is not misleading based on all information of which the CPA has knowledge.

 (2) The return is prepared in accordance with generally accepted accounting principles.

 (3) The CPA has audited the return.

 (4) The CPA maintained an impartial mental attitude while preparing the return.

 f. The AICPA Code of Professional Conduct states that a CPA shall not disclose any confi -

dential information obtained in the course of a professional engagement except with the 

consent of the client. This rule may preclude a CPA from responding to an inquiry made by:

 (1) An investigative body of a state CPA society.

 (2) The trial board of the AICPA.

 (3) A CPA-shareholder of the client corporation.

 (4) An AICPA quality review body.

 g. Which of the following is most likely to be a violation of the AICPA rules of conduct by 

Bill Jones, a sole practitioner with no other employees?

 (1)  Jones performs consulting services for a percentage of the client’s savings; these are 

the only services provided for the client.

 (2) Jones names his fi rm Jones and Smith, CPAs.

 (3)  Jones advertises the services he provides in an Internet set of telephone “yellow 

pages.”

 (4)  Jones, without client consent, makes available working papers for purposes of a peer 

review of his practice.

 h. Bill Adams, CPA, accepted the audit engagement of Kelly Company. During the audit, 

Adams became aware of his lack of competence required for the engagement. What should 

Adams do?

 (1) Disclaim an opinion.

 (2) Issue an adverse opinion.

 (3) Suggest that Kelly Company engage another CPA to perform the audit.

 (4) Rely on the competence of client personnel.

 i. Which of the following nonattest services may be performed by the auditors of a public 

company?

 (1) Internal audit outsourcing.

 (2) Tax planning for all company offi cers.

 (3) Bookkeeping services.

 (4) Preparation of the company’s tax return.

 j. In providing nonattest services to an attest client, a CPA is allowed to perform which of the 

following functions?

 (1) Maintaining custody of the client’s securities.

 (2) Training client employees.

 (3) Supervising client employees.

 (4) Acting as the third approver of large client expenditures.

 k. The Compliance with Standards Rule requires CPAs to adhere to all of the following 

applicable standards, except:

 (1) Statements on Standards for Consulting Services.

 (2) Statements on Auditing Standards.

 (3) Statements on Standards for Attestation Engagements.

 (4) Statements on Responsibilities for Assurance Services.

LO 3-4
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 l. Which of the following provisions is not included in The Institute of Internal Auditors 

Code of Ethics?

 (1) Performance of work with honesty, diligence, and responsibility.

 (2)  Prudence in the use and protection of information acquired in the course of their 

duties.

 (3) Use of appropriate sampling methods to select areas for audit.

 (4) Continual improvement in profi ciency and effectiveness and the quality of services 

provided.

(AICPA, adapted)

 3–35. Simulation

The fi rm of Wilson and Wiener (WW), CPAs, has had requests from a number of clients and 

prospective clients to perform various types of services. Please reply as to whether the appro-

priate independence rules (AICPA and/or PCAOB) allow the following engagements using 

the following key:

A—Allowable, given these facts.

N—Not allowable, given these facts.

  (If both AICPA and PCAOB rules apply and one of them does not allow the services, answer N.)

LO 3-7

LO 3-4, 6

Case Request

Public or 
Nonpublic 
Client

Allowable (A) or 
Not Allowable (N)?

 a. Provide internal audit outsourcing, as well as 
 perform the audit

Public

 b. Prepare the corporate tax return, as well as  perform 
the audit

Public

 c. Prepare the corporate tax return, as well as  perform 
the audit

Nonpublic

 d. Provide bookkeeping services, as well as perform 
the audit; WW will not determine journal entries, 
authorize transactions, or prepare or modify source 
documents

Nonpublic

 e. Provide fi nancial information systems design and 
implementation assistance; WW provides no attest 
services for that company

Public

 f. Serve on the board of directors of the company; 
WW provides no attest services for the company

Public

 g. Implement an off-the-shelf accounting package, as 
well as perform the audit

Nonpublic

 h. Provide actuarial services related to certain liabilities, 
as well as perform the audit; the subjectively 
determined liabilities relate to a material portion of 
the fi nancial statements

Nonpublic

 i. Provide actuarial services related to certain liabilities, 
as well as perform the audit; the subjectively 
determined liabilities relate to a material portion of 
the fi nancial statements

Public

 j. Provide tax planning services for corporate 
executives of an audit client (not for the company)

Public

 3–36. Donald Westerman is president of Westerman Corporation, a nonpublic manufacturer of kitchen 

cabinets. He has been approached by Darlene Zabish, a partner with Zabish and Co., CPAs, 

who suggests that her fi rm can design a payroll system for Westerman that will either save his 

corporation money or be free. More specifi cally, Ms. Zabish proposes to design a payroll system 

for Westerman on a contingent fee basis. She suggests that her fi rm’s fee will be 25 percent of 

the savings in payroll for each of the next four years. After four years Westerman will be able 

to keep all future savings. Westerman Corporation’s payroll system costs currently are approxi-

mately $200,000 annually, and the corporation has not previously been a client of Zabish.

LO 3-4
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Westerman discussed this offer with his current CPA, Bill Zabrinski, whose fi rm annually 

audits Westerman Corporation’s fi nancial statements. Zabrinski states that this is a relatively 

simple task and that he would be willing to provide the service for $30,000.

 a. Would Zabish violate the AICPA Code of Professional Conduct by performing the 

engagement?

 b. Would Zabrinski violate the AICPA Code of Professional Conduct by performing the 

engagement?

 c. Now assume that Westerman has indicated to Zabrinski that he is leaning toward accepting 

Zabish’s offer. Zabrinski then offers to provide the service for 15 percent of Westerman’s 

savings for the next three years. Would performing the engagement in accordance with the 

terms of this offer violate the AICPA Code of Professional Conduct?

 d. Now go back to the original information (do not consider Zabrinski’s 15 percent offer in 

part c). If Westerman Corporation was a public company (“an issuer”), would Zabish vio-

late PCAOB standards by performing the engagement?

 e. Now go back to the original information (do not consider Zabrinski’s 15 percent offer in 

part c). If Westerman Corporation was a public company (“an issuer”), would Zabrinski 

violate PCAOB standards by performing the engagment?

 3–37. The fi rm of McGraw and West, CPAs, has two offi ces, one in Phoenix and one in San Diego. 

The fi rm has audited the Cameron Corporation out of its Phoenix offi ce for the past fi ve years. 

For each of the following independent cases, which occurred during the year under audit, indi-

cate whether the independence of either (a) the CPA involved or (b) the fi rm would be impaired.

 a. Mary McGraw, a partner in the San Diego offi ce, fell wildly in love with Bill Smith, the 

treasurer for Cameron Corporation. They were married in Las Vegas. During the week, 

McGraw still lives in San Diego and works in that offi ce, while Bill Smith lives in Phoe-

nix, working for Cameron. On weekends they commute to their home in Yuma. Mary does 

not participate in the engagement.

 b. Jim West is the father of Will West, a Phoenix partner. Jim West has a material investment 

in Cameron. Will West is unaware of his father’s investment, but does participate in the 

engagement.

 c. Bill Johnson, a senior in the San Diego offi ce, has a material investment in the capital 

stock of Cameron. He does not participate in the engagement.

 d. Sandra Steversen, a staff assistant in the Phoenix offi ce, works on the Cameron audit. Her 

uncle works as the chief accounting offi cer for Cameron.

 e. Bill Adams, a senior in the Phoenix offi ce, does not work on the Cameron audit, but owns 

9 percent of Cameron’s outstanding equity (common stock).

 3–38. The fi rm of Harwood & Toole, CPAs, has been the auditor and tax return preparer for Tucker, 

Inc., a nonpublic company, for several years. In the current year, the management of Tucker 

discharged Harwood & Toole from the audit and tax engagement because of a disagreement 

over a tax matter. Management of Tucker has not paid Harwood & Toole any of the current 

year’s audit and tax fees. Another CPA fi rm has been hired and management of Tucker has 

requested that Harwood & Toole provide the following items:

 a. Accounting records of Tucker, Inc., in the possession of Harwood & Toole.

 b. Copies of adjusting entries prepared by the staff of Harwood & Toole.

 c. A copy of Tucker’s partially completed tax return prepared by the staff of Harwood & Toole.

 d. Copies of Harwood & Toole’s audit working papers from prior engagements.

 e. Several consolidating entries prepared by Tucker, Inc., and reviewed by Harwood & Toole.

Indicate which of the items must be provided to management of Tucker by Harwood & Toole.

 3–39. James Daleiden, CPA, is interested in expanding his practice through acquisition of new cli-

ents. For each of the following independent cases, indicate whether Daleiden would violate 

the AICPA Code of Professional Conduct by engaging in the suggested practice and explain 

why. If more information is needed to arrive at a fi nal determination, indicate the nature of 

such information.

 a. Daleiden wishes to form a professional corporation and use the name “AAAAAAAA the 

CPAs,” to obtain the fi rst ad in the yellow pages of the telephone book.

 b. Daleiden wishes to prepare a one-page fl yer which he will have his son stuff on the wind-

shields of each car at the Pleasant Valley shopping mall. The fl yer will outline the services 

Required:
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provided by Daleiden’s fi rm and will include a $50-off coupon for services provided on 

the fi rst visit.

 c. Daleiden has a thorough knowledge of the tax law. He has a number of acquaintances who 

prepare their own tax returns. He proposes to offer to review these returns before they are 

fi led with the Internal Revenue Service. For this review, he will charge no fee unless he is 

able to identify legal tax savings opportunities. He proposes to charge each individual one-

third of the tax savings he is able to identify.

 d. Daleiden and his associates audit a number of municipalities. He proposes to contact other 

CPAs and inform them of his interest in obtaining more of these types of audits. He offers 

a $500 “fi nder’s fee” to CPAs who forward business to him.

 e. Daleiden wishes to advertise that if he is hired to perform the audit, he will discount his 

fees on tax services (he does intend to grant a discount).

 3–40. The fi rm of Bell & Greer, CPAs, has been asked to perform attest services for Trek Corpo-

ration (a nonpublic company) for the year ended December 31, Year 5. Bell & Greer has 

two offi ces: one in Los Angeles and the other in Newport Beach. Trek Corporation would be 

audited by the Los Angeles offi ce. For each of the following cases, indicate whether Bell and 

Greer’s independence is defi nitely impaired. If it is not defi nitely impaired, but might be under 

some circumstances, discuss those circumstances.

 a. A partner in the Los Angeles offi ce of Bell & Greer has been a long-time personal friend 

of the chief executive offi cer of Trek Corporation.

 b. The former controller of Trek Corporation became a partner in the Newport Beach 

offi ce of Bell & Greer on March 15, Year 5, resigning from Trek Corporation on that date.

 c. A manager in the Newport Beach offi ce of Bell & Greer is the son of the treasurer of Trek 

Corporation.

 d. A partner in the Los Angeles offi ce of Bell & Greer jointly owns a cattle ranch in  Montana 

with one of the directors of Trek Corporation. The value of the investment is material to 

both parties.

 e. Trek Corporation has not yet paid Bell & Greer for professional services rendered in Year 

4. This fee is substantial in amount and is now 15 months past due.

 3–41. The fi rm of Schilling & Co., CPAs, has offi ces in Chicago and Green Bay, Wisconsin.  Gillington 

Company, which has 1 million shares of outstanding stock, is audited by the  Chicago offi ce of 

Schilling; Welco of the Chicago offi ce is the partner in charge of the audit. For each of the fol-

lowing circumstances, indicate whether the public accounting fi rm’s independence is impaired 

with respect to Gillington Company.

 a. Johnson, a partner in the Chicago offi ce, owns 100 shares of the stock of Gillington. He 

has no responsibilities with respect to the Gillington audit.

 b. Gizmo, a partner in the Green Bay offi ce, owns 600 shares of the stock of Gillington. He 

has no responsibilities with respect to the Gillington audit.

 c. Masterson is a staff assistant in the Green Bay offi ce and owns 10 percent of Gillington’s 

outstanding common stock. Masterson provides no services to Gillington and is not able to 

infl uence the engagement.

 d. Schilling, the partner in charge of the entire fi rm, works in the Green Bay offi ce. He owns 

100 shares of Gillington stock (market value $2 per share), but provides no services on the 

engagement.

 e. Gorman is a staff assistant on the audit. Gorman’s mother owns shares of Gillington that 

are material to her net worth and of which Gorman has knowledge.

 3–42. Simulation

Gloria and Deloria, CPAs, have recently started their public accounting fi rm and intend to 

provide attestation and a variety of consulting services for their clients, which are all nonpub-

lic. Both Ms. Gloria and Mr. Deloria have particular expertise in designing payroll and other 

disbursement systems. Ms. Gloria is concerned about whether any of the following services 

would impair their audit independence.

 a. For each of the services in the accompanying table provide a judgment as to whether 

providing the service would impair attest independence. In all 12 situations, assume that 

management has designated a management-level individual to be responsible for oversee-

ing the CPA’s services and has established appropriate internal control. Also assume that 

the client is privately held and does not report to the SEC.

LO 3-5
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 b. Now assume that the 12 services are being contemplated for nonattest clients. Which of the 

services does the AICPA Code of Professional Conduct prohibit under this assumption?

Situation 
Number Service Description

Independence 
Impaired (Yes, No, 

Indeterminate)

Additional Information 
Needed for 

“Indeterminate” Replies

1 Customize and implement a prepackaged payroll system.

2 Manage the portion of a client’s local area network 
 system related to payroll.

3 Using payroll time records approved by management, 
generate unsigned payroll checks on a continuing basis 
for the client; the client signs the checks.

4 Prepare the payroll tax return form and sign it on behalf 
of management.

5 Approve employee time cards.

6 Accept responsibility to sign checks, but only in 
 emergency situations.

7 Monitor employee time cards and make changes when 
errors are detected.

8 Post client-approved entries to client’s trial balance.

9 Provide all the initial training and instruction to client 
employees on a newly implemented payroll information 
and control system.

10 Screen candidates and recommend the most highly 
qualifi ed candidate to serve as treasurer for the client.

11 Supervise client personnel in the daily operation of the 
payroll system.

12 Present payroll business risk considerations to the board 
of directors on behalf of management.

All applicable problems are available with McGraw-Hill’s Connect® Accounting.Problems
 3–43. Gary Watson, a graduating business student at a small college, is currently interviewing for 

a job. Gary was invited by both Tilly Manufacturing Co. and Watson Supply Company to 

travel to a nearby city for an interview. Both companies have offered to pay Gary’s expenses. 

His total expenses for the trip were $96 for mileage on his car and $45 for meals. As he pre-

pares the letters requesting reimbursement, he is considering asking for the total amount of 

the expenses from both employers. His rationale is that if he had taken separate trips, each 

employer would have had to pay that amount.

 a. Who are the parties that are directly affected by this ethical dilemma?

 b. Are the other students at the college potentially affected by Gary’s decision? Explain.

 c. Are the professors at the college potentially affected by Gary’s decision? Explain.

 d. What would you do in this situation?

 e. What would you do if both companies mailed you $141 for your expenses with no action 

on your part?

 3–44. Roland Company, a retail store, has utilized your services as independent auditor for several 

years. During the current year, the company opened a new store, and in the course of your 

annual audit, you verify the cost of the fi xtures installed in the new store by examining pur-

chase orders, invoices, and other documents. This audit brings to light an understated invoice 

nearly a year old in which a clerical error by the supplier, Western Showcase, Inc., caused the 

total of the invoice to read $28,893.62 when it should have read $82,893.62. The invoice was 

paid immediately upon receipt without any notice of the error, and subsequent statements and 

correspondence from Western Showcase, Inc., showed that the account with Roland Company 

had been paid in full. Assume that the amount in question is material in relation to the fi nan-

cial position of both companies.

LO 3-1
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 3–47. 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.

LO 3-6

Required:

In-Class
Team
Cases

 a. What action should you take in this situation?

 b. If the client should decline to take any action in the matter, would you insist that the 

unpaid amount of $54,000 be included in the liabilities shown on the balance sheet as a 

condition necessary to your issuance of an unqualifi ed audit report?

 c. Assuming that you were later retained to make an audit of Western Showcase, Inc., would 

you utilize the information gained in your audit of Roland Company to initiate a reopening 

of the account with that company?

 3–45. Thomas Gilbert and Susan Bradley formed a professional corporation called “Financial Ser-

vices Inc.—A Professional Corporation,” each taking 50 percent of the authorized common 

stock. Gilbert is a CPA and a member of the AICPA. Bradley is a CPCU (Chartered Property 

Casualty Underwriter). The corporation performs auditing and tax services under Gilbert’s 

direction and insurance services under Bradley’s supervision.

One of the corporation’s fi rst audit clients was Grandtime Company. Grandtime had total 

assets of $600,000 and total liabilities of $270,000. In the course of his examination, Gilbert 

found that Grandtime’s building with a carrying value of $240,000 was pledged as collateral 

for a 10-year term note in the amount of $200,000. The client’s fi nancial statements did not 

mention that the building was pledged as collateral for the 10-year term note. However, as the 

failure to disclose the lien did not affect either the value of the assets or the amount of the lia-

bilities, and his examination was satisfactory in all other respects, Gilbert rendered an unmod-

ifi ed opinion on Grandtime’s fi nancial statements. About two months after the date  of his 

opinion, Gilbert learned that an insurance company was planning to loan Grandtime $150,000 

in the form of a fi rst-mortgage note on the building. Realizing that the insurance company was 

unaware of the existing lien on the building, Gilbert had Bradley notify the insurance com-

pany of the fact that Grandtime’s building was pledged as collateral for a term note.

Shortly after the events described above, Gilbert was charged with several violations of 

professional ethics.

Identify and discuss at least four ethical implications of those acts by Gilbert that were in 

violation of the AICPA Code of Professional Conduct.

 3–46. This problem requires access to the AICPA Code of Professional Conduct at: pub.aicpa.org/

codeofconduct.

Sandra Singer is the partner in charge of the Minneapolis offi ce of Wellsley and Associates, 

CPAs. Sandra asked you to research several issues related to Aweb, a potential new audit client.

Research each of the following situations and resolve each to the extent possible. Provide the 

Rule of the Code of Professional Conduct (Code) involved as well as section numbers of the 

Code which address the issue and your resolution of the issue–you need not consider the con-

ceptual frameworks. Briefl y summarize your fi ndings.

a. Alvin Adams, a partner in Minneapolis owns 100 shares of Aweb stock. The investment is 

immaterial to Alvin and he will not work on the engagement. If Adams retains his invest-

ment, does it impair the fi rm’s independence?

b. Carla Clark is a manager in the Duluth offi ce; her father works as a sales agent for Aweb.  

Carla will not work on the engagement. Does the Code allow Wellesley and Associates to 

audit Aweb if father and daughter retain their positions?

c. If the fi rm obtains this engagement, can Sandra publicly disclose the fact that the fi rm 

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?
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Research
and Discussion 
Case

 3–49. The International Bank of Commerce (IBC) is an audit client of your public accounting fi rm. 

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

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

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

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

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

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

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

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

the situation. The chairman of the audit committee thanked you cordially, but the committee 

took no action to investigate the activities or prevent their occurrence in the future.

 a. Describe the consequences if you immediately communicated these matters directly to the 

SEC.

 b. Describe your appropriate course of action in this situation.

 c. Present arguments for and against requiring auditors to report illegal acts directly to regu-

latory agencies.

Supplementary References
AICPA Code of Professional Conduct, Independence Rule (Section 1.200) pub.aicpa.org/

codeofconduct. 

AICPA Code of Professional Conduct, Confi dential Client Information Rule (Section 1.700) 

pub.aicpa.org/codeofconduct. 

AICPA AU-C 250, Consideration of Laws and Regulations in an Audit of Financial Statements, 
PCAOB 317.

LO 3-4
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 3–48. You are the Partner-in-Charge of a large metropolitan offi ce of a regional public accounting 

fi rm. Two members of your professional staff have come to you to discuss problems that may 

affect the fi rm’s independence. Neither of these situations has been specifi cally 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 fi rm.

  Case 1: Don Moore, a partner in the fi rm, has recently moved into a condominium which 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 offi ce of the public 

accounting fi rm. 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 fi rm, has recently separated from her hus-

band. Mary has fi led for divorce, but the divorce cannot become fi nal for at least fi ve 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 offi ce in which Mary works.

  For each case, you are to:

 a. Set forth arguments indicating that the fi rm’s independence has not been impaired.

 b. Set forth arguments indicating that the fi rm’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 fi rm’s independence has been impaired, 

make suggestions about how the problem might be resolved.

LO 3-5
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LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 4-1 Describe the types of 
CPA liability.

 LO 4-2 Distinguish between 
CPAs’ liability under 
common law and under 
statutory law.

 LO 4-3 Explain the proof 
requirements for clients 
and third parties seek-
ing recovery from CPAs 
under common law and 
the defenses available 
to CPAs.

 LO 4-4 Explain the proof 
requirements for plain-
tiffs under statutory law 
and the defenses avail-
able to the auditors.

 LO 4-5 Compare the require-
ments for CPA liability 
under the Securities 
Act of 1933 with those 
under the Securities 
Exchange Act of 1934.

 LO 4-6 Describe CPA legal liabil-
ity for accounting and 
review services.

4Legal Liability of CPAs

In this era of litigation, investors and creditors who suffer fi nancial losses and experi-

ence market downturns are likely to fi nd certifi ed public accountants (CPAs), as well 

as attorneys and corporate directors, tempting targets for recovery through suits that 

allege professional “malpractice.” Because of this situation, CPAs should approach 

every engagement with the prospect that they may be required to defend their work in 

court. Even if the court fi nds in favor of the CPAs, the costs of defending a legal action 

can be astronomical. As a result of the number of lawsuits and the cost of defending 

them, the price of professional liability insurance is high.

Costs are not the only concern in this area; lawsuits damage a professional’s repu-

tation. In extreme cases, the CPAs may even be tried criminally for certain types of 

conduct or omissions during an audit. Everyone who is considering a career in public 

accounting should be aware of the potential legal liability inherent in the practice of 

accounting.

The Scope of CPA Liability

The sheer number of parties suffering signifi cant losses due 

at least partially to the use of information on which CPAs 

have reported creates a situation in which potential liability 

may exceed that of other professionals such as physicians. If a physician or an attorney 

is negligent, the injured party is usually limited to the professional’s patient or client. 

If CPAs are negligent in expressing an opinion on fi nancial statements, millions of 

investors as well as fi rm creditors may sustain losses.

Amounts in excess of $300 million have been awarded to parties as a result of litiga-

tion against public accounting fi rms. Although public accounting fi rms often maintain 

professional liability insurance for such losses, the amounts awarded to plaintiffs have 

sometimes exceeded the limits of the public accounting fi rms’ professional liability 

insurance. Such awards potentially may require further payments by the fi rm itself, 

personnel who worked on the engagement, and certain other partners.

Any large public accounting fi rm that performs thousands of 

audits will, at one time or another, fi nd that it has issued an 

unmodifi ed report on fi nancial statements that, in hindsight, 

appear to be misleading in some respect. In some circumstances, CPA liability may 

be relatively obvious. In others, it may not be obvious whether the situation is due 

to inadequate performance or other factors. To illustrate, consider the audit of the 

fi nancial statements of a computer manufacturer and, more specifi cally, the allowance 

for estimated warranty costs included therein. The estimate made in February, when 

the fi nancial statements are issued, may seriously understate the subsequent actual 

costs incurred if a large number of computers are returned because of a manufacturing 

defect. Investors who have sustained large losses may attempt to recover those losses, 

regardless of whether they believe the CPAs are at fault. Thus, if the cost of bringing 

suit against a company’s CPAs is relatively low and offers even a chance of recovery, 

the injured parties may initiate legal action.

Litigation Placed 
in Perspective

Describe the types of CPA liability.

LO 4-1



114 Chapter Four

CPAs must recognize occasional allegations of misconduct as a fact of life. Some of 

the lawsuits brought against CPAs will be frivolous—often simple attempts by  plaintiffs
to recover their losses. Others will have a basis in fact—perhaps judgmental errors were 

made by the CPAs during the engagement. No matter how careful CPAs are, any public 

accounting fi rm may fi nd itself a defendant in litigation.

In the United States, CPAs have both common law liability and statutory law liabil-

ity. Common law liability develops through case decisions generally arising due to breach 

of contract, negligence, and fraud. Statutory liability develops when a governmental unit 

(e.g., a state or the federal government) passes laws and regulations that either implicitly 

or explicitly impose potential liability upon CPAs.

The standards for recovery as well as individuals afforded remedies vary by source or 

“theory” of liability. These theories are explained briefl y in the following overview and 

then discussed in detail in the remaining sections of the chapter.

 1. Contract. CPAs enter into a contract with their client (ordinarily through the engage-

ment letter) and agree to provide services. The potential for liability occurs when there 

is a breach of contract and when damages result due to a failure of one or both 

parties to a contract to perform in accordance with the contract’s provisions.1 A public 

accounting fi rm might be sued by the client for breach of contract, for example, if the 

fi rm has failed to perform the engagement in accordance with the engagement letter 

and the client has suffered resulting damages.

 2. Negligence. Both clients and third parties sue CPAs for the tort2 of negligence. 

 Negligence, also referred to as ordinary or simple negligence, is a violation of a legal 

duty to exercise a degree of care that an ordinary prudent person would exercise under 

similar circumstances. For the CPA, negligence is failure to perform a duty in accor-

dance with applicable standards. For practical purposes, negligence may be viewed as 

“failure to exercise due professional care.”

Gross negligence is the lack of even slight care, indicative of a reckless disregard 

for one’s professional responsibilities. Substantial failures on the part of an auditor 

to comply with generally accepted auditing standards might be interpreted as gross 

negligence. As discussed in detail later in this chapter, the question of whether third 

parties must prove a CPA guilty of gross negligence (rather than ordinary negligence) 

to recover losses revolves in part around jurisdictional differences in interpretation of 

the common law.

Sources of CPA 
Liability

Distinguish between CPAs’ liabil-

ity under common law and under 

statutory law.

LO 4-2

1 Breach of contract liability is based on failure to carry out a duty created in the contract.
2 Legally, a tort is a wrongful act, injury, or damage (not involving breach of contract) for which a 
civil action can be brought.

Sources at the Accountants’ 
Coalition, a Washington 
lobbying group, have con-

fi rmed that during some recent years CPAs have spent 
approximately 20 percent of their revenues from audit 
and accounting services on litigation costs and settlements. 
A vice president of a major insurance company stated in 
The Wall Street Journal that his company is no longer will-
ing to insure accounting fi rms for liability. The company 

continues to insure engineers, architects, attorneys, phy-
sicians, and surgeons. “The risks aren’t as great,” the vice 
president observed. Even when a claim is litigated success-
fully, the costs can be high. The chair of an international 
public accounting fi rm described a lawsuit against his fi rm 
for an audit with fees of approximately $20,000. Although 
the fi rm successfully defended itself in the case that went 
to trial, the cost of the fi rm’s defense was approximately 
$6 million.

Illustrative Case Litigation
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 3. Fraud. Fraud is defi ned as misrepresentation by a person of a material fact, known 

by that person to be untrue or made with reckless indifference as to whether the fact is 

true, with the intention of deceiving the other party and with the result that the other 

party is injured. The Integrity and Objectivity Rule of the AICPA Code of Profes-
sional Conduct (discussed in Chapter 3) states that a member of the AICPA shall not 

knowingly misrepresent facts. The CPAs found to have violated this provision of the 

rule might be sued for fraud by the client or another injured party.

Constructive fraud differs from fraud as defi ned above in that constructive fraud 

does not involve a misrepresentation with intent to deceive. Gross negligence on the 

part of an auditor has been interpreted by the courts as constructive fraud.

 4. Statutory liability. CPAs have statutory liability under both the federal securities laws 

and state securities laws, often called “blue sky” laws. The Securities Act of 1933, 

which applies to initial stock offerings, imposes liability on CPAs for their audit work 

relating to fi nancial statements used to register the securities for sale. The Securi-

ties Exchange Act of 1934 imposes liability on CPAs for their work on the fi nancial 

statements included with a company’s ongoing reports to the Securities and Exchange 

Commission. The standards for liability differ under these statutes, but each provides 

a means for recovery against the CPAs by investors.

Sources of liability for CPAs also include criminal statutes and the Racketeer Infl u-

enced Corrupt Organizations (RICO) Act (discussed later in the chapter).

An injured party, the plaintiff, may elect to bring suit against CPAs under common 

law, any applicable statute law, or both. As one might expect, plaintiffs usually select 

the theory or theories that have the best prospects for success. Since the federal securi-

ties acts allow class action lawsuits, in which an entire class of investors becomes the 

plaintiff in a single legal action, and hold CPAs auditing fi nancial statements to very 

strict standards, most lawsuits against auditors by stockholders or bondholders of pub-

licly owned corporations allege violations of these federal statutes.

CPA liability may arise from improper performance on any type of engagement—

audit, other attest, tax, accounting services, or consulting services. However, CPAs are 

not liable to any party if they can prove that they performed their services with due pro-
fessional care. Exercising due professional care is a complete defense against any charge 

of improper conduct. However, CPAs do face the disadvantage that investors, juries, and 

judges view their conduct knowing the outcome of the investment and the company’s 

fate. Such hindsight may work against the CPAs. Often the issue comes down to the 

simple question of whether the CPAs should have known or seen the problems that were 

evolving.

CPAs’ Liability to Their Clients under Common Law

When CPAs take on any type of engagement, they are obliged by their contract with 

the client—generally the engagement letter—to exercise due professional care. This 

obligation exists whether or not it is specifi cally set forth in the contract with the client. 

The “client” is ordinarily the company itself,3 as contrasted to the shareholders. But the 

contract obligations are important because they may provide the client and third parties 

additional recovery rights. If the CPAs fail to perform according to the terms of the 

contract, the CPAs have liability to clients through the common law theory of breach of 

contract.

Explain the proof requirements 

for clients and third parties seek-

ing recovery from CPAs under 

common law and the defenses 

available to CPAs.

LO 4-3

3 The client’s rights in some circumstances may be assigned to others. The right of  subrogation 
allows insurers who pay the insured for a loss any right of action that the insured had. For 
example, if a fi delity bonding company pays the CPAs’ client for a loss due to employee theft, the  
 fi delity bonding company would have the same recovery rights against the CPAs as did the client. 
Also, a bankruptcy trustee or receiver of a company that has failed will ordinarily have the 
client’s rights.
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If, however, the work is completed according to the terms of the contract, but the 

work has errors or falls short of professional standards, the CPAs’ client would have tort 

action for negligence against the CPAs. In many cases, the client would have both types 

of recovery theories available for use against the CPAs.

Although legal differences exist between breach of contract and tort actions, in gen-

eral, to establish CPA liability, a client must prove the following elements:

 1. Duty. The CPAs accepted a duty of due professional care to exercise skill, prudence, 

and diligence.4

 2. Breach of duty. The CPAs breached their duty of due professional care through negli-

gent performance.

 3. Losses (damages). The client suffered losses.

 4. Causation (proximate cause). The damages were caused by the CPAs’ negligent 

performance.

The auditors’ duty is defi ned by generally accepted auditing standards, the engagement 

letter, and legal considerations. In a breach of contract action, the client establishes that 

the CPAs’ duty was breached by showing either that the auditors did not perform the 

obligations listed in the engagement letter or that the performance did not meet profes-

sional standards. For example, the CPAs may be sued for not performing the contractual 

obligations when, through no fault of the client, the audit was not completed by some 

agreed-upon time. Alternatively, a lawsuit arguing that the audit did not meet profes-

sional standards may be based upon the CPAs’ failure to detect a fraud perpetrated by a 

client employee. In this second example, the key factor in determining whether the CPAs 

are liable is not just whether the CPAs failed to uncover fraud, but whether this failure 

stems from the CPAs’ negligence.

Regardless of the type of engagement involved, the CPAs must perform the contract 

according to its terms and the performance of the work under the contract must meet 

applicable professional standards.

In Chapter 2, we discussed the auditors’ responsibility for detecting misstatements due 

to errors and fraud. Auditors must design their audits to obtain reasonable assurance
of detecting misstatements due to errors and fraud that are material to the fi nancial state-

ments. In doing so, they must exercise due care and professional skepticism in planning, 

performing, and evaluating the results of audit procedures.

These requirements do not imply that auditors were negligent whenever misstatements 

due to errors or fraud are later found to exist in audited fi nancial statements. An audit has 

certain limitations; it does not involve a complete and detailed examination of all records 

and transactions. To do so would entail a prohibitive cost, which would certainly not be 

The Elements of 
Duty and Breach 
of Duty

4 This element is often relatively easy to prove since by accepting an engagement the CPAs assume 
a responsibility to exercise due care.

Liability for negligent perfor-
mance is not limited to the 
area of auditing. Several large 

international public accounting fi rms have been sued by cli-
ents for allegedly performing negligent consulting services 

related to the installation of sophisticated enterprise-wide 
computer systems for those clients. Untimely installation may 
be considered to be a breach of contract terms, and  failure 
to perform adequate testing of the systems may constitute a 
failure to comply with professional standards.

Illustrative Case Liability for Nonattest 
Engagements
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warranted under ordinary business conditions. There can never be absolute assurance that 

errors or fraud do not exist among the transactions not included in the CPAs’ tests. Also, 

the possibility exists that the documents have been so skillfully forged, or some other 

fraud has been so expertly concealed, that the application of normal auditing techniques 

would not reveal the fraud. When a public accounting fi rm’s audit has been performed 
in accordance with generally accepted auditing standards, the fi rm has not breached its 

duty and should not be held liable for failure to detect the existence of errors or fraud.

A plaintiff’s losses, or damages, are dependent upon the nature of the engagement performed 

by the CPAs. On a fi nancial statement audit, they may include losses by the client from 

embezzlement. On a tax engagement, they may include tax penalties or extra taxes paid.

Causation exists when damage to another is directly attributable to a wrongdoer’s act. 

Even though a public accounting fi rm might have been negligent in rendering services, 

it will not be liable for the plaintiff’s loss if its negligence was not the cause of the loss. 

The auditors’ primary defense to litigation brought for breach of contract or negligence is 

ordinarily to show that the audit was performed with due professional care and that there 

was no negligence in the performance of the contract and professional duties.

An additional possible defense for the auditors is that the loss is due to other causes. 

The auditors might be able to show that, regardless of whether negligence was involved, 

the negligence alleged by the client was not the proximate cause of the client’s loss. 

Demonstrating the client’s contributory negligence is one means of showing that 

the auditors’ negligence was not the cause (or sole cause) of the client’s loss. In jurisdic-

tions (e.g., states) that follow pure contributory negligence doctrines, the auditors may 

entirely eliminate their liability to the client by establishing the defense of contributory 

negligence by the client. However, very few states follow the doctrine of contributory 

negligence.

Many states rely on the concept of comparative negligence. Comparative negli-

gence permits juries to examine the issue of causation and assess a percentage fi gure of 

fault to the CPAs, any other defendants, and the client. This system permits the allocation 

of damages among the parties based on the extent to which each is at fault. For example, 

a jury might determine that the CPAs were 50 percent at fault for the losses resulting from 

a failure to detect an employee embezzlement scheme, that management consultants were 

30 percent responsible, and that client management was 20 percent responsible. The client 

The Element of 
Losses (Damages)

The Element 
of Causation 
(Proximate Cause)

In Cenco, Inc. v. Seidman & 
Seidman (1982) the court 
clarifi ed the auditors’ liabil-

ity to the corporation when prior management has been 
engaged in improper activities.

Several former top managers of Cenco had engaged in 
a massive fraudulent scheme to infl ate the corporation’s 
inventories. However, seven of nine members of the board 
of directors were not involved in the fraud, although there 
was evidence that they were negligent in allowing the 
fraud to go undetected.

When the fraud was discovered, the stockholders sued 
the corporation, its corrupt managers, and Seidman & 

Seidman, the corporation’s auditors. The corporation then 
fi led a cross-complaint against Seidman, and Seidman 
responded with a contributory negligence defense. Seid-
man settled the class action suit by the stockholders before 
it went to the jury. In the cross-complaint by the corpora-
tion, the jury found that Seidman was not liable for breach 
of contract, negligence, or fraud. In upholding the decision, 
the U.S. Court of Appeals for the Seventh Circuit indicated 
it was appropriate to impute the actions of corrupt man-
agement to the corporation. Thus, the corporation was a 
party to the fraud and not entitled to recover losses from 
the auditors.

Illustrative Case Contributory Negligence
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will be able to recover from the CPAs and the management consultants 50 percent and 

30 percent, respectively, of the losses. This allocation of damages is also referred to as 

proportionate liability.
Joint and several liability represents another approach to liability that in general 

benefi ts a plaintiff’s litigation against multiple defendants. Under joint and several liabil-

ity, the defendants are liable for their pro rata share of any damages awarded (as is the 

case with proportionate liability), but they also may be held liable for damages of other 

defendants who prove to be unable to pay their share of the damages. Using our earlier 

example in which the CPAs were found to be 50 percent responsible for losses, if the 

management consultants did not have the ability to pay all of the losses attributed to 

them, the auditors as joint defendants would be required to make up the difference.

Auditors’ Common Law Liability to Third Parties

Clients have recourse against auditors for damages caused by an improper audit through 

both breach of contract and tort actions against the auditors. But what about the many 

third parties who rely upon audited fi nancial statements? How may these parties recover 

their losses from auditors who have performed an improper audit?

As is the case for clients, third parties must establish that losses resulted from the 

CPAs’ performance and that the CPAs breached a duty of due professional care. In a 

typical case, a third party seeking damages from a public accounting fi rm seeks to estab-

lish that it sustained a loss caused by relying upon misleading fi nancial statements which 

included an audit report that was the product of an inadequate audit. The auditors named 

as defendants in a common law action are in the position of having to refute the charges 

brought by the plaintiffs.

A plaintiff who can establish gross negligence or fraud on the part of the auditors (as 

well as breach of duty and losses) will be able to establish liability against the auditors. 

Also, in certain situations, the plaintiff need only establish ordinary negligence to estab-

lish liability against the auditors. Auditors’ liability to third parties for ordinary negligence 

under common law varies from one jurisdiction to another, generally based on state law 

and its interpretation by courts within each state. Three general approaches may be used 

to summarize auditors’ liability to third-party fi nancial statement users under common 

law in the various state courts—the Ultramares (Known User) Approach, the Restatement
(Foreseen User) Approach, and the Rosenblum (Foreseeable User) Approach.

The most widely cited common law precedent stems from the landmark case 

 Ultramares v. Touche & Co. (1931). In this case, the defendant CPAs issued an 

unqualifi ed opinion on the balance sheet of a company engaged in the importation and 

sale of rubber. On the basis of the CPAs’ opinion, Ultramares, a factor, made several 

loans to the company. Shortly thereafter, the company was declared bankrupt, and Ultra-

mares sued the CPAs for ordinary negligence. The New York Court of Appeals (the 

state’s highest court) ruled that the CPAs should be held liable for ordinary negligence 

only to their client and any third party (benefi ciary) specifi cally identifi ed as a user of 

the CPAs’ report. The court went on to indicate that the auditors should be held liable 

to unidentifi ed third-party users of the audit report for gross negligence or fraud. In the 

Ultramares case, the audit was performed “primarily for the benefi t” of the client; Ultra-

mares was not specifi cally identifi ed as a user of the audit report. Therefore, to recover 

its losses, Ultramares would have been required to prove that the CPAs were grossly 

negligent in performing their audit. The case eventually was settled out of court, with no 

determination of whether the auditors had been grossly negligent.

Ultramares 
(Known User) 
Approach5

5 This approach is referred to by numerous other titles, including the third-party benefi ciary 
approach, the primary benefi t approach, and the privity (or near privity) approach.
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The Ultramares precedent has been reaffi rmed and interpreted in many subsequent 

cases. These cases have clarifi ed the conditions necessary for parties to be considered 

to be third-party benefi ciaries of the audit. For example, the New York Court of 

Appeals upheld and interpreted the Ultramares precedent in the case of Credit Alliance 
Corp. v. Arthur Andersen & Co. (1985). The court stated that before auditors may be 

held liable for ordinary negligence to a third party, they must have been aware that the 

fi nancial statements were to be used for a particular purpose by a known party or parties, 
and must have taken some action to indicate that knowledge.

The principle of auditor liability for ordinary negligence to third parties is expanded by 

the American Law Institute’s (ALI’s) Second Restatement of the Law of Torts 

(Restatement). Restatements of law are compilations of the majority view of the common 

law of the states on various topics such as contracts and torts and are meant to serve as 

guides for judges when they are issuing opinions in which there are common law issues. 

The Restatement approach to third-party liability, also referred to as the foreseen third-

party approach, expands the auditors’ liability for ordinary negligence to include third 

parties who are foreseen users of the audited fi nancial statements. The specifi c identity of 
foreseen users need not be known to the CPAs.

The courts in many states have followed the Restatement principle, including a court 

in Rhode Island in the leading case of Rusch Factors, Inc. v. Levin (1968). In that case, 

the CPAs were found liable for ordinary negligence to a third party that subsequently 

provided fi nancing to the audit client. The third party had not been specifi cally identifi ed 

to the CPAs, although they were aware that the fi nancial statements were to be used to help 

obtain the fi nancing. In Williams Controls v. Parente, Randolph, Orlando & Associates, 
39 F. Supp. 2d 517 (1999), a more recent example, the court held the auditors liable to 

a purchaser of a client’s business even though that purchaser was not the one originally 

identifi ed when the audit began. The court noted that when the audit engagement letter 

was signed the auditors knew that their work would be used for purposes of completing a 

sale of one of the client’s divisions. Who the buyer would be was irrelevant for purposes 

of auditor liability under the Restatement principle. The courts of many states follow this 

principle of liability to third parties.6

This approach was based originally on the 1983 New Jersey Rosenblum v. Adler 

Supreme Court case, which rejected the approaches arising out of Ultramares and the 

Second Restatement of Torts and established a very different standard. In this case, the 

defendant CPAs issued an unqualifi ed report on the fi nancial statements of Giant Stores 

Corporation, which showed the corporation to be profi table. In reliance upon these state-

ments, Rosenblum sold a catalog showroom business to Giant in exchange for shares 

of Giant’s stock. Shortly afterward, Giant fi led for bankruptcy and the stock became 

worthless. Rosenblum sued Giant’s CPAs, alleging ordinary negligence. The case was 

dismissed by the trial court, on the premise that the CPAs were not liable to unidentifi ed 

third parties for ordinary negligence. However, the New Jersey Supreme Court reversed 

the lower court, fi nding that CPAs can be held liable for ordinary negligence to any third 

party the auditors could “reasonably foresee” as recipients of the statements for routine 

business purposes. While the approach has the potential to increase auditor liability, few 

states have elected to follow it; indeed, New Jersey subsequently overturned its fi ndings 

and moved towards the Ultramares approach.

Restatement of 
Torts (Foreseen 
User) Approach

Rosenblum 
(Foreseeable User) 
Approach

6 Some courts have applied a type of modifi ed rule in which they have limited the liability of the 
auditors to the intended user and not any subsequent users who are substituted, such as a second 
bank or another buyer. One of the reasons for this limitation to the primary intended party is that 
circumstances change with each departing user of the fi nancial statements and the auditors should 
have the benefi t of full information before liability is imposed.
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Common law cases are decided, in large part, by reference to established precedents—

that is, past decisions. The Ultramares (known user), Restatement (foreseen user), and 

Rosenblum (foreseeable user) approaches create confl icting precedents as to which third 

parties can hold the auditors liable for ordinary negligence. Variants of each of these 

approaches exist in the various states. Figure 4.1 summarizes differences in third-party 

ability to recover damages for CPAs’ ordinary negligence liability under the three basic 

approaches.

Liability to Third Parties under Statutory Law

Statutory law is written law, created by state or federal legislative bodies. Most states 

have “blue sky” laws, which regulate the issuance and trading of securities within the 

state. The two most important federal laws relating to auditors’ liability are the Securities 
Act of 1933 (the 1933 Act) and the Securities Exchange Act of 1934 (the 1934 

Act). CPAs also must be concerned with the application of the Racketeer Infl uenced and 

Corrupt Organizations Act (RICO). Even though our discussion of statutory law will be 

limited to these three federal acts, CPAs should be familiar with other federal laws along 

with the blue sky laws in those states in which their clients sell securities.

Litigation against auditors that is based on statutory provisions does not enjoy the 

latitude available under common law. While common law can vary from state to state 

Summary of 
Third-Party 
Liability 
Approaches

Explain the proof requirements 

for plaintiffs under statutory law 

and the defenses available to the 

auditors.

LO 4-4

Approach
Requirements for a Third Party to Recover 
Losses Due to CPAs’ Ordinary Negligence

Ultramares approach (known 
user approach)

The auditors knew that the audited fi nancial statements 
were for use for a particular purpose by a known user 
(third-party benefi ciary).

Restatement approach 
 (foreseen user approach)

The auditors knew the audited fi nancial statements were 
for use for a particular purpose, but the auditors did 
not necessarily know the specifi c user (e.g., the  fi nancial 
statements were known to be for use in helping to sell 
the business to an unidentifi ed purchaser).

Rosenblum approach 
 (foreseeable user approach)

The auditors should have realized that it was reasonably 
foreseeable that the fi nancial statements would be 
used by this user.

FIGURE 4.1
Summary of Third-
Party Common Law 
Liability for Ordinary 
Negligence

Dianne Holiday, CPA, per-
formed the audit of Lyman 
Corporation for the year 

ended December 31. Holiday was aware that Lyman 
intended to use the audit report to obtain a bank loan. 
However, no specifi c bank was identifi ed to Holiday. After 
the report was issued, Lyman obtained loans from the First 
National Bank and Dime Box State Bank. Also, Wallace 
Manufacturing Co. relied on Holiday’s opinion in providing 
trade credit to Lyman. If the court applied the known user 

principles of the Restatement (foreseen user) approach, 
Holiday could be held liable to First National and Dime Box 
if she was found guilty of ordinary negligence in the perfor-
mance of her audit. The banks form a limited class of third 
parties who could be foreseen to rely on the audit report. 
Wallace Manufacturing Co., on the other hand, would have 
to prove gross negligence on the part of Holiday to recover 
its losses. The audit was not performed for the use of trade 
creditors; therefore, Wallace would not be considered a 
part of a limited class of foreseen users.

Illustrative Case Liability to Third Parties under the 
Restatement of the Law of Torts
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and can evolve with differing factual circumstances and changing conditions, statutorily 

based litigation is constrained to a greater extent by the underlying law.

The 1933 Act requires a company intending to offer its securities for sale to the public to 

fi rst fi le a registration statement with the SEC.7 This registration statement includes 

audited fi nancial statements and numerous other disclosures. Under the 1933 Act, both 

the company fi ling the registration statement and its auditors may be held liable to pur-

chasers of the securities in the event that the registration statement is found to contain 

material misstatements or omissions.8 The wording of Section 11(a) of the act provides 

as follows:

Securities Act 
of 1933

7 The 1933 Act requires registration statements to be fi led by any company that will offer securities 
for sale to the public through the mails or interstate commerce. There are certain exceptions, for 
example, for charitable institutions and other not-for-profi t organizations, and for offerings of 
small dollar amounts.
8 The auditors are liable for misstatements or omissions only in those portions of the registration 
statement covered by their audit and report.
9 Secondary purchasers who bought securities within the fi rst year of the registration statement 
also may bring suit against the company and the auditors under the Securities Act of 1933.
10 An exception exists in that Section 11 requires reliance when the plaintiff purchases the security 
after the issuance of an earnings statement covering a period of at least 12 months following the 
effective date of the registration statement.

 In case any part of the registration statement, when such part became effective, contained an 
untrue statement of a material fact or omitted to state a material fact required to be stated 
therein or necessary to make the statements therein not misleading, any person acquiring such 
security (unless it is proved that at the time of such acquisition he knew of such untruth or omis-
sion) may . . . sue. 

had, after reasonable investigation, reasonable ground to believe and did believe, at the time 
. . . the registration statement became effective, that the statements therein were true and that 
there was no omission to state a material fact.

Plaintiffs’ Rights under the 1933 Act
The 1933 Act offers protection to only a limited group of investors—those who initially 

purchase a security offered for sale under the registration statement.9 For those investors, 

however, the 1933 Act shifts much of the burden of proof from the plaintiff to the defen-

dant. The plaintiffs (security purchasers) need only prove that (1) they sustained a loss 

and (2) the registration statement was misleading. They need not prove10 that they relied 

upon the registration or that the auditors were negligent.

Auditors’ Defenses under the 1933 Act
If auditors are to avoid liability for the plaintiffs’ losses, they generally must affi rma-

tively prove that (1) they conducted the audit with due diligence, (2) the plaintiffs’ 

losses were not caused by misstated fi nancial statements, (3) the plaintiffs knew of the 

fi nancial statement misstatement when the securities were purchased, or (4) the statute 

of  limitations—one year after the discovery of the misstatement, but no more than three 

years after the security was fi rst offered to the public—had expired.

As a practical matter, it is the due diligence defense that auditors often raise. Section 11 

of the act states that the auditors are not liable if they:
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The due diligence standard of the 1933 Act establishes a high level of auditors’ respon-

sibility for justifying their performance. Not only are auditors liable for losses caused by 

acts of ordinary negligence, but they must prove their innocence rather than merely refute 

the accusations of the plaintiffs. Establishing the due diligence defense has proved diffi -

cult for auditors, and the standing precedent on interpretation of due diligence is Escott v. 
BarChris Construction Corporation, 283 F. Supp. 643 (1968). The case was an action 

under Section 11 of the Securities Act of 1933 by purchasers of BarChris’s registered 

debentures against the directors, underwriters, and independent auditors of BarChris. 

Subsequent to issuance of the debentures, BarChris, a builder of bowling alleys, went 

bankrupt. The plaintiffs claimed that the registration statement for the debentures con-

tained materially false statements and material omissions; the defendants all coun-

tered with the due diligence defense. The court found that the registration statement 

(Form S-1) was false and misleading and that with a few exceptions none of the defen-

dants had established their due diligence defense. The court also found that the public 

accounting fi rm had failed to comply with generally accepted auditing standards. The 

court was especially critical of the public accounting fi rm’s conduct of the S-1 review, so 

called because it is an investigation carried out by the public accounting fi rm some time 

after completion of the audit, but just prior to the effective date of the registration state-

ment fi led with the SEC. In an S-1 review, the CPAs look for any evidence arising since 

their audit that indicates that the registration statement is misleading as fi led. The court 

criticized the public accounting fi rm for performing too limited a review and for being 

“too easily satisfi ed with glib answers by management” to inquiries.

While the BarChris case was decided over 40 years ago, it remains the standing prec-

edent for auditor liability. In fact, its interpretation of Section 11, in terms of the audi-

tors’ defenses, was so stringent that there are relatively few additional cases related to 

 Section  11 liability because of defendants’ unwillingness to litigate cases fully when 

there is such a strict standard of auditor liability.

The Securities Exchange Act of 1934 requires all companies under SEC jurisdiction to 

fi le annual audited and quarterly reviewed fi nancial statements with the SEC.11 The act 

also creates potential liability for the fi ling company and its auditors to anyone who buys 

or sells the company’s securities in the event that these annual statements are found to 

be misleading. While the 1933 Act creates liability only to those investors involved in 

the initial distribution of a public offering, the 1934 Act expands that liability to sub-

sequent purchasers and sellers of the stock. The two primary liability sections of the act 

are  Sections 10 and 18.

Section 10, with Rule 10b-5 promulgated by the SEC under Section 10(b) of the act, 

reads as follows:

Securities 
Exchange Act 
of 1934

11 Companies under SEC jurisdiction include those (1) whose securities are listed on a national stock 
exchange or (2) with equity securities traded on the over-the-counter market, and total assets 
exceeding $5 million and 500 or more stockholders.

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumental-
ity of interstate commerce or of the mails, or of any national securities exchange . . .

 (1) to employ any device, scheme, or artifi ce to defraud,

 (2) to make any untrue statement of a material fact or to omit to state a material fact necessary 
in order to make the statements . . . not misleading, or

 (3) to engage in any act, practice, or course of business which operates or would operate as a 
fraud or deceit upon any person, in connection with the purchase or sale of any security.
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Section 18(a) of the 1934 Act, which relates to misstated fi nancial statements, provides 

for liability to [emphasis added]:

any person (not knowing that such statement was false or misleading) who, in reliance upon 
such statement, shall have purchased or sold a security at a price which was affected by such 
statement, for damages by such reliance, unless the person sued shall prove that he acted in 
good faith and had no knowledge that such statement was false or misleading.

Plaintiffs’ Rights under the 1934 Act
The 1934 Act offers protection to both original and subsequent purchasers and sellers of 

securities. Under both Section 10 and Section 18, the plaintiffs (security purchasers and 

sellers) must prove that (1) they sustained losses, (2) the fi nancial statements were mis-

leading, and (3) they relied upon the fi nancial statements. Section 10(b) and Rule 10b-5, 

as interpreted by the landmark Ernst & Ernst v. Hochfelder case, require that the plain-

tiffs prove scienter (intent to deceive, manipulate, or defraud) on the part of the auditors.

Ernst & Ernst v. Hochfelder was brought by a group of investors against the public 

accounting fi rm that for 21 years had audited the fi nancial statements of First Securities 

Company of Chicago, a small brokerage fi rm. The president of First Securities, who was 

also its majority stockholder, committed suicide, leaving a note stating that the fi rm was 

insolvent and disclosing a fraud that he had perpetrated upon several investors. The presi-

dent had persuaded the investors to mail him their personal checks, the funds from which 

he was to invest in escrow accounts yielding high returns to the investors. There were no 

such escrow accounts in the accounting records of First Securities Company; instead, the 

president was engaged in a Ponzi scheme in which he diverted the investors’ checks to 

his own use immediately upon receipt.

The investors fi led suit under SEC Rule 10b-5 (and the related Securities Exchange 

Act of 1934 Section 10[b]) against the public accounting fi rm, charging it with ordinary 
negligence, and thus with responsibility for the investors’ losses in the fraud. The plain-

tiffs did not accuse the public accounting fi rm of fraud or intentional misconduct. That is, 

they did not attempt to prove scienter.

The basis for the plaintiffs’ charge of negligence was that the public accounting fi rm 

failed to discover a weakness in First Securities Company’s control that enabled the com-

pany’s president to carry on the fraud. The control weakness, called the “mail rule,” was 

the president’s policy that only he could open mail addressed to him at First Securities, 

or addressed to First Securities to his attention. It is common practice at fi nancial institu-

tions for all incoming mail to be opened in the mailroom, in part to avoid the possibility 

of employees’ perpetrating some type of fraud.

The case was ultimately resolved by the U.S. Supreme Court, which ruled that an 

action for damages under Section 10(b) of the 1934 Act and the related SEC Rule 10b-5 

was not warranted in the absence of scienter on the auditors’ part. The court held that 

auditors are liable under Section 10(b) only upon proof of intent to deceive, manipulate, 

or defraud.12 In summary, the auditors’ primary defense under Section 10 is that there is 

no scienter. That is, auditors show that they did not perform the audit with the intent to 

deceive, manipulate, or defraud.

Auditors’ Defenses under the 1934 Act
Under Section 18, the auditors may avoid liability by proving “good faith,” which they 

will normally be able to establish unless they have been guilty of gross negligence or 

fraud. In addition, to avoid liability for the plaintiffs’ losses under either Section 10 or 

18, the auditors may rely on causation—that the losses experienced by the plaintiffs were 

caused by factors other than the auditors’ behavior.

12 The Court did not rule on whether the existence of reckless behavior would be suffi cient to 
establish scienter and thereby impose liability.
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Proportionate Liability under the 1934 Act
Historically, defendants in actions under the 1934 Act were jointly and severally liable 

for all the plaintiffs’ losses. However, the Private Securities Litigation Reform Act of 

1995 amended the 1934 Act to place limits on the amount of the auditors’ liability. In 

general, the amendment establishes proportionate liability. If one or more of the defen-

dants are not able to pay their share of the losses, the auditors will have unlimited joint 

and several liability only to certain small investors. To other investors, the auditors’ liabil-

ity for losses caused by other parties is limited to an amount not to exceed 50 percent of 

the auditors’ proportionate share of the losses. If the auditors were knowingly involved in 

violations of the law, complete joint and several liability may be imposed.

In addition to the 1995 reforms, Congress passed the Securities Litigation Uniform 

Standards Act in 1998 to establish uniform standards for bringing class action securities 

suits in both state and federal courts. Under these standards, plaintiffs and their lawyers 

must follow certain certifi cation procedures and there are consolidation rules with regard 

to the trial of these cases.

The 1933 and 1934 Acts differ in investors protected and the burden of proof required. 

The 1933 Act offers recourse only to individuals acquiring the initial distribution of secu-

rities, whereas the 1934 Act offers recourse to any person buying or selling the securities 

at a later date.

In comparison to common law, both of the federal securities acts shift signifi cant burdens 

of proof from the plaintiffs to the defendants. However, some differences exist between the 

defendant’s burden under the 1933 Act and the 1934 Act. Under the 1933 Act, plaintiffs 

need not prove reliance upon the audited fi nancial statements. The 1934 Act, however, 

generally requires plaintiffs to prove that they relied upon the misleading statements.

Next, both acts place the burden of proving adequate performance on the defendants. 

The 1933 Act requires the auditors to prove “due diligence”; if they were ordinarily neg-

ligent, they will not be able to establish this defense. The 1934 Act is more lenient in that 

Section 10 requires the existence of scienter, while Section 18 requires auditors to prove 

that they acted in good faith. Because it requires the existence of gross negligence or 

fraud, the “good faith” defense is considerably easier to establish than is “due diligence.” 

Figure 4.2 summarizes important similarities and differences between the two acts.

Comparison of 
the 1933 and 
1934 Acts

Compare the requirements for 

CPA liability under the Securities 

Act of 1933 with those under the 

Securities Exchange Act of 1934.

LO 4-5

Assume that $50 million of 
damages is awarded to a 
plaintiff and the auditors’ 

percentage of responsibility is established at 10 percent. The 
following summarizes three possible liability approaches:

Strictly proportionate liability: The auditors’ share will be 
$5 million (10% × $50 million).

Proportionate liability as per the 1934 Act: Liability is the 
strictly proportionate liability amount of $5 million plus, if 
some defendants are unable to pay their share:

 1. Joint and several liability to small investors with a 
net worth of less than $200,000 and recoverable 

damages that exceed 10 percent of their net worth, 
and

 2. Additional liability to other investors of a maximum of 
50 percent of the proportionate share; in this situation, 
an additional $2,500,000 (50% × $5,000,000).

Thus, the maximum liability to the auditors is $7,500,000 
plus (1).

Joint and proportionate liability: If some other defendants 
are unable to pay their share, the auditors’ share increases 
proportionately. In the extreme, if no other defendants 
are able to pay any amount, the auditors are liable for the 
entire $50 million.

Illustrative Case Proportionate vs. Joint 
and Several Liability
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In 1970, Congress enacted the Racketeer Influenced and Corrupt Organizations Act 

(RICO) as a weapon against mobsters and racketeers who were influencing legiti-

mate business. A discussion of RICO would appear to be out of place in a discussion 

of legal liability of auditors. However, the act broadly defines the term racketeering 
activities to include crimes such as mail fraud and fraud in the sale of securities. 

Prior to 1993, these provisions were used successfully in a small number of cases 

against CPAs in which it could be shown that the CPAs knew, or perhaps should 

have known, of material misstatements of financial statements when the prob-

lems were indicative of a pattern of improper activity. A primary concern with the 

RICO Act is the provision that allows triple damages in civil cases brought under 

the act.

In 1993, a favorable ruling by the U.S. Supreme Court, in the case of Reves v. Ernst & 
Young, relieved much of the concern about auditors’ liability under the RICO Act. The 

court decided that the accountants cannot be held liable under the RICO Act unless they 

actually participated in the operation or management of the organization. Subsequently, 

the Private Securities Litigation Reform Act of 1995 eliminated securities fraud as an 

offense in a civil RICO action unless there is a prior conviction. However, a number of 

states continue to have their own versions of RICO.

Both the Securities Act of 1933 and the Securities Exchange Act of 1934 include provi-

sions for criminal charges against CPAs who willfully (knowingly) allow misstatements 

in SEC fi lings, as do other statutes. Most directly relevant are Section 24 of the Securities 

Act of 1933 and Section 32(a) of the Securities Exchange Act of 1934. In addition, in 

extreme cases, CPAs can be prosecuted under the criminal provisions of RICO, where 

it can be shown that the CPAs actually participated in the management or operation of a 

company that is indicted under RICO.

The Continental Vending Machine Corporation case was accompanied by a cele-

brated criminal case involving three members of the public accounting fi rm that audited 

Continental’s fi nancial statements. The criminal charges rocked the profession because 

the CPAs were convicted of criminal fraud on the basis of gross negligence. The verdict 

of guilty was affi rmed by a U.S. Court of Appeals, and the U.S. Supreme Court refused 

to review the case. The three CPAs were later pardoned by the president of the United 

States.

Racketeer 
Infl uenced 
and Corrupt 
Organizations Act

Auditors’ Criminal 
Liability under the 
Securities Acts

What Must Be Proved by the Third Party?

Act A Loss?

Misleading 
Financial 

Statements?

Reliance on 
Financial 

Statements? Basic Standard of Liability

1933 Securities Act—
Section 11

Yes Yes No Auditor must prove due diligence

1934 Securities Exchange 
Act—Section 10

Yes Yes Yes Third party must prove existence 
of scienter (auditors’ intent to 
deceive, manipulate, or defraud)

1934 Securities Exchange 
Act—Section 18

Yes Yes Yes Auditor must prove good faith

FIGURE 4.2  Summary of Auditor Civil Liability under the 1933 Securities Act (Section 11) and the 1934 Securities 
Exchange Act (Sections 10 and 18)
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In the Continental Vending case (United States v. Simon, 425 F.2d 796 [1969]), the 

U.S. government brought charges of fraud against three CPAs. The charges hinged upon 

a note to Continental’s audited fi nancial statements, which read:

The amount receivable from Valley Commercial Corp. (an affi liated company of which . . . [Con-
tinental’s president] is an offi cer, director, and stockholder) bears interest at 12 percent a year. 
Such amount, less the balance of the notes payable to that company, is secured by the assign-
ment to the Company of Valley’s equity in certain marketable securities. As of . . . [the date of 
the auditors’ report] . . . the amount of such equity at current market quotations exceeded the 
net amount receivable.

The Commission may censure a person or deny, temporarily or permanently, the privilege of 
appearing or practicing before it in any way to any person who is found by the Commission . . . 
(1) not to possess the requisite qualifi cations to represent others, or (2) to be lacking in character 
or integrity or to have engaged in unethical or improper professional conduct.

The note did not disclose—and the auditors were aware—that the affi liated company had 

loaned approximately that same amount to Continental’s president. The president was unable 

to repay the affi liate, which was unable to repay Continental. In addition, most of the col-

lateral furnished by the president was stock and convertible debentures of Continental itself.

The auditors’ defense in this case was that the note complied with existing generally 

accepted accounting principles. Eight “leaders of the profession” testifi ed as expert wit-

nesses that the note was consistent with generally accepted accounting principles and the 

audit was performed in accordance with generally accepted auditing standards. However, 

the judge rejected this argument and instructed the jury to evaluate whether the fi nancial 

statements were “fairly presented” without reference to generally accepted accounting 

principles. The fi nding by the jury that the balance sheet did not present fairly Continen-

tal’s fi nancial position led to conviction of the three CPAs.

Because the Continental Vending case involved both criminal and civil proceedings, it 

has signifi cant implications for the public accounting profession. Not only is civil liabil-

ity an ever-present hazard for CPAs, but criminal charges also may be involved.

In addition to the securities laws, CPAs and public accounting fi rms may be subject to 

prosecution under a host of other criminal statutes. This fact became all too apparent to 

the profession when, in June 2002, Arthur Andersen became the fi rst major accounting 

fi rm ever convicted of a felony. The indictment, which named only the fi rm and not any 

employees or partners, accused Arthur Andersen of the “wholesale destruction of docu-

ments” relating to the Enron Corporation collapse. Representatives of Arthur Andersen 

stated that the fi rm was merely applying its document retention policy in destroying the 

documents. While prosecutors emphasized the great volume of documents destroyed, the 

jury, in fi nding Arthur Andersen guilty, based its verdict primarily on an e-mail message 

written by an Arthur Andersen attorney. In that e-mail message, the attorney advised an 

Arthur Andersen partner to revise a memo to omit certain information, including a com-

ment that an Enron press release included an earnings announcement that was mislead-

ing. Arthur Andersen representatives acknowledged that the conviction effectively put 

the fi rm out of business. The case is particularly relevant to the profession in that it illus-

trates how the actions of a relatively small number of employees can lead to disastrous 

results for the fi rm. Ultimately, the conviction was overturned by the U.S. Supreme Court 

based on the fact that the jury was given inappropriate instructions.

The SEC has issued rules for the appearance and practice of CPAs, attorneys, and others 

before the commission under the statutes it administers. SEC Rule of Practice 102(e), 

actions under which are often referred to as “2(e) proceedings,” gives  the SEC the power 

of suspension and disbarment, and has the following wording:

Criminal Liability 
under Other 
Statutes

SEC and Public 
Company 
Accounting 
Oversight Board 
Regulation
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On occasion, the SEC has taken punitive action against public accounting fi rms when 

it has found the audit work defi cient with regard to fi nancial statements fi led with the 

commission. These actions against public accounting fi rms usually arise when a listed 

corporation encounters fi nancial diffi culties and it later appears that misleading fi nancial 

statements had served to conceal for a time the losses being incurred by the company. 

In recent years, the SEC has taken action against public accounting fi rms by the use of 

consent decrees in which the CPAs have agreed to certain penalties or restrictions. For 

example, a public accounting fi rm may settle charges brought by the SEC through a con-

sent decree in which it agrees not to accept new SEC clients during a specifi ed period and 

to permit a review of its practice.

The Private Securities Litigation Reform Act of 1995 (discussed earlier in this chap-

ter) requires auditors to play a more active disclosure role with respect to their clients. 

Under these changes to the 1934 Act, auditors who discover illegal acts by a client are 

required to report them to the board of directors of their clients, and, in some cases, the 

auditors are required to report those activities to the SEC. Auditors are relieved of any 

SEC sanctions if they timely report required information about clients to the SEC. The 

failure to take the necessary statutory steps for disclosure and reporting can result in addi-

tional liability for the auditor, including the possibility that such failure rises to the level 

of fraud or collusion with the client.

As discussed in Chapter 2, the Public Company Accounting Oversight Board also 

may conduct investigations and disciplinary proceedings on both registered public 

accounting fi rms and professional employees (including owners). Board sanctions 

may include monetary damages, suspension of fi rms and accountants from working 

on engagements for publicly traded companies, and referral of criminal cases to the 

Justice Department.

Up to this point, we have emphasized the liability of public accounting fi rms when they 

are associated with audited fi nancial statements. In addition, CPAs are subject to legal 

liability when they perform accounting services, such as write-up work and compilations 

of unaudited fi nancial statements. These services differ from audits in that the CPAs 

neither perform the verifi cation procedures involved in an audit nor issue an auditors’ 

opinion as to the fairness of the fi nancial information.

The term compilation of fi nancial statements refers to the preparation of fi nan-

cial statements based upon information provided to the CPAs by the client (or the cli-

ent’s representatives). A compilation is not intended to lend any assurance to any party 

that the CPAs have determined the information to be reliable. A review of fi nancial 
statements consists of limited verifi cation procedures, substantially less in scope than 
an audit, designed to provide users of the unaudited fi nancial statements with a lim-
ited degree of assurance as to the statements’ reliability. Compilations and reviews are 

described in Chapter 19.

Do CPAs associated with unaudited fi nancial statements have any potential legal lia-

bility? The answer is yes. The CPAs, acting as accountants rather than as auditors, still 

have a liability to their client to exercise due professional care. In addition, they still may 

be liable for losses to third parties.

When CPAs are associated with unaudited financial statements, a possibility 

exists that the client or third parties may misinterpret the extent of their services 

and believe that the accountants are acting as auditors. The risks to public account-

ing firms engaged in the preparation of unaudited financial statements were brought 

sharply into focus by the 1136 Tenants’ Corporation v. Rothenberg case. In this 

case, an incorporated apartment cooperative, which was owned by its shareholder-

tenants and managed by a separate realty agent, orally retained a public accounting 

firm for a period of 17 months to perform certain services, including the preparation 

of financial statements for the cooperative. The public accounting firm’s fee was to 

be only $600 per year.

CPAs’ Liability for 
Accounting and 
Review Services

Describe CPA legal liability for 

accounting and review services.

LO 4-6
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The public accounting fi rm submitted fi nancial statements of the corporation for one 

full year and the fi rst six months of the following year. The fi nancial statements bore the 

notation “subject to comments in letter of transmittal.” The referenced letter of transmit-

tal read in part:

Pursuant to our engagement, we have reviewed and summarized the statements of your manag-
ing agent and other data submitted to us by . . . [the agent], pertaining to 1136 Tenants’ Corpo-
ration. . . .

The following statements were prepared from the books and records of the Corporation. No 
independent verifi cations were undertaken thereon.

The client corporation later sued the public accounting fi rm for damages totaling 

$174,000 for the CPAs’ alleged failure to discover defalcations of the corporation’s 

funds committed by the managing agent. The client contended that the CPAs had been 

retained to render all necessary accounting and auditing services for it. The CPAs main-

tained they had been engaged to do write-up work only, although a working paper they 

had prepared supporting accrued expenses payable in the balance sheet included an entry 

for “audit expense.”

The New York state trial court ruled in favor of the plaintiff on a decision affi rmed by 

the Appellate Court of New York. The latter found that the CPAs’ working papers indi-

cated that the CPAs had examined the client’s bank statements, invoices, and bills, and 

had made notations in their working papers concerning “missing invoices.”

In summary, the court held the CPAs liable because it found that they had led their 

client to believe that they were performing an audit. Consequently, the courts held the 

CPAs responsible for performing their work in accordance with generally accepted audit-

ing standards, which they clearly had not done. More important, however, the court also 

concluded that the CPAs had a duty to follow up on signifi cant problems (the miss-

ing invoices) uncovered during their engagement. Thus, it is probable that the public 

accounting fi rm would have been held liable to its client even if the court had recognized 
that the fi rm was not performing an audit. Whenever CPAs encounter evidence that their 

client may be sustaining a loss through embezzlement or other fraud, they should warn 

the client immediately.

There are several lessons for public accounting fi rms in the 1136 Tenants’  Corporation 

case:

 1. CPAs who prepare unaudited fi nancial statements should adhere closely to the 

AICPA Code of Professional Conduct. The Integrity and Objectivity Rule states 

that a CPA shall not knowingly misrepresent facts, and the Compliance with Stan-

dards Rule requires a public accounting fi rm to comply with professional standards, 

including standards for accounting and review services. The actions of the public 

accounting fi rm described in the preceding paragraph might be construed as violat-

ing both rules.

 2. Engagement letters are as essential for accounting and review services as they are 

for independent audits. Oral arrangements for accounting and review services are of 

scant assistance when there is a dispute as to the nature of the services to be rendered 

by the public accounting fi rm to the client.

 3. The CPAs engaged to perform accounting or review services should be alert for, 

and follow up on, such unusual items as missing invoices. As professionals, CPAs 

are bound to exercise due professional care, even though their engagements do not 

include independent audits of the client’s fi nancial statements.

 4. CPAs should report on fi nancial statements clearly and concisely, using, to the extent 

possible, the standardized language set forth in Statements on Auditing Standards and 
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Statements on Standards for Accounting and Review Services. Reports should indicate 

the nature of the services rendered and the degree of responsibility being assumed by 

the public accounting fi rm.

In addition to the preceding court cases, numerous other actions against CPAs, under 

both common law and the 1933 and 1934 Securities Acts, are pending trial. It is apparent 

that lawsuits will continue to plague the public accounting profession, as they have the 

legal and medical professions. The question thus is: What should be CPAs’ reaction to 

this age of litigation?

In the opinion of the authors, positive actions helpful to CPAs in withstanding threats 

of possible lawsuits include the following:

 1. Greater emphasis upon compliance with the public accounting profession’s generally 

accepted auditing standards and ethical requirements. Close analysis of the court cases 

and other actions described in this chapter discloses numerous instances in which the 

auditors appear not to have complied fully with one or more of the auditing and ethical 

standards.

 2. Retaining legal counsel that is familiar with CPAs’ legal liability. The CPAs should 

thoroughly discuss all potentially dangerous situations with their legal counsel and 

should carefully consider their counsel’s advice.

 3. Maintenance of adequate liability insurance coverage. Although liability insurance 

coverage should not be considered a substitute for the CPAs’ compliance with the pre-

ceding recommendations, public accountants must protect themselves against possible 

fi nancial losses from lawsuits. Adequate liability insurance is essential.

 4. Thorough investigation of prospective clients. As indicated in preceding sections of 

this chapter, many court cases involving CPAs have been accompanied by criminal 

charges against top management of the CPAs’ clients. CPAs should use great care in 

screening prospective clients to avoid the risks involved in professional relationships 

with the criminally inclined.

 5. Obtaining a thorough knowledge of the client’s business. One of the major causes of 

audit failures has been a lack of understanding by auditors of the client’s business and 

of industry practices.

 6. Use of engagement letters for all professional services. Controversies over what ser-

vices were performed by the CPAs can be minimized by a clearly written contract 

describing the agreed-upon services. CPAs also may insert various types of clauses to 

limit liability in engagement letters. For example, a clause may be included in the let-

ter that indemnifi es and holds harmless the CPAs from all liability and costs resulting 

from knowing misrepresentations by management. Engagement letters are discussed 

in Chapter 6.

 7. In planning engagements, carefully assessing the risk of errors and fraud in the client’s 

fi nancial statements. The CPAs should exercise special care when the client has mate-

rial weaknesses in internal control.

 8. Exercising extreme care in audits of clients in fi nancial diffi culties or with a high 

degree of business risk. Creditors and shareholders of companies that are insolvent or 

in bankruptcy are likely to seek recovery of their losses. As the court cases described 

in this chapter demonstrate, litigation involving CPAs tends to center around the 

auditing of clients who later become bankrupt. Other litigation-sensitive audit 

engagements include rapid-growth entities, entities that have recently completed or 

are contemplating initial public offerings, and entities with material-related party 

transactions.

 9. Making certain that working papers have been professionally and completely assem-

bled. Chapter 5 provides details on working paper preparation and assembly.

CPAs’ Posture 
in the Age of 
Litigation



130 Chapter Four

This chapter described the legal environment of auditors, emphasizing legal liability 

under both common law and statutory law. To summarize:

 1. Under common law, CPAs are liable to their clients for failure to exercise due pro-

fessional care. Accordingly, ordinary negligence is a suffi cient degree of misconduct 

to hold CPAs liable for damages caused to their clients.

 2. Auditors’ liability to third parties under common law varies from state to state. 

One way to summarize these differences is to consider three general approaches: 

(a) Ultramares (known user) approach, (b) Restatement (foreseen user) approach, 

and (c) Rosenblum (foreseeable user) approach. Under the Ultramares (known user) 

approach, CPAs are held liable for ordinary negligence only to third-party benefi -

ciaries for whose benefi t the audit was performed. Other third parties must prove 

gross negligence on the part of the auditors. Under the Restatement (foreseen user) 

approach, liability for ordinary negligence to third parties is extended to include any 

limited class of parties that could be foreseen to rely upon the fi nancial statements. 

The Rosenblum (foreseeable user) approach extends the auditors’ liability for ordi-

nary negligence even further to include any third party the auditors could reasonably 

foresee as recipients of the fi nancial statements.

 3. Auditors may also be held liable to third parties under the federal securities laws, 

which allow class action lawsuits by purchasers or sellers of a company’s securities. 

The Securities Act of 1933 is unique in that most of the burden of proof in litigation 

is shifted to the auditors, with the primary defenses available to the auditor consist-

ing of (1) knowledge of the plaintiffs of the errors or omissions or (2) due diligence 

by the auditors. Due diligence is a diffi cult defense to establish.

 4. CPAs are also subject to criminal prosecution for violation of various statutes, 

including criminal fraud in which their conduct was intentional or involved collusion 

with the client.

 5. To protect themselves from the liability crisis of today, auditors strive to adhere to a 

high level of professional performance. They also attempt to avoid engagements that 

have a very high risk of litigation.

Chapter 
Summary

Breach of contract (114)  Failure of one or both parties to a contract to perform in accordance with 

the contract’s provisions. A public accounting fi rm might be sued for breach of contract, for example, if 

the fi rm failed to perform the engagement in accordance with the engagement letter. Negligence on the 

part of the CPAs also constitutes breach of contract.

Common law (114) Unwritten law that has developed through court decisions; it represents judicial 

interpretation of a society’s concept of fairness. For example, the right to sue a person for fraud is a 

common law right.

Comparative negligence (117) A concept used by certain courts to allocate damages between 

negligent parties based on the degree to which each party is at fault. The allocation of damages is 

referred to as proportionate liability.

Compilation of fi nancial statements (127) The preparation of fi nancial statements by CPAs based 

on representations of management, with the expression of no assurance concerning the statements’ 

compliance with generally accepted accounting principles.

Constructive fraud (115) Performing duties with such recklessness that persons believing the duties 

to have been completed carefully are being misled. It differs from fraud in that constructive fraud does 

not involve knowledge of misrepresentations within the fi nancial statements.

Contributory negligence (117) Negligence on the part of the plaintiff that has contributed to his or 

her having incurred a loss. Contributory negligence may be used as a defense, because the court may 

limit or bar recovery by a plaintiff whose own negligence contributed to the loss.

Credit Alliance Corp. v. Arthur Andersen & Co.  (119) A common law decision by the New York 

Court of Appeals (New York’s highest court) stating that auditors must demonstrate knowledge of 

Key Terms 
Introduced or 
Emphasized in 
Chapter 4
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reliance on the fi nancial statements by a third party for a particular purpose to be held liable for ordinary 

negligence to that party. Basically, this case upheld the Ultramares v. Touche & Co. rule.

Defendant (114) The party against which damages and suit are brought by the plaintiff.

Due diligence (121) A public accounting fi rm’s contention that its audit work was adequate to support 

its opinion on fi nancial statements included in a registration statement fi led with the SEC under the 

Securities Act of 1933.

Engagement letter (128) A written contract summarizing the contractual relationship between the 

CPAs and the client. The engagement letter typically specifi es the scope of professional services to be 

rendered, expected completion dates, and the basis for determination of the CPAs’ fee. Engagement 

letters are discussed more fully in Chapter 6.

Ernst & Ernst v. Hochfelder  (123) A landmark case in which the U.S. Supreme Court decided that 

auditors could not be held liable under the Securities Exchange Act of 1934 for ordinary negligence.

Error (116) An unintentional misstatement of fi nancial statements or omission of an amount or a 

disclosure.

Fraud (115) Misrepresentation by a person of a material fact, known by that person to be untrue or 

made with reckless indifference as to whether the fact is true, with intent to deceive and with the result 

that another party is injured.

Gross negligence (114) Lack of even slight care, indicative of a reckless disregard for one’s 

professional responsibilities. Substantial failures on the part of an auditor to comply with generally 

accepted auditing standards might be interpreted as gross negligence.

Joint and several liability (118) A legal concept that holds a class of defendants jointly responsible 

for losses attributed to the class as well as liable for any share of losses that cannot be collected from 

those unable to pay their share. Thus, a fi nancially responsible defendant may be required to pay losses 

attributed to defendants that do not have the ability to pay.

Negligence (114) Violation of a legal duty to exercise a degree of care that an ordinarily prudent 

person would exercise under similar circumstances. Also referred to as ordinary or simple negligence.

Plaintiff (114) The party claiming damages and bringing suit against the defendant.

Ponzi scheme (123) A swindle in which a quick return on an initial investment is paid out of funds 

of new investors to lure the victims into bigger risks. This is named for Charles Ponzi, who in 1919 

convinced people he could make them a 50 percent profi t in 45 days by an international trading scam. 

Old investors were paid off with cash from new investors. Ultimately such schemes collapse and the 

newest investors lose their investment because there is no actual appreciation of assets involved.

Precedent (118) A legal principle that evolves from a common law court decision and then serves as 

a standard for future decisions in similar cases.

Proportionate liability (118) A method of allocating damages to each group that is liable according 

to that group’s pro rata share of any damages recovered by the plaintiff. For example, if the plaintiff was 

awarded a total of $1,000,000 and the CPAs were found to bear 40 percent of the responsibility for the 

damages, the CPAs would be assessed $400,000.

Proximate cause (117) Damage to another is directly attributable to a wrongdoer’s act. The issue of 

proximate cause may be raised as a defense in litigation. Even though a public accounting fi rm might 

have been negligent in rendering services, it will not be liable for the plaintiff’s loss if its negligence was 

not the proximate cause of the loss.

Registration statement (121) A document including audited fi nancial statements that must be 

fi led with the SEC by any company in order to sell its securities to the public through the mails or 

interstate commerce. The Securities Act of 1933 provides liability to security purchasers for material 

misrepresentations in registration statements.

Review of fi nancial statements (127) The performance of limited investigative procedures that are 

substantially less in scope than an audit made in accordance with generally accepted auditing standards. 

The procedures provide the CPAs with a basis to provide limited assurance that the fi nancial statements 

are in accordance with generally accepted accounting principles.

Rosenblum v. Adler  (119) A common law decision by the New Jersey Supreme Court that holds 

CPAs liable for acts of ordinary negligence to “reasonably foreseeable third parties” not in privity of 

contract. Confl icts with the precedents established in both the Ultramares and the Restatement of Law 
of Torts approaches to liability.

Scienter (123) Intent to deceive, manipulate, or defraud. The U.S. Supreme Court held in the 

Hochfelder case that scienter must be proved for the auditors to be held liable under the Securities 

Exchange Act of 1934.
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Second Restatement of the Law of Torts (119) A summary of tort liability, which when applied 

to auditor common law liability, expands auditors’ liability for ordinary negligence to include 

third parties of a limited class of known or intended users of the audited financial statements. 

Conflicts with the precedents established by the Ultramares and the Rosenblum approaches to 

liability.

Securities Act of 1933 (120) A federal securities statute covering registration statements for securities 

to be sold to the public. The act requires auditors to exercise “due diligence” and creates both civil and 

criminal penalties for misrepresentation.

Securities Exchange Act of 1934 (120) A federal securities statute requiring public companies to fi le 

annual audited fi nancial statements with the SEC. The act requires auditors to “act in good faith” and 

creates civil and criminal penalties for misrepresentation.

Statutory law (114) Written law created by state or federal legislative bodies. CPAs must concern 

themselves particularly with the federal securities acts and state blue sky laws. These laws regulate the 

issuance and trading of securities.

Third-party benefi ciary (119) A person, not the auditors or their client, who is named in a contract 

(or known to the contracting parties) with the intention that such person should have defi nite rights and 

benefi ts under the contract.

Tort (114) A civil wrong. For fi nancial statements audits, the primary tort involved is that of 

performing the engagement negligently.

Ultramares v. Touche & Co. (118) A common law decision by the New York Court of Appeals (New 

York’s highest court) stating that auditors are liable to third parties not in privity of contract for acts of 

fraud or gross negligence, but not for ordinary negligence. Confl icts with precedents established by the 

Restatement of Torts and Rosenblum approaches to liability.

 4–1. Explain why the potential liability of auditors for professional “malpractice” exceeds that of 

physicians or other professionals.

 4–2. Distinguish between ordinary negligence and gross negligence within the context of the 

CPAs’ work.

 4–3. What is meant by the term privity? How does privity affect the auditor’s liability under com-

mon law?

 4–4. Defi ne the term third-party benefi ciary.

 4–5. Distinguish between common law and statutory law.

 4–6. Briefl y describe the differences in liability to third parties under the known user, foreseen 

user, and foreseeable user approaches to CPA liability.

 4–7. Briefl y describe the different common law precedents set by the Ultramares v. Touche & Co. 
case and the Rosenblum v. Adler case.

 4–8. What landmark case was embraced by the court in the case of Credit Alliance Corp. v. Arthur 
Andersen & Co.? Identify the two factors that the court stated must be proved for the auditors 

to be held liable for ordinary negligence to a third party.

 4–9. Compare auditors’ common law liability to clients and third-party benefi ciaries with their 

common law liability to other third parties.

 4–10. Contrast joint and several liability with proportionate liability.

 4–11. Compare the rights of plaintiffs under common law with the rights of persons who purchase 

securities registered under the Securities Act of 1933 and sustain losses. In your answer, 

emphasize the issue of who must bear the burden of proof.

 4–12. State briefl y a major distinction between the Securities Act of 1933 and the Securities 

Exchange Act of 1934 with respect to the type of transactions regulated.

 4–13. Why was the Ernst & Ernst v. Hochfelder decision considered a “victory” for the accounting 

profession?

 4–14. How was the Continental Vending case unusual with respect to penalties levied against 

auditors?

 4–15. Why did Congress enact the Racketeer Infl uenced and Corrupt Organizations Act? Why 

has it been of concern to auditors? What subsequent developments have reduced this 

concern?

 4–16. How does the SEC regulate auditors who appear and practice before the commission?

Review 
Questions



Legal Liability of CPAs 133

 4–17. In the 1136 Tenants’ Corporation case, what was the essential difference in the way the client 

and the CPAs viewed the work to be done in the engagement?

 4–18. Comment on the following statement: While engagement letters are useful for audit engage-

ments, they are not necessary for compilation and review engagements.

 4–19. Rogers and Green, CPAs, admit they failed substantially to follow generally accepted auditing 

standards in their audit of Martin Corporation. “We were overworked and understaffed and 

never should have accepted the engagement,” said Rogers. Does this situation constitute fraud 

on the part of the public accounting fi rm? Explain.

 4–20. Glover, Inc., engaged Herd & Irwin, CPAs, to assist in the installation of a new computerized 

production system. Because the fi rm did not have experienced staff available for the engage-

ment, Herd & Irwin assigned several newly hired staff assistants without suffi cient supervi-

sion. As a result, Glover, Inc., incurred signifi cant losses when the production system crashed, 

causing signifi cant backlogs and lost product sales.

  Describe the possible legal implications of this situation for Herd & Irwin.

 4–21. Jensen, Inc., fi led suit against a public accounting fi rm, alleging that the auditors’ negligence 

was responsible for failure to disclose a large defalcation that had been in process for several 

years. The public accounting fi rm responded that it may have been negligent, but that Jensen, 

Inc., was really to blame because it had completely ignored the public accounting fi rm’s 

repeated recommendations for improvements in internal control.

  If the public accounting fi rm was negligent, is it responsible for the loss sustained by the client? 

Does the failure by Jensen, Inc., to follow the auditors’ recommendation for better internal 

control have any bearing on the question of liability? Explain.

 4–22. The public accounting fi rm of Hanson and Brown was expanding very rapidly. Consequently, 

it hired several staff assistants, including James Small. Subsequently, the partners of the fi rm 

became dissatisfi ed with Small’s production and warned him that they would be forced to 

discharge him unless his output increased signifi cantly.

At that time, Small was engaged in audits of several clients. He decided that, to avoid 

being fi red, he would reduce or omit entirely some of the required auditing procedures listed 

in the audit plan prepared by the partners. One of the public accounting fi rm’s non-SEC 

 clients, Newell Corporation, was in serious fi nancial diffi culty and had adjusted several of 

its accounts being examined by Small to appear fi nancially sound. Small prepared fi ctitious 

working papers in his home at night to support purported completion of auditing procedures 

assigned to him, although he in fact did not examine the Newell adjusting entries. The pub-

lic accounting fi rm rendered an unqualifi ed opinion on Newell’s fi nancial statements, which 

were grossly misstated. Several creditors, relying upon the audited fi nancial statements, sub-

sequently extended large sums of money to Newell Corporation.

  Would the public accounting fi rm be liable to the creditors who extended the money in reli-

ance on the erroneous fi nancial statements if Newell Corporation should fail to pay its credi-

tors? Explain.

 4–23. Wanda Young, doing business as Wanda Young Fashions, engaged the CPA partnership of 

Scott & Green to audit her fi nancial statements. During the audit, Scott & Green discovered 

certain irregularities that would have indicated to a reasonably prudent auditor that James 

Smith, the chief accountant, might be engaged in a fraud. However, Scott & Green, not having 

been engaged to discover defalcations, submitted an unqualifi ed opinion in its report and did 

not mention the potential defalcation problem.

  What are the legal implications of the above facts as they relate to the relationship between 

Scott & Green and Wanda Young? Explain.

 4–24. Susan Harris is a new assistant auditor with the public accounting fi rm of Sparks, Watts, and 

Wilcox, CPAs. On her third audit assignment, Harris examined the documentation underly-

ing 60 disbursements as a test of controls over purchasing, receiving, vouchers payable, and 

cash disbursement procedures. In the process, she found fi ve disbursements for the purchase 

of materials with no receiving reports in the documentation. She noted the exceptions in her 

working papers and called them to the attention of the senior auditor. Relying on prior experi-

ence with the client, the senior auditor disregarded Harris’s comments, and nothing further 

was done about the exceptions.

LO 4-3

Required:

LO 4-3

Required:

LO 4-3

Required:

LO 4-3

Required:

LO 4-3

Questions 
Requiring 
Analysis



134 Chapter Four

Subsequently, it was learned that one of the client’s purchasing agents and a member of 

its accounting department were engaged in a fraudulent scheme whereby they diverted the 

receipt of materials to a public warehouse while sending the invoices to the client. When the 

client discovered the fraud, the conspirators had obtained approximately $700,000—$500,000 

of which was obtained after the completion of the audit.

  Discuss the legal implications and liabilities to Sparks, Watts, and Wilcox as a result of the 

above facts.

(AICPA, adapted)

 4–25. Sawyer and Sawyer, CPAs, audited the fi nancial statements of Rattler Corporation that were 

included in Rattler’s Form 10-K, which was fi led with the SEC. Subsequently, Rattler Cor-

poration went bankrupt and the stockholders of the corporation brought a class-action lawsuit 

against management, Sawyer and Sawyer, and the corporation’s board of directors and attor-

neys for misstatements of the fi nancial statements.

Assume that the jury in the case decides that responsibility for $5 million in losses should 

be allocated as follows:

Management 70%
Board of directors 20
Auditors 5
Attorneys     5    
 100%

 a. Under what securities act would the stockholders initiate this lawsuit?

 b. Assuming that all the defendants in the case are fi nancially able to pay their share of the 

losses, calculate the amount of losses that would be allocated to Sawyer and Sawyer.

 c. Assuming that the attorneys had no fi nancial resources, describe how Sawyer and Saw-

yer’s share of the losses might be increased.

 4–26. The international CPA fi rm of Arthur Andersen faced signifi cant liability in conjunction with 

its audits of Enron Corporation.

 a. From a legal liability perspective, describe the unique features of this audit case.

 b. Describe the important implications of this audit case for a fi rm of public accountants.

 4–27. Gordon & Moore, CPAs, were the auditors of Fox & Company, a brokerage fi rm. Gordon & 

Moore examined and reported on the fi nancial statements of Fox, which were fi led with the 

Securities and Exchange Commission.

Several of Fox’s customers were swindled by a fraudulent scheme perpetrated by two 

key offi cers of the company. The facts establish that Gordon & Moore were negligent, but 

not reckless or grossly negligent, in the conduct of the audit, and neither participated in the 

fraudulent scheme nor knew of its existence.

The customers are suing Gordon & Moore under the antifraud provisions of Section 10(b) 

and Rule 10b-5 of the Securities Exchange Act of 1934 for aiding and abetting the fraudu-

lent scheme of the offi cers. The customers’ suit for fraud is predicated exclusively on the 

negligence of the auditors in failing to conduct a proper audit, thereby failing to discover the 

fraudulent scheme.

  Answer the following, setting forth reasons for any conclusions stated.

 a. What is the probable outcome of the lawsuit? Explain.

 b. What other theory of liability might the customers have asserted?

(AICPA, adapted)
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 4–28. Multiple Choice Questions

Select the best answer for each of the following questions and explain the reasons for your 

choice.

 a. If a CPA performs an audit recklessly, the CPA will be liable to third parties who were 

unknown and not foreseeable to the CPA for:

 (1) Strict liability for all damages incurred.

 (2) Gross negligence.
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 (3) Either ordinary or gross negligence.

 (4) Breach of contract.

 b. Which of the following approaches to auditors’ liability is least desirable from the CPA’s 

perspective?

 (1) The Ultramares approach.

 (2) The Rosenblum approach.

 (3) The Restatement of Torts approach.

 (4) The Foreseen User approach.

 c. In cases of breach of contract, plaintiffs generally have to prove all of the following, 

except:

 (1) The CPAs had a duty.

 (2) The CPAs made a false statement.

 (3) The client incurred losses related to the CPAs’ performance.

 (4) The CPAs breached their duty.

 d. If the CPAs provided negligent tax advice to a public company, the client would bring suit 

under:

 (1) The Securities Act of 1933.

 (2) The Securities Exchange Act of 1934.

 (3) The federal income tax law.

 (4) Common law.

 e. Which of the following cases reaffi rmed the principles in the Ultramares case?

 (1) Credit Alliance Corp. v. Arthur Andersen & Co.

 (2) Rosenblum v. Adler.

 (3) Ernst & Ernst v. Hochfelder.

 (4) Escott v. BarChris Construction Corporation.

 f. Under common law, the CPAs who were negligent may mitigate some damages to a client 

by proving:

 (1) Contributory negligence.

 (2) The CPAs’ fee was not material.

 (3) The CPAs were not competent to accept the engagement.

 (4) The CPAs’ negligence was caused by the fact that they had too much work.

 g. Under the Securities and Exchange Act of 1934, auditors and other defendants are faced 

with:

 (1) Joint liability.

 (2) Joint and several liability.

 (3) Proportionate liability.

 (4) Limited liability.

 h. A CPA issued an unqualifi ed opinion on the fi nancial statements of a company that 

sold common stock in a public offering subject to the Securities Act of 1933. Based on 

a misstatement in the fi nancial statements, the CPA is being sued by an investor who 

purchased shares of this public offering. Which of the following represents a viable 

defense?

 (1) The investor has not proved fraud or negligence by the CPA.

 (2) The investor did not actually rely upon the false statement.

 (3) The CPA detected the false statement after the audit date.

 (4) The false statement is immaterial in the overall context of the fi nancial statements.

 i. Which of the following elements is most frequently necessary to hold a CPA liable to a 

client?

 (1) Acted with scienter or guilty knowledge.

 (2) Was not independent of the client.

 (3) Failed to exercise due care.

 (4) Did not use an engagement letter.
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 j. Which statement best expresses the factors that purchasers of securities registered under 

the Securities Act of 1933 need to prove to recover losses from the auditors?

 (1) The purchasers of securities must prove ordinary negligence by the auditors and reli-

ance on the audited fi nancial statements.

 (2) The purchasers of securities must prove that the fi nancial statements were misleading 

and that they relied on them to purchase the securities.

 (3) The purchasers of securities must prove that the fi nancial statements were mislead-

ing; then, the burden of proof is shifted to the auditors to show that the audit was 

performed with “due diligence.”

 (4) The purchasers of securities must prove that the fi nancial statements were misleading 

and the auditors were negligent.

 k. The most signifi cant result of the Continental Vending case was that it:

 (1) Created a more general awareness of the possibility of auditor criminal prosecution.

 (2) Extended the auditor’s responsibility to all information included in registration 

statements.

 (3) Defi ned the CPA’s responsibilities for unaudited fi nancial statements.

 (4) Established a precedent for auditors being held liable to third parties under common 

law for ordinary negligence.

 l. The 1136 Tenants’ case was important because of its emphasis upon the legal liability of 

the CPA when associated with:

 (1) A review of annual statements.

 (2) Unaudited fi nancial statements.

 (3) An audit resulting in a disclaimer of opinion.

 (4) Letters for underwriters.

(AICPA, adapted)

 4–29. Dandy Container Corporation engaged the accounting firm of Adams and Adams to 

audit financial statements to be used in connection with an interstate public offering of 

securities. The audit was completed, and an unqualified opinion was expressed on the 

financial statements that were submitted to the Securities and Exchange Commission 

along with the registration statement. Two hundred thousand shares of Dandy Container 

common stock were offered to the public at $11 a share. Eight months later the stock 

fell to $2 a share when it was disclosed that several large loans to two “paper” corpora-

tions owned by one of the directors were worthless. The loans were secured by the stock 

of the borrowing corporations, which was owned by the director. These facts were not 

disclosed in the financial statements. The director involved and the two corporations are 

insolvent.

  State whether each of the following statements is true or false relating to original purchasers 

of the stock, and explain why.

 a. The Securities Act of 1933 applies to the above-described public offering of securities.

 b. The accounting fi rm has potential liability to any person who acquired the stock.

 c. An insider who had knowledge of all the facts regarding the loans to the two paper corpo-

rations could nevertheless recover from the accounting fi rm.

 d. In court, investors who bought shares in Dandy Container need only show that they sus-

tained a loss and that failure to explain the nature of the loans in question constituted a 

false statement or misleading omission in the fi nancial statements.

 e. The accountants could avoid liability if they could show they were not negligent.

 f. The accountants could avoid or reduce the damages asserted against them if they could 

establish that the drop in the stock’s market price was due in whole or in part to other 

causes.

 g. The Securities and Exchange Commission would defend any action brought 

against the accountants in that the SEC examined and approved the registration 

statement.

 4–30. Assume that in a particular audit the CPAs were negligent but not grossly negligent. Indicate 

whether they would be “liable” or “not liable” for the following losses proximately caused by 
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their negligence and determine that liability under the various theories discussed and followed 

by different states:

 a. Loss sustained by client; suit brought under common law.

 b. Loss sustained by trade creditor, not in privity of contract; suit brought in a state court that 

adheres to the Ultramares v. Touche Co. precedent.

 c. Loss sustained by a bank known to the auditors to be relying on the fi nancial statements for 

a loan; suit brought in a state court that adheres to the Credit Alliance v. Arthur Andersen 

precedent.

 d. Losses to stockholders purchasing shares at a public offering; suit brought under the 

Securities Act of 1933.

 e. Loss sustained by a bank named as a third-party benefi ciary in the engagement letter; suit 

brought under common law.

 f. Loss sustained by a lender not in privity of contract; suit brought in a state court that 

adheres to the Rosenblum v. Adler precedent.

 g. Losses sustained by stockholders; suit brought under Sections 18(a) and 10(b) of the Secu-

rities Exchange Act of 1934.

 4–31. Match the important cases listed below with the appropriate legal precedent or implication.

 a. Hochfelder v. Ernst

 b. Escott v. BarChris Construction Corp.

 c. Credit Alliance v. Arthur Andersen & Co.

 d. Ultramares v. Touche & Co.

 e. Rosenblum v. Adler

 f. Rusch Factors, Inc. v. Levin

 g. United States v. Simon (Continental Vending)

 1. A landmark case establishing that auditors should be held liable to third parties not in priv-

ity of contract for gross negligence, but not for ordinary negligence.

 2. A case in which the court used the guidance of the Second Restatement of the Law of Torts 

to decide the auditors’ liability to third parties under common law.

 3. A landmark case in which the auditors were held liable under Section 11 of the Securities 

Act of 1933.

 4. A case in which auditors were held liable for criminal negligence.

 5. A case that established that auditors should not be held liable under the Securities 

Exchange Act of 1934 unless there was intent to deceive.

 6. A case that established the precedent that auditors should be held liable under common 

law for ordinary negligence to all foreseeable third parties.

 7. A common law case in which the court held that auditors should be held liable for ordinary neg-

ligence only to third parties they know will use the fi nancial statements for a particular purpose.

 4–32. Items (a) through (f ) relate to what a plaintiff who purchased securities must prove in a civil 

liability suit against a CPA. For each item, determine whether it must be proved assuming 

application of the following acts:

 1. Only applies to Section 11 of the 1933 Securities Act.

 2. Only applies to Section 10(b) of the Securities Exchange Act.

 3. Applies to both acts.

 4. Applies to neither of the acts.

The plaintiff security purchaser must prove:

 a. Material misstatements were included in a fi led document.

 b. A monetary loss occurred.

 c. Lack of due diligence by the CPA.

 d. Privity with the CPA.

 e. Reliance on the document.

 f. The CPA had scienter.

(AICPA, adapted)
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 4–33. For each defi nition (or portion of a defi nition) in the fi rst column, select the term that most 

closely applies. Each term may be used only once or not at all.

LO 4-1, 2, 3, 4, 5

Partial (or Complete) Defi nition Term

 a.  A federal securities statute covering registration state-
ments for securities to be sold to the public.

 b.  A method of allocating damages to each group that is 
liable according to that group’s pro-rata share of any 
damages recovered by the plaintiff. For example, if the 
plaintiff was awarded a total of $500,000 and the CPAs 
were found to bear 30 percent of the responsibility for 
the damages, the CPAs would be assessed $150,000.

 c.  Damage to another is directly attributable to a 
wrongdoer’s act. This issue may be raised as a defense 
in  litigation—that is, the defense may argue that some 
other factor caused the loss.

 d.  Failure of one or both parties to a contract to perform 
in accordance with the contract’s provisions.

 e.  Intent to deceive, manipulate, or defraud. This concept 
is used in the 1934 Securities Exchange Act to establish 
auditor liability.

 f.  Misrepresentation by a person of a material fact, 
known by that person to be untrue or made with 
reckless indifference as to whether the fact is true, 
with intent to deceive and with the result that another 
party is injured.

 g.  Performing duties with such recklessness that persons 
believing the duties to have been completed carefully 
are being misled. The person performing the duties 
does not have knowledge of misrepresentations within 
the fi nancial statements.

 h.  Unwritten law that has developed through court 
decisions; it represents judicial interpretation of a 
society’s concept of fairness.

 i.  Violation of a legal duty to exercise a degree of care 
that an ordinarily prudent person would exercise under 
similar circumstances.

 j.  Written law created by state or federal legislative 
bodies.

 1.  Breach of contract
 2.  Common law
 3.  Constructive fraud
 4.  Defendant
 5.  Fraud
 6.  Joint and several liability
 7.  Negligence
 8.  Ponzi scheme
 9.  Proximate cause
10.  Proportionate liability
11.  Scienter
12.  Securities Act of 1933
13.  Securities Exchange Act 

of 1934
14.  Statutory law

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

 4–34. Risk Capital Limited, a publicly held Delaware corporation, was considering the purchase of a 

substantial amount of the treasury stock held by Florida Sunshine Corporation, a closely held 

corporation. Initial discussions with the Florida Sunshine Corporation began late in 20X0.

Wilson and Wyatt, CPAs, Florida Sunshine’s public accountants, regularly prepared quar-

terly and annual unaudited fi nancial statements. The most recently prepared unaudited fi nan-

cial statements were for the fi scal year ended September 30, 20X0.

On November 15, 20X0, after protracted negotiations, Risk Capital agreed to purchase 

100,000 shares of no-par Class A treasury stock of Florida Sunshine at $12.50 per share. 

However, Risk Capital insisted upon audited statements for the calendar year 20X0. The con-

tract specifi cally provided: “Risk Capital shall have the right to rescind the purchase of said 

stock if the audited fi nancial statements of Florida Sunshine for calendar year 20X0 show a 

material adverse change in the fi nancial position of the Corporation.”

At the request of Florida Sunshine, Wilson and Wyatt audited the company’s fi nancial 

statements for the year ended December 31, 20X0. The December 31, 20X0, audited fi nan-

cial statements furnished to Florida Sunshine by Wilson and Wyatt showed no material 

adverse change from the September 30, 20X0, unaudited statements. Risk Capital relied upon 

the audited statements and purchased the treasury stock of Florida Sunshine. It was subse-

quently discovered that, as of the balance sheet date, the audited statements contained several 
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misstatements and that in fact there had been a material adverse change in the fi nancial posi-

tion of the corporation. Florida Sunshine has become insolvent, and Risk Capital will lose 

virtually its entire investment.

Risk Capital seeks recovery against Wilson and Wyatt.

 a. Discuss each of the theories of liability that Risk Capital will probably assert as its basis 

for recovery.

 b. Assuming that only ordinary negligence by Wilson and Wyatt is proved, will Risk Capital 

prevail? State yes or no and explain.

 4–35. Meglow Corporation, a closely held manufacturer of dresses and blouses, sought a loan from 

Busch Factors. Busch had previously extended $50,000 credit to Meglow but refused to lend 

any additional money without obtaining copies of Meglow’s audited fi nancial statements.

Meglow contacted the public accounting fi rm of Seavers & Dean to perform the audit. In 

arranging for the audit, Meglow clearly indicated that its purpose was to satisfy Busch Factors 

as to the corporation’s sound fi nancial condition and to obtain an additional loan of $100,000. 

Seavers & Dean accepted the engagement, performed the audit in a negligent manner, and 

rendered an unqualifi ed opinion. If an adequate audit had been performed, the fi nancial state-

ments would have been found to be misleading.

Meglow submitted the audited fi nancial statements to Busch Factors and obtained an addi-

tional loan of $70,000. Busch refused to lend more than that amount. After several other 

factors also refused, Meglow fi nally was able to persuade Maxwell Department Stores, one 

of its customers, to lend the additional $30,000. Maxwell relied upon the fi nancial statements 

audited by Seavers & Dean.

Meglow is now in bankruptcy, and Busch seeks to collect from Seavers & Dean the 

$120,000 it loaned Meglow. Maxwell seeks to recover from Seavers & Dean the $30,000 it 

loaned Meglow.

 a. Will Busch recover? Explain.

 b. Will Maxwell recover? Explain.

 4–36. After Commuter Airlines was forced into bankruptcy, the company’s stockholders brought 

suit against Thomas & Ross, the company’s independent auditors. Three independent assump-

tions concerning this litigation are listed below:

 a. Commuter Airlines is not under SEC jurisdiction. The plaintiff’s suit is brought under 

common law in a state court that adheres to the Ultramares doctrine of auditors’ liability.

 b. Commuter Airlines had recently issued its publicly held securities. The stockholders’ suit 

is brought in federal court under the Securities Act of 1933.

 c. Commuter Airlines is under SEC jurisdiction. The stockholders’ suit is brought in fed-

eral court alleging violations of Sections 18(a) and 10(b) of the Securities Exchange Act 

of 1934.

Under each of the independent assumptions, separately explain (1) the allegations that must 

be proved in court by the plaintiffs, and (2) any defenses for which the auditors must bear the 

burden of proof if they are to avoid or reduce their liability.

 4–37. Charles Worthington, the founding and senior partner of a successful and respected public 

accounting fi rm, was a highly competent practitioner who always emphasized high profes-

sional standards. One of the policies of the fi rm was that all reports by members or staff be 

submitted to Worthington for review.

Recently, Arthur Craft, a junior partner in the fi rm, received a phone call from Herbert 

Flack, a close personal friend. Flack informed Craft that he, his family, and some friends were 

planning to create a corporation to engage in various land development ventures; that various 

members of the family are presently in a partnership (Flack Ventures), which holds some land 

and other assets; and that the partnership would contribute all its assets to the new corporation 

and the corporation would assume the liabilities of the partnership.

Flack asked Craft to prepare a balance sheet of the partnership that he could show to mem-

bers of his family, who were in the partnership, and to friends, to determine whether they 

might have an interest in joining in the formation and fi nancing of the new corporation. Flack 

said he had the partnership general ledger in front of him and proceeded to read to Craft the 

names of the accounts and their balances at the end of the latest month. Craft took the notes 

he made during the telephone conversation with Flack, classifi ed and organized the data into a 

conventional balance sheet, and had his secretary type the balance sheet and an accompanying 
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letter on fi rm stationery. He did not consult Worthington on this matter or submit this work to 

him for review.

The transmittal letter stated: “We have reviewed the books and records of Flack Ven-

tures, a partnership, and have prepared the attached balance sheet at March 31, 20X0. We 

did not perform an audit in conformity with generally accepted auditing standards, and 

therefore do not express an opinion on the accompanying balance sheet.” The balance sheet 

was prominently marked “unaudited.” Craft signed the letter and instructed his secretary to 

send it to Flack.

What legal problems are suggested by these facts? Explain.

 4–38. The limitations on professional responsibilities of CPAs when they are associated with unau-

dited fi nancial statements are often misunderstood. These misunderstandings can be reduced 

substantially if CPAs carefully follow professional pronouncements in the course of their 

work and take other appropriate measures.

The following list describes four situations CPAs may encounter in their association with and 

preparation of unaudited fi nancial statements. Briefl y discuss the extent of the CPAs’ respon-

sibilities and, if appropriate, the actions to be taken to minimize misunderstandings. Identify 

your answers to correspond with the letters in the following list.

 a. A CPA was engaged by telephone to perform accounting work, including the compilation 

of fi nancial statements. His client believes that the CPA has been engaged to audit the 

fi nancial statements and examine the records accordingly.

 b. A group of business executives who own a farm managed by an independent agent 

engage Linda Lopez, a CPA, to compile quarterly unaudited fi nancial statements for them.

  Ms. Lopez compiles the fi nancial statements from information given to her by the inde-

pendent agent. Subsequently, the business executives fi nd the statements were inaccurate 

because their independent agent was embezzling funds. The executives refuse to pay Ms. 

Lopez’s fee and blame her for allowing the situation to go undetected, contending that she 

should not have relied on representations from the independent agent.

 c. In comparing the trial balance with the general ledger, a CPA fi nds an account labeled 

“Audit Fees” in which the client has accumulated the CPA’s quarterly billings for account-

ing services, including the compilation of quarterly unaudited fi nancial statements.

 d. To determine appropriate account classifi cation, John Day, CPA, reviewed a number of 

the client’s invoices. He noted in his working papers that some invoices were missing but 

did nothing further because he thought they did not affect the unaudited fi nancial state-

ments he was compiling. When the client subsequently discovered that invoices were 

missing, he contended that the CPA should not have ignored the missing invoices when 

compiling the fi nancial statements and had a responsibility to at least inform him that they 

were missing.

 4–39. Mark Williams, CPA, was engaged by Jackson Financial Development Company to audit 

the fi nancial statements of Apex Construction Company, a small closely held corporation. 

Williams was told when he was engaged that Jackson Financial needed reliable fi nancial 

statements that would be used to determine whether to purchase a substantial amount of Apex 

Construction’s convertible debentures at the price asked by the estate of one of Apex’s former 

directors.

Williams performed his audit in a negligent manner. As a result of his negligence, he failed 

to discover substantial defalcations by Carl Brown, the Apex controller. Jackson Financial 

purchased the debentures, but it would not have done so if the defalcations had been discov-

ered. After discovery of the fraud, Jackson Financial promptly sold them for the highest price 

offered in the market at a $70,000 loss.

 a. What liability does Williams have to Jackson Financial? Explain.

 b. If Apex Construction also sues Williams for negligence, what are the probable legal 

defenses Williams’s attorney would raise? Explain.

 c. Will the negligence of Mark Williams, CPA, prevent him from recovering on a liability 

insurance policy covering the practice of his profession? Explain.

 4–40. Cragsmore & Company, a medium-sized partnership of CPAs, was engaged by Marlowe 

Manufacturing, Inc., a closely held corporation, to audit its fi nancial statements for the year 

ended December 31, 20X3.

Before preparing the audit report, William Cragsmore, a partner, and Joan Willmore, a 

staff senior, reviewed the disclosures necessary in the notes to the fi nancial statements. One 
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note involved the terms, costs, and obligations of a lease between Marlowe and Acme Leasing 

Company.

Willmore suggested that the note disclose the following: “Acme Leasing Company is 

owned by persons who have a 35 percent interest in the capital stock and who are offi cers of 

Marlowe Manufacturing, Inc.”

On Cragsmore’s recommendation, this was revised by substituting “minority sharehold-

ers” for “persons who have a 35 percent interest in the capital stock and who are offi cers.”

The audit report and fi nancial statements were forwarded to Marlowe Manufacturing for 

review. The offi cer-shareholders of Marlowe who also owned Acme Leasing objected to the 

revised wording and insisted that the note be changed to describe the relationship between 

Acme and Marlowe as merely one of affi liation. Cragsmore acceded to this request.

The audit report was issued on this basis with an unqualifi ed opinion. But the working 

papers included the drafts that showed the changes in the wording of the note.

Subsequent to delivery of the audit report, Marlowe suffered a substantial uninsured fi re 

loss and was forced into bankruptcy. The failure of Marlowe to carry any fi re insurance cover-

age was not noted in the fi nancial statements.

What legal problems for Cragsmore & Company are suggested by these facts? Discuss.

(AICPA, adapted)

Required:

 4–41. The following appeared in a brief article in a major business newspaper: A local court is in 

the process of ruling on whether the public accounting fi rm of James Willis and Co., CPAs, 

PC, should be required to pay all or part of $16 million in damages relating to Geiger Co. for 

failing to detect a scheme to defraud the company, a former audit client.

Geiger Co., an SEC registrant, charges that Willis was negligent in failing to discover 

fraud committed by the company’s controller and wants Willis to foot the bill for all $16 mil-

lion in claims by and against the company. The company claims that if it had known about 

the fraud, it could have stopped it and recovered fi nancially. The bank involved claims that 

it granted the loan based on misstated fi nancial statements. The shareholders involved claim 

that they purchased the stock on the American Stock Exchange at an infl ated price due to the 

misstated fi nancial statements. They acknowledged that while stock had been outstanding and 

traded for many years (10) prior to the fraud, they made their investment decisions relying 

upon the misstated fi nancial statements.

Willis’s general counsel said, “We anxiously await a decision that will show that CPAs are 

not guarantors for everything that goes on in the company.” Geiger Co.’s lawyer said that she 

anxiously awaited a decision because it will “clearly show that CPAs are liable for fi nding fraud.”

Assume that Willis performed that audit with ordinary negligence and this ordinary neg-

ligence is the reason that the defalcation was not discovered and recovered. Further, assume 

that the $16,000,000 of loss is properly allocated as follows:

Company itself $8,000,000
Bank that gave a commercial loan 5,000,000
Shareholders 3,000,000

Reply from the perspective that the only issues involved here are whether the plaintiffs 

involved may recover from a CPA that has performed the engagement with this degree of 

negligence. Assume the situation described above, and assume that other elements of proof 

(e.g., loss, proximate cause) are not at issue.

 a. Assume that the case is brought under common law, and that the state in which Geiger Co. 

is headquartered follows the known user approach for third-party legal liability.

 1. Should Willis be found liable to the company, Geiger Co., itself? Explain.

 2. Should Willis be found liable if sued by a bank that used the fi nancial statements as 

a basis for providing a loan and, due to the misstatement, lost $5 million on the loan? 

Explain.

 3. Should Willis be found liable if sued by shareholders who invested in the stock of the 

company? Assume these investors invested relying upon the misstated fi nancial state-

ments and as a result thereof lost $3 million. Explain.

 4. Which of answers 1, 2, and 3 might change if the jurisdiction involved followed the 

Restatement of Torts approach? Explain.

LO 4-2, 3, 
4, 5
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 b. Assume that the case is brought under the Securities Act of 1933. Answer the following 

from the perspective of CPA liability under that act.

 1. Should Willis be found liable to the company, Geiger Co., itself? Explain.

 2. Should Willis be found liable if sued by a bank that used the fi nancial statements as 

a basis for providing a loan and, due to the misstatement, lost $5 million on the loan? 

Explain.

 3. Should Willis be found liable if sued by shareholders who invested in the stock of the 

company? Assume these investors invested relying upon the misstated fi nancial state-

ments and as a result thereof lost $3 million. Explain.

 4. Which, if any, of answers 1, 2, and 3 might change if the stock involved had been 

issued to the public for the fi rst time and the fi nancial statements involved had been 

included in a registration statement for the securities? Explain.

 c. Assume that the case is brought under the Securities Exchange Act of 1934. Answer the 

following from the perspective of CPA liability under that act.

 1. Should Willis be found liable to the company, Geiger Co., itself? Explain.

 2. Should Willis be found liable if sued by a bank that used the fi nancial statements as 

a basis for providing a loan and, due to the misstatement, lost $5 million on the loan? 

Explain.

 3. Should Willis be found liable if sued by shareholders who invested in the stock of the 

company? Assume these investors invested relying upon the misstated fi nancial state-

ments and as a result thereof lost $3 million. Explain.

 4–42. You are a partner in the Denver offi ce of a national public accounting fi rm. During the audit of 

Mountain Resources, you learn that this audit client is negotiating to sell some of its unproved 

oil and gas properties to SuperFund, a large investment company. SuperFund is an audit client 

of your New York offi ce.

Mountain Resources acquired these properties several years ago at a cost of $15 million. 

The company drilled several exploratory wells but found no developable resources. Last year, 

you and Mountain Resources agreed that the value of these unproved properties had been 

“impaired” as defi ned in Accounting Standards Codifi cation, section 932-360-35-11. The 

company wrote the carrying value of the properties down to an estimated realizable value of 

$9 million and recognized a $6 million loss. You concurred with this treatment and issued an 

unqualifi ed auditors’ report on the company’s fi nancial statements.

You are now amazed to learn that the sales price for these properties being discussed 

by Mountain Resources and SuperFund is $42 million. You cannot understand why Super-

Fund would pay such a high price and you wonder what representations Mountain Resources 

may have made to SuperFund concerning these properties. The management of Mountain 

Resources declines to discuss the details of the negotiations with you, calling them “quite 

delicate” and correctly pointing out that the future sale of these properties will not affect the 

fi nancial statements currently under audit.

 a. Summarize the arguments for advising SuperFund (through your New York offi ce) that 

you consider the properties grossly overpriced at $42 million.

 b. Summarize the arguments for remaining silent and not offering any advice to SuperFund 

on this matter.

 c. Express your personal opinion as to the course of action you should take. Indicate which 

arguments from part (a) or part (b) most infl uenced your decision.
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LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 5-1 Explain the relation-
ship between audit 
risk, audit evidence, 
and fi nancial statement 
assertions.

 LO 5-2 Identify and explain the 
components of audit 
risk.

 LO 5-3 Distinguish between the 
concepts of suffi cient 
and appropriate as they 
apply to audit evidence.

 LO 5-4 List and describe types 
of audit procedures.

 LO 5-5 Describe the consider-
ations involved in audit-
ing subjective areas, 
such as certain fi nancial 
statement items valued 
at fair value.

 LO 5-6 Describe the purposes of 
audit documentation.

 LO 5-7 Discuss the factors that 
affect the auditors’ 
judgment as to the 
nature and extent of 
audit documentation.

 LO 5-8 Identify matters that 
should be included in 
audit working papers.

 LO 5-9 Describe the types of 
working papers and the 
way they are organized.

In performing fi nancial statement audits, the auditors gather and evaluate audit 
 evidence to form an opinion about whether the fi nancial statements follow the appro-

priate criteria, usually generally accepted accounting principles. The auditors should 

gather suffi cient appropriate audit evidence to provide a reasonable basis for their 

opinion on the fi nancial statements.

The Relationships among Audit Risk, Audit 
Evidence, and Financial Statement Assertions

As discussed in Chapter 2, the term audit risk refers to 

the possibility that the auditors may unknowingly fail to 

appropriately modify their opinion on fi nancial statements 

that are materially misstated. In other words, it is the risk 

that the auditors will issue an unmodifi ed (unqualifi ed) 

opinion on fi nancial statements that contain a material departure from generally 

accepted accounting principles. The quantity of audit evidence needed is affected 

both by the risk of misstatement (the greater the risk, the more audit evidence 

required) and also by the quality of the audit evidence (the lower the quality, the 

more evidence required).

Auditors should obtain suffi cient appropriate audit evidence to reduce audit risk to 

a low level in every audit. When auditors have less than that level of audit evidence, 

an obvious solution is to increase the extent of the audit procedures: that is, obtain 

more evidence. However, another approach that is often possible is to perform more 

effective audit procedures. For example, externally generated evidence may in some 

circumstances be obtained instead of internally generated evidence, or evidence may 

be obtained by performing procedures closer to (or after) the balance sheet date rather 

than at an earlier date.

Management is responsible for the fair presentation of 

fi nancial statements in conformity with generally accepted 

accounting principles. One way to view this responsibil-

ity is that management is responsible for presenting fi nan-

cial statements that have proper amounts in the various accounts, including properly 

recorded transactions, and properly presented disclosures (e.g., the notes to the fi nan-

cial statements). For each of the major fi nancial statement components—(1) account 

balances, (2) classes of transactions and events occurring during the period under audit 

(transactions), and (3) presentations and disclosures (disclosures)—management may 

be viewed as implicitly or explicitly making assertions regarding the propriety of the 

information. The assertions, as presented in AICPA AU-C 315 (PCAOB Auditing 

Standard 15), are summarized in Figure 5.1.

Financial 
Statement 
Assertions

Audit Evidence 
and Documentation 5

 Explain the relationship between 

audit risk, audit evidence, and 

fi nancial statement assertions.  
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All assertions do not apply to all fi nancial statement items. Relevant assertions 

are those that, without regard to the effect of controls, have a reasonable possibility of 

containing a misstatement that could cause the fi nancial statements to be materially mis-

stated. For example, the existence and completeness assertions may always be relevant to 

the cash account; however, valuation is not unless currency translation is involved.

In designing audit procedures, the auditors may use the assertions considered relevant 

in Figure 5.1, or a condensed set, provided that all fi nancial statement aspects of gener-

ally accepted accounting principles are covered. In other words, auditors may combine 

or summarize the assertions, as long as all material and relevant assertions are covered 

by the auditors’ procedures. Consistent with this approach, in this text we combine the 

assertions presented in Figure 5.1 as follows:

 1. Existence and occurrence. Assets, liabilities, and equity interests exist and recorded 

transactions and events have occurred.

 2. Rights and obligations. The company holds rights to the assets, and liabilities are the 

obligations of the company.

 3. Completeness. All assets, liabilities, equity interests, and transactions that should have 

been recorded have been recorded.

 4. Cutoff. Transactions and events have been recorded in the correct accounting period.1

 5. Valuation, allocation, and accuracy. All transactions, assets, liabilities, and equity 

interests are included in the fi nancial statements at proper amounts.

 6. Presentation and disclosure. Accounts are described and classifi ed in accordance with 

generally accepted accounting principles, and fi nancial statement disclosures are com-

plete, appropriate, and clearly expressed.

Chapter 6 presents more information on the nature of these assertions, which are empha-

sized throughout the text.

FIGURE 5.1 Financial Statement Assertions

Assertions about Account 
Balances (Accounts)

Assertions about Classes 
of Transactions and Events

Assertions about Presentation 
and Disclosure (Disclosures)

Existence—Assets, liabilities, 
and equity interests exist.

Occurrence—Transactions and 
events that have been recorded 
have occurred and pertain to the 
entity.

Occurrence—Disclosed events 
and transactions have occurred.

Rights and obligations—The entity 
holds or controls the rights to 
assets, and liabilities are the 
 obligations of the entity.

Rights and obligations—Disclosed 
events pertain to the entity.

Completeness—All assets, liabilities, 
and equity interests have been 
recorded.

Completeness—All transactions 
and events have been recorded.

Completeness—All disclosures that 
should have been included have 
been included.

Valuation and allocation—Assets, 
liabilities, and equity interests are 
included at appropriate amounts.

Accuracy—Amounts and other 
data relating to recorded trans-
actions have been recorded 
appropriately.

Accuracy and valuation— 
Information is disclosed fairly and 
at  appropriate amounts.

Cutoff—Transactions and events 
have been recorded in the cor-
rect accounting period.

Classifi cation—Transactions and 
events have been recorded in the 
proper accounts.

Classifi cation and 
 understandability—Information is 
presented and described clearly.

1Some prefer to eliminate Cutoff and consider a proper cutoff a part of Occurrence and 
Completeness.
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Financial statement assertions are important to auditors because they should consider audit 

risk at the assertion level for all signifi cant account balances, transaction classes, and dis-

closures. Audit risk consists of (1) the risk of material misstatement of a relevant assertion 

related to an account balance, class of transaction, or disclosure and (2) the risk that the 

auditors will not detect such misstatement.

The Risk of Material Misstatement (Inherent Risk and Control Risk)
The risk of material misstatement may be separated into two components—inherent risk 

and control risk.

Inherent risk is the possibility of material misstatement of an assertion before con-

sidering the client’s internal control. Factors that affect inherent risk relate to either the 

nature of the client and its environment or the nature of the particular fi nancial statement 

element.

Business characteristics of the client and its environment affect the inherent risk of the 

audit as a whole. Therefore, these characteristics affect the assertions about a number of 

fi nancial statement accounts. For example, business characteristics such as the following 

are indicative of high inherent risk:

 • Inconsistent profi tability of the client relative to other fi rms in the industry.

 • Operating results that are highly sensitive to economic factors.

 • Going concern problems.

 • Large known and likely misstatements detected in prior audits.

 • Substantial turnover, questionable reputation, or inadequate accounting skills of 

management.

Since these factors increase the overall risk of the audit, they are important to the audi-

tors’ decisions about whether to accept the engagement.

Inherent risk also varies by the nature of the account. Assume that in a given business 

the balance of the Inventory account amounts to only one-fi fth that of the Property and 

Equipment account. Does this relationship indicate that the auditors should spend only 

one-fi fth as much time in the audit of inventory as in the audit of plant and equipment? 

The answer to this question is no. Inventory is much more susceptible to error or theft 

than are plant and equipment, and the great number of inventory transactions affords an 

opportunity for misstatements to be well hidden. Inherent risk also varies by the assertion 

about a particular account. As an example, valuation of assets is often a more diffi cult 

assertion to audit than is existence of the assets. In general, assertions with high inherent 

risk involve:

 • Diffi cult-to-audit transactions or balances.

 • Complex calculations.

 • Diffi cult accounting issues.

 • Signifi cant judgment by management.

 • Valuations that vary signifi cantly based on economic factors.

In assessing inherent risk, it is often useful to segregate transactions into three 

types—routine, nonroutine, and estimation. Routine transactions involve recur-

ring fi nancial statement activities recorded in the accounting records in the normal 

course of business. Examples of routine transactions are sales, purchases, cash dis-

bursements, cash receipts, and payroll transactions. The routine nature of these trans-

actions restricts inherent risk, although controls certainly must be implemented to 

assure proper recording.

Nonroutine transactions involve activities that occur only periodically, such as the 

taking of physical inventories, calculating depreciation expense, and adjusting fi nancial 

statements for foreign currency gains and losses. Inherent risk may be high for nonrou-

tine transactions because they are not part of the normal fl ow of transactions and special-

ized skills may be needed to perform the activity.

Audit Risk at 
the Account 
Balance, Class of 
Transaction, or 
Disclosure Level

Identify and explain the compo-

nents of audit risk.

LO 5-2
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Generally, the transactions with the highest level of inherent risk are estimation 
transactions, which are the activities that create accounting estimates. These activities 

have high inherent risk because they involve management judgments or assumptions. 

Examples of estimation transactions include estimating the allowance for uncollectible 

accounts, establishing warranty reserves, and assessing assets for impairment.

The auditors use their knowledge of the client’s industry and the nature of its opera-

tions, including information obtained in prior year audits, to assess inherent risk for the 

fi nancial statement assertions.

Control risk is the risk that a material misstatement could occur in a relevant asser-

tion and not be prevented or detected on a timely basis by the client’s internal control. 

It is a function of the effectiveness of both the design and operation of internal control 

in achieving the client’s objectives relevant to the preparation of its fi nancial statements.

Both inherent risk and control risk exist independently of the audit of fi nancial state-

ments. That is, the risk of misstatement exists regardless of whether an audit is performed. 

The auditor may make separate assessments of the two risks or an overall assessment of 

the risk of material misstatement for the relevant assertions.

Detection risk is the risk that the auditors’ procedures will not detect a material mis-

statement that exists in a relevant assertion. Detection risk is a function of the effectiveness 

of the audit procedures and their application by the auditors. Accordingly, unlike inherent 

risk and control risk, it does not exist when no audit is performed. Rather than “assessing” 

detection risk, auditors seek to restrict it through performance of substantive procedures.

Detection risk exists because the auditors’ substantive procedures are not 100 percent effec-

tive, due to both sampling and other factors. As discussed later in this chapter, substantive 

procedures of two general types are performed: (1) tests of details of balances, transactions, 

and disclosures, and (2) substantive analytical procedures. For a given level of audit risk, detec-

tion risk varies inversely with the risk of material misstatement; for example, the greater the 

risk of material misstatement, the less the detection risk that can be accepted by the auditors.

Figure 5.2 describes the interrelationships between the three components of audit risk. 

The bag of sand in the fi gure represents inherent risk, the susceptibility of an account 

balance to material misstatements. The sieves represent the ways by which the client and 

the auditors attempt to remove the misstatements from the fi nancial statements. The fi rst 

sieve represents the client’s internal control, and the risk that it will fail to detect or pre-

vent a misstatement is control risk. The auditors’ audit procedures are represented by the 

second sieve, and the risk that it will fail to detect a misstatement is detection risk. The 

risk that the misstatements will get through both sieves is audit risk.

Auditors may either consider the risk of material misstatement directly, or separately 

consider its components of inherent risk and control risk. For purposes of considering 

the relationships among the risks, we provide a separate assessment approach. Auditing 

standards allow either a quantifi ed or nonquantitative approach, but they also include 

the following formula to illustrate the relationships among audit risk, inherent risk, 

control risk, and detection risk:

AR = IR × CR × DR

RMM

where

 AR = Audit risk

 IR = Inherent risk

 CR = Control risk

 DR = Detection risk

RMM = Risk of material misstatement

Audit Risk 
Illustrated

Measuring 
Audit Risk

⎧ ⎭⎬⎯⎯
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To illustrate how audit risk may be quantifi ed, assume that the auditors have assessed 

inherent risk for a particular assertion at 50 percent and control risk at 40 percent. In 

addition, they have performed audit procedures that they believe have a 20 percent risk of 

failing to detect a material misstatement in the assertion. The audit risk for the assertion 

may be computed as follows:

AR = IR × CR × DR

 = .50 × .40 × .20 = .04

Thus, the auditors face a 4 percent audit risk that material misstatement has occurred 

and evaded both the client’s controls and the auditors’ procedures. Realize, however, that 

the model expresses general relationships and is not necessarily intended to be a math-

ematical model to precisely consider the factors that infl uence audit risk in actual audit 

situations.

As indicated previously, it is important to realize that while auditors gather evidence 

to assess inherent risk and control risk, they gather evidence to restrict detection risk to 

the appropriate level. Inherent risk and control risk are a function of the client and its 

operating environment. Regardless of how much evidence the auditors gather, they can-

not change these risks. Therefore, evidence gathered by the auditors is used to assess the 

levels of inherent and control risk.

Detection risk,2 on the other hand, is a function of the effectiveness of the audit pro-

cedures performed. If the auditors wish to reduce the level of detection risk, they simply 

obtain additional appropriate evidence. As a result, detection risk is the only risk that is 

completely a function of the suffi ciency of the procedures performed by the auditors.

Audit evidence is all the information used by the auditors in arriving at the conclusions 

on which the audit opinion is based. It includes the information contained in the account-

ing records underlying the fi nancial statements and other information. 

What constitutes suffi cient appropriate audit evidence? Suffi ciency is a measure 

of the quantity of audit evidence that should be obtained. The quantity needed is affected 

by the risk of misstatements (the greater the risk, the more audit evidence required) and 

also the reliability of the evidence. In the great majority of cases the auditors fi nd it 

Audit Evidence

Distinguish between the concepts 

of suffi cient and appropriate as 

they apply to audit evidence.

LO 5-3

FIGURE 5.2
An Illustration 
of Audit Risk

2 Detection risk may be disaggregated into (1) risks related to tests of details of transactions 
and balances (TD) and (2) risks related to substantive analytical procedures (AP).
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necessary to rely on evidence that is persuasive rather than conclusive. Auditors are sel-

dom convinced beyond all doubt that all aspects of the statements are properly stated.

Appropriateness is the measure of the quality of that audit evidence. In evaluating the 

appropriateness of audit evidence, auditors consider both its relevance and its reliability 

in providing support for, or detecting misstatements in, fi nancial statement assertions. 

Relevance relates to the assertion being addressed. For example, confi rming a client’s 

accounts receivable with customers may provide evidence on the existence of the receiv-

ables, but it provides very limited information relating to whether the client has com-

pletely recorded all receivable accounts.

The reliability of evidence is dependent on the circumstances in which it is obtained. 

While this makes generalizations diffi cult and subject to exceptions, audit evidence is 

ordinarily more reliable when it is:

 1. Obtained from knowledgeable independent sources outside the client company rather 

than nonindependent sources.

 2. Generated internally through a system of effective controls rather than ineffective controls.

 3. Obtained directly by the auditors rather than indirectly or by inference (e.g., observa-

tion of application of a control is more reliable than the client’s response to an inquiry 

concerning the application of the control).

 4. Documentary in form (paper or electronic) rather than in the form of an oral 

representation.

 5. Provided by original documents rather than photocopies or facsimiles.

In addition to the above generalizations, audit evidence that arises from two or more 

different sources provides auditors more total assurance than the items would provide if 

considered individually. For example, an auditor may observe an employee opening the 

mail and processing cash receipts to evaluate the operating effectiveness of controls over 

cash receipts. But, because that observation is only at the point in time it is made, the audi-

tor also may make inquiries of client personnel and inspect documentation of the opera-

tion of such controls to obtain a combination of audit evidence that is considered more 

reliable. Conversely, if inconsistencies arise between the sources of audit evidence, the 

auditors may derive little assurance with respect to the effective operation of the control.

The term suffi cient relates to the quantity of evidence that the auditors should obtain. 

Auditors perform audit procedures to obtain audit evidence that will allow them to draw 

reasonable conclusions as to whether the client’s fi nancial statements follow generally 

accepted accounting principles. Specifi cally, auditors perform the following types of pro-

cedures to arrive at these conclusions:

 1. Risk assessment procedures are designed to obtain an understanding of the  client 

and its environment, including its internal control, to assess the risks of material 

misstatement.

 2. Tests of controls are designed to test the operating effectiveness of controls in pre-

venting or detecting material misstatements.

 3. Substantive procedures are designed to detect material misstatements of relevant 

assertions. Substantive procedures include (a) analytical procedures and (b) tests of 

details of account balances, transactions, and disclosures.

Auditors attempt to use a cost-effective combination of the above procedures to draw 

reasonable conclusions. They can no more disregard the cost of alternative audit proce-

dures than a store manager can disregard a difference in the cost of competing brands of 

merchandise. While cost is not the primary factor infl uencing auditors in deciding what 

evidence should be obtained, it is always an important consideration. Also, the greater 

the risk of material misstatement of the item to be verifi ed, the stronger the evidence 

required by the auditors, and the greater the cost they are willing to incur in obtaining it. 

As we have indicated, suffi cient appropriate audit evidence is obtained when audit risk is 

reduced to an acceptable level. Therefore, the most effi cient set of audit procedures is that 
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which achieves the required low level of audit risk at the minimum audit cost. Chapters 6 

and 7 provide basic guidance on risk assessment procedures and on tests of controls. 

Later in this chapter we will provide an overview of substantive procedures.

The auditors perform a variety of audit procedures to obtain audit evidence, including:

 1. Inspection of records and documents.

 2. Inquiry of knowledgeable persons within or outside the entity.

 3. External confi rmation.

 4. Inspection of tangible assets.

 5. Observation of processes or procedures being performed by others.

 6. Recalculation of mathematical accuracy.

 7. Reperformance of procedures.

 8. Analytical procedures.

1. Inspection of Records and Documents
Audit evidence in paper or electronic form that is obtained through inspection of records 

and documents is referred to as documentary evidence and includes examination of a 

variety of records in support of the company’s business and accounting information sys-

tem such as checks, invoices, contracts, and minutes of meetings. The reliability of docu-

mentary evidence depends in part on whether it was created within the company (e.g., a 

sales invoice) or outside the company (e.g., a vendor’s invoice). Some documents created 

within the company (e.g., checks) are sent outside the organization for endorsement and 

processing; because of this critical review by outsiders, these documents are regarded as 

more reliable than other documents created by client personnel.

In appraising the reliability of documentary evidence, the auditors should be aware 

that documents may be forged or created in their entirety by a dishonest employee. For 

example, many forms may be created by anyone in a moment fi lling in the blank spaces 

in one of the standard note forms available either online or at an offi ce supply store.

Documentary evidence created outside the client organization and transmitted directly 
to the auditors A few documents are prepared outside the client organization and trans-

mitted directly to the auditors. An example is a cutoff bank statement, which is a bank 

statement covering a specifi ed number of business days (usually 7 to 10) after the client’s 

balance sheet date. Auditors use this statement to determine that reconciling items shown 

on the year-end bank statement are complete and have cleared the bank within a reason-

able time. Cutoff bank statements are discussed in more detail in Chapter 10.

The auditors will often be provided with access to electronic client records main-

tained by a third party (e.g., electronic bank statements and processed electronic copies 

of checks that have been paid that are maintained by the client’s bank). In these circum-

stances, the auditors should assess the security of the records and consider whether they 

have been given access to all relevant records.

Documentary evidence created outside the client organization and held by the 
client Many externally created documents examined by the auditors will be in the cli-

ent’s possession. Examples include bank statements, vendors’ invoices and statements, 

property tax bills, notes payable, contracts, customers’ purchase orders, and bond cer-

tifi cates. In deciding how much reliance to place upon this type of evidence, the auditors 

should consider whether the document is of a type that could be easily created or altered 

by client personnel. The auditors should be particularly cautious in accepting as audit evi-

dence photo or fax copies of documents, or documents that appear to have been altered in 

any way. Both photo and fax copies may be easily altered in a manner that makes detec-

tion diffi cult. Alterations to a document may have been made deliberately to misstate 

the facts and to mislead auditors or others who rely upon the document. Yet externally 

created documents in the possession of the client are used extensively by auditors and are 

ordinarily considered as relatively reliable evidence.

Types of Audit 
Procedures

List and describe types of audit 

procedures.

LO 5-4
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Documentary evidence created within the client organization When available, the most 

reliable single piece of documentary evidence created within the client’s organization 

ordinarily is a paid check. The check (or its electronically processed copy) bears the 

endorsement of the payee and a perforation or stamp indicating payment by the bank. 

Because of this review and processing of a check by outsiders, the auditors will usually 

look upon a paid check as a strong type of evidence. The paid check (or its electronically 

processed copy) may be viewed as evidence that an asset was acquired at a given cost, or 

as proof that a liability was paid or an expense incurred.

Most documents created within the client organization represent a lower quality of 

evidence than a processed check because they circulate only within the company and 

do not receive the critical review of an outsider. Examples of internally created docu-

ments that do not leave the client’s possession are client copies of sales invoices, shipping 

notices, purchase orders, receiving reports, and credit memoranda. Of course, the original 

copy of a sales invoice or purchase order is sent to the customer or supplier, but the copy 

available for the auditors’ inspection has not left the client’s possession.

The degree of reliance to be placed on documents created and used only within the 

organization depends on the effectiveness of the internal control. If the controls are 

so designed that a document prepared by one person must be critically reviewed by 

another, and if all documents are controlled by the computer system or are serially 

numbered with all numbers in the series accounted for, these documents may represent 

reasonably reliable evidence. Adequate internal control will also provide for extensive 

segregation of duties so that no one employee handles a transaction from beginning to 

end. An employee who maintains records or creates documents, such as credit memo-

randa, should not have access to cash. Under these conditions there is no incentive for an 

employee to falsify a document, since the employee creating documents does not have 

custody of assets.

On the other hand, if internal control is weak, the auditors cannot place as much reli-

ance on documentary evidence created within the organization and not reviewed by out-

siders. If an employee is authorized to create documents such as sales invoices and credit 

memoranda and also has access to cash, an incentive exists to falsify documents to con-

ceal an error or a theft. If documents are not controlled by serial numbers, the possibility 

arises that the auditors do not have access to all documents or that duplicates are being 

used to support fi ctitious transactions. Not only is there the danger of fi ctitious docu-

ments being created to cover theft by an employee, but also there is the possibility that 

management is purposely presenting misleading fi nancial statements and has prepared 

false supporting documents for the purpose of deceiving the auditors.

Electronic data interchange Electronic data interchange involves the transmission 

of data between organizations by electronic means. It is more than “e-mail ordering” 

in that electronic documents or business data from one company to another often occur 

without human intervention. Human intervention in the processing often only occurs 

for errors, review, and special circumstances. As an illustration, a purchase transaction 

may be automatically initiated by a client’s computer by sending an electronic message 

directly to a supplier’s computer system. This electronic message replaces the traditional 

purchase order. The other documentation of the purchase transaction may consist of an 

invoice and a bill of lading generated in electronic form by the supplier’s computer sys-

tem. To determine the degree of reliance that may be placed upon such electronic docu-

ments, the auditors will test the controls over the computer system. Chapter 8 describes 

the controls that are used in computerized information systems in detail, and Chapters 10 

through 16 include illustrations of such systems.

2. Inquiry of Knowledgeable Persons within and outside the Entity
Auditors obtain a variety of representations from a number of company personnel and 

outside parties (e.g., such as the client’s customers, vendors, fi nancial institutions, and 

attorneys). In addition, evidence may be obtained from specialists in some audits. Inqui-

ries, which may be oral or written, may result in either oral or written replies.



Audit Evidence and Documentation 151

Throughout an audit the auditors ask a great many questions of the offi cers and employ-

ees of the client’s organization. Oral inquiries are made on an endless range of topics—

the location of records and documents, the reasons underlying an unusual accounting 

procedure, the probabilities of collecting a long past-due account receivable. In making 

inquiries, auditors should consider the knowledge, objectivity, experience, responsibility, 

and qualifi cations of the individual being questioned and should use carefully structured 

questions to address relevant issues. Client replies should be carefully evaluated and, as 

appropriate, followed up with additional questions.

Generally, oral client representations are not suffi cient in themselves, but they may 

be useful in disclosing situations that require investigation or corroborating with other 

forms of evidence. For example, after making a detailed analysis of all past-due accounts 

receivable, an auditor will normally discuss with the credit manager the prospects of col-

lecting specifi c accounts. If the opinions of the credit manager are in accordance with the 

estimates of uncollectible accounts that have been made independently by the auditors, 

this oral evidence will constitute support for the conclusions reached. In repeat audits of 

a business, the auditors will be in a better position to evaluate the opinions of the credit 

manager based on the quality of the manager’s estimates in prior years.

Representation letters Auditors also obtain written representations from clients. At the 

conclusion of the audit, the CPAs obtain from client offi cers a written representation 
letter summarizing the most important oral representations made by management dur-

ing the engagement. Many specifi c items are included in this representation letter. For 

example, management usually represents that all liabilities known to exist are refl ected 

in the fi nancial statements. The representations generally fall into the following broad 

categories:

 1. All accounting records, fi nancial data, and minutes of directors’ meetings have been 

made available to the auditors.

 2. The fi nancial statements are complete and were prepared in conformity with generally 

accepted accounting principles.

 3. Management believes that the adjusting entries brought to its attention by the auditors 

and not recorded are not material, individually or in the aggregate.

 4. Management acknowledges its responsibility to design and implement programs and 

controls to prevent and detect fraud and to disclose information to the auditors on 

alleged or suspected fraud.

 5. All items requiring disclosure (such as loss contingencies, noncompliance with laws 

and regulations, and related party transactions) have been properly disclosed.

The income statement of the 
National Student Marketing 
Corporation (NSMC) included 

total gains of $370,000 from the sale of two subsidiary com-
panies to employees of the subsidiaries. Consideration for 
the sale was notes receivable collateralized by 7,700 shares 
of NSMC stock. Because both subsidiaries had been oper-
ating at substantial losses, NSMC’s independent auditors 
obtained written representations from three offi cers of 
NSMC that there were no indemnifi cation or repurchase 
commitments given to the purchasers.

The SEC criticized the auditors for relying too heavily on 
management representations regarding the sales. The SEC 
considered the sales to be sham transactions that would 
have been brought to light had the auditors suffi ciently 
extended their audit procedures. NSMC had executed vari-
ous side agreements to assume all risks of ownership after 
the “sale” of one subsidiary and had agreed to make cash 
contributions and guarantee a bank line of credit for the 
other subsidiary after the “sale.” Further, the NSMC stock 
collateralizing the notes receivable had been given to the 
subsidiaries’ “purchasers” by offi cers of NSMC.

Illustrative Case Reliance on Management 
Representations
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AICPA AU-C 580 (PCAOB 333) requires auditors to obtain a representation letter on 

every engagement and provides suggestions as to its form and content. These letters are 

dated as of the date of the auditors’ report and usually are signed by both the client’s 

chief executive offi cer and chief fi nancial offi cer.

A client representation letter should never be used as a substitute for performing other 
audit procedures. The fi nancial statements already constitute written representation by 

the client; hence, a representation letter does little more than assert that the original rep-

resentations were correct.

Although representation letters are not a substitute for other necessary audit proce-

dures, they do serve several important audit purposes. One purpose is to remind the client 

offi cers of their primary and personal responsibility for the fi nancial statements. Another 

purpose is to document in the audit working papers the client’s responses to the signifi cant 

questions asked by the auditors during the engagement. Also, a representation by manage-

ment may be the only evidence available with respect to management’s future intentions. 
For example, whether maturing debt is classifi ed as a current or a long-term liability may 

depend upon whether management has both the ability and the intent to refi nance the debt.

Inquiries resulting in lawyers’ letters The primary source of information about litiga-

tion that is pending against the client is obtained from lawyers’ letters. To obtain these 

letters, the auditors ask the client to request their attorneys to furnish directly to the audi-

tors their assessment or concurrence with management’s assessment of any litigation 

being handled for the client. Lawyers’ letters are discussed in Chapter 16.

Inquiries of specialists Auditors may not be experts in performing such technical tasks 

as judging the value of highly specialized inventory or making actuarial computations 

to verify liabilities for postretirement benefi ts. Audit evidence about such matters is best 

obtained from qualifi ed specialists. Other examples of audit tasks that may require the 

use of a specialist include valuations of works of art of restricted securities and legal 

interpretations of regulations or contracts.

In AICPA AU-C 620 (PCAOB 336), the Auditing Standards Board recognized the 

necessity for auditors to consult with experts, when appropriate, as a means of gathering 

suffi cient appropriate audit evidence. A specialist is an individual or organization pos-

sessing expertise in a fi eld other than accounting and auditing, such as expertise in valu-

ation of complex fi nancial instruments and other assets, actuarial calculations, estimation 

of oil and gas reserves, and valuation of environmental liabilities. The specialist may be 

hired by the client (the “client’s specialist”) or by the auditors (the “auditors’ specialist”).

The auditors are responsible for performing procedures to evaluate the adequacy of 

the professional qualifi cations and reputation of the specialist. This usually involves mak-

ing inquiries about the specialist’s credentials and experience. While auditors engage 

specialists because they seek assistance in specialized areas, they cannot accept a spe-

cialist’s fi ndings blindly. They should obtain an adequate understanding of the methods 

During the observation of 
the physical inventory of 
a company manufacturing 

semiconductors—small chips of photographically etched 
silicon that channel electricity along microscopic pathways—
one of the auditors counted semiconductors purportedly 
worth several hundred thousand dollars. He then asked why 
apparently identical appearing semiconductors on another 
wall were not being counted. The client informed him that 

those semiconductors were defective and could not be sold. 
To the auditor, the defective semiconductors were identical 
in appearance with those included in the count. In a situa-
tion such as this, to the extent that effects on the fi nancial 
statements are potentially material, the auditors may need 
to obtain additional evidence about the valuation of the 
inventory.  This might involve obtaining evidence about con-
trols over identifi cation of defective inventory, or engaging 
a specialist to evaluate the valuation of the semiconductors.

Illustrative Case Need for a Specialist
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or assumptions used by the specialist and evaluate their relevance and reasonableness 

in relation to the auditors’ other fi ndings and conclusions. Also, if the specialist’s work 

involves the use of source data that are signifi cant, the auditors should evaluate those 

data’s relevance, completeness, and accuracy. The auditors should not refer to the special-

ist in their audit report unless the specialist’s fi ndings do not support the representations 

in the fi nancial statements, thus causing the auditors to modify their opinion.

Although the auditors would ordinarily prefer to employ their own specialist, a cli-

ent’s specialist may be acceptable, even one that is an employee of the client. However, 

the auditors should assess the risk that the specialist’s objectivity might be impaired 

because of this relationship. If the auditors believe that the specialist’s objectivity might 

be impaired, they should perform additional procedures or hire another specialist.

3. External Confi rmation
Confi rmation requests are used in the audit of a number of accounts, including cash, 

accounts and notes receivable, debt accounts, and capital stock accounts. As an example, 

in the audit of accounts receivable, customers are requested by the client to send a reply 

directly to the auditors that confi rms the amount owed to the client.

As indicated in AICPA AU-C 505 (PCAOB 330), confi rmation requests to third parties 

(e.g., customers, vendors, fi nancial institutions) can be used to address any of the asser-

tions about a particular fi nancial statement amount. However, they do not address all asser-

tions equally well. Confi rmations generally are effective at providing evidence about the 

assertion of existence of accounts, but they are less effective at addressing completeness 
and the appropriate valuation. For example, while a returned account receivable confi rma-

tion provides reliable evidence about the existence of an obligation, it does not address 

whether the debtor can actually pay the obligation. The account actually may be worthless.

To ensure the reliability of the confi rmation process, the auditors should carefully 

design the confi rmation requests to seek the appropriate information and make it easy for 

the recipient to respond. The auditors also should consider whether it is necessary to spe-

cifi cally address the confi rmation request to an individual in the outside organization who 

is authorized to confi rm the information. As an example, information about the terms of 

a debt agreement at a fi nancial institution might best be sent to the appropriate fi nancial 

institution loan offi cer.

To obtain assurance that the confi rmation reply comes directly to the auditors and 

not to the client, the auditors will enclose with the confi rmation request a return enve-

lope addressed to the auditors’ offi ce. If the replies were addressed to the auditors at 

the client’s place of business, an opportunity would exist for someone in the client’s 

organization to intercept a returned confi rmation and alter the information reported, or 

even destroy the document. The envelope containing the confi rmation should bear the 

auditors’ return address. In that way, if the address is fi ctitious, the confi rmation may be 

returned by the post offi ce directly to the auditors. As discussed in more detail in Chap-

ter 11, when information is confi rmed electronically, procedures should be followed to 

ensure that the process is secure.

4. Inspection of Tangible Assets
Inspection of tangible assets by the auditors ordinarily provides the best evidence of the 

existence of the assets. The existence of property and equipment, such as automobiles, 

buildings, offi ce equipment, and factory machinery, may be conclusively established by 

inspecting those assets. Similarly, evidence about the existence of cash on hand may be 

obtained by inspection. 

At fi rst thought, it might seem that inspection of an asset would conclusively verify 

all assertions relating to the account, but this is often not true. For example, inspect-

ing factory machinery may not address whether it is properly valued (e.g., whether 

the allowance for accumulated depreciation is proper or whether a particular machine 

is obsolete). Similarly, the auditors’ inspection of tangible assets also does not pro-

vide proof of ownership of assets. A fl eet of automobiles used by salespeople and 

company executives, for example, might be leased rather than owned. In addition, 

physical examination does not substantiate the cost of the assets.
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   3  Further audit procedures include the tests of controls and substantive procedures that are 
 performed based on the results of the auditors’ risk assessments.  

In summary, inspection provides high-quality evidence as to the existence of certain 

assets, but generally it needs to be supplemented by other types of evidence to determine 

the ownership, proper valuation, and condition of those assets. For some types of assets, 

such as accounts receivable or intangible assets, the existence of the assets cannot be veri-

fi ed through physical inspection.

5. Observation of Processes and Procedures
Observation involves watching a process or procedure being performed by others. Exam-

ples include observing custodial controls of a control activity being performed, such as 

the auditors’ observation of inventory counting by the client’s personnel or the perfor-

mance of control activities. 

6. Recalculation of Mathematical Accuracy
Another type of audit evidence consists of recalculations made independently by the audi-

tors to prove the arithmetical accuracy of the client’s analyses and records. At a high level, 

this should include making certain that accounting records (e.g., accounts in the general 

ledger) agree with or can be reconciled to the fi nancial statements. At a more detailed level, 

the auditor’s computations might consist of footing (i.e., totaling) a column of fi gures in a 

sales journal or in a ledger account to provide that column total. Independent computations 

may be used to prove the accuracy of such client calculations as earnings per share, depre-

ciation expense, allowance for uncollectible accounts, revenue recognized on a percentage-

of-completion basis, and provisions for federal and state income taxes. Specialists may 

become involved in certain calculations. For example, because the computation of a cli-

ent’s liability for postretirement benefi ts involves actuarial assumptions and computations 

beyond the auditors’ area of expertise, auditors usually rely on the services of an actuary to 

compute this liability.

7. Reperformance of Procedures
Reperformance involves the auditors independently performing procedure or activities 

that were originally performed by the client, ordinarily as a part of the company’s inter-

nal control. For example, an auditor may compare the price on an invoice to that on an 

approved price list or reperform the computation of the aging of accounts receivable.

8. Perform Analytical Procedures
Analytical procedures, discussed in detail later in this chapter, involve the comparison 

of relationships among fi nancial and, sometimes, nonfi nancial data. Data interrelation-

ships rely upon plausible relationships among both fi nancial and nonfi nancial data. For 

example, a plausible relationship may exist in an industry between annual square footage 

of sales space and retail sales.

Scanning is a type of analytical procedure in which auditors use professional judg-

ment to review accounting data to identify signifi cant or unusual items and then to test 

those items. For example, an auditor may search for large or unusual items in the account-

ing records (e.g., nonstandard journal entries) for indication of misstatements.

Figure 5-3 summarizes the various types of audit procedures and provides examples.

Substantive Procedures

In thinking out substantive procedures, it is helpful to consider their nature (type and 

form), timing (when performed), and extent (quantity of evidence obtained).

Substantive procedures include analytical procedures and tests of details. These tests 

are part of the auditors’ further audit procedures3 because their nature, timing, and 

extent are based on the results of the risk assessment procedures. Tests of details may 

Types of 
Substantive 
Procedures
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be divided into three types: (1) tests of account balances, (2) tests of classes of transac-

tions, and (3) tests of disclosures. Recall that this is the manner in which the assertions 

are presented in Figure 5.1. Tests of details of balances directly address whether there 

are misstatements in the ending balance of an account (e.g., confi rmation of ending 

accounts receivable balances). Tests of details of transactions (also referred to as direct 

tests of transactions) address whether particular types of transactions (e.g., purchases 

and retirements of equipment) have been properly accounted for during the period. Tests 

of details of disclosures address whether fi nancial statement disclosures are properly 

presented.

The nature of the substantive procedures used on an audit will be responsive to the 

assessed risks of misstatement, with the objective of effi ciently obtaining suffi cient 

appropriate audit evidence to achieve the planned level of assurance for each audit area. 

One way for the auditors to address a high risk area is to select a more effective audit 

procedure. For example, if the auditors want to increase the assurance obtained relat-

ing to the existence of accounts receivable, they could decide to directly test the ending 

balance by confi rming the accounts rather than relying upon the inspection of internal 

documents. 

Audit Procedure Example

Inspection of records or documents—Examining a 
record or document

•  Inspect certain records as evidence of ownership 
(e.g., land)

•  A test of controls to inspect records for evidence 
of proper authorization

Inquiry—Seeking information of knowledgeable 
persons within or outside the organization; inquiry 
may be oral or written

•  Inquiry of plant manager as to a sequence of 
operations

•  Inquiry of attorney relating to litigation

External confi rmation—Obtaining a written response 
about a particular item from a third party (e.g., 
debtor, creditor)

•  Confi rmation of accounts receivable

Inspection of tangible assets—Physically examining 
an asset

•  Inspect the condition of inventory items

Observation—Watching a process or procedure 
being performed by the entity’s personnel or the 
 performance of control activities

•  Observe client personnel performing manufacturing 
functions

•  Observe the client counting its inventory

Recalculation—Testing the mathematical accuracy of 
documents or records

•  Recalculating a total, such as using computer assisted 
audit techniques to determine whether a fi le has 
been summarized properly by the client

Reperformance—An independent execution of 
 procedures or controls that were originally 
performed by the client (often as a part of the client’s 
internal control)

•  Reperforming the aging of accounts receivable 
 manually or by using computer assisted audit 
techniques

Analytical procedures—Evaluations of fi nancial infor-
mation through analysis of plausible relationships 
among both fi nancial and nonfi nancial data; scan-
ning is an analytical procedure involving the auditor’s 
use of professional judgment to review accounting 
data to identify signifi cant or unusual items and then 
to test those items

•  Calculating days sales in ending accounts receivable 
and comparing to the prior year

•  Scanning all ending income statement account 
 balances and comparing them with the preceding 
year and/or this year’s budget

•  Scanning the payroll register for unusual payments

Scanning—Use of professional judgment to review 
accounting data to identify signifi cant unusual items 
that will be tested

FIGURE 5.3 Audit Procedures
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Audit procedures may be performed before the client’s year-end (i.e., at interim dates) or 

subsequent to year-end. The auditors may obtain more assurance by shifting audit pro-

cedures from an interim date to after year-end. Performing procedures at an interim date 

increases audit risk because material misstatements may arise in the remaining period 

between the date of the tests and year-end. This incremental audit risk should be con-

trolled by performing additional audit procedures that cover the remaining period, or 

confi dence by the auditors that the client’s controls are operating effectively to prevent 

material misstatements. The timing of audit procedures is discussed in more detail in 

Chapter 6.

Holding other factors such as the nature and timing of procedures constant, the greater 

the risk of material misstatement, the greater the needed extent of substantive procedures. 

The main way in which the auditors increase the extent of substantive tests of transac-

tions and balances is to examine more items. To be cost effective, audits should involve 

the use of samples, but the sample sizes should be suffi cient to restrict audit risk to a low 

level. The considerations used in determining appropriate sample sizes are described in 

Chapter 9.

Analytical Procedures

Analytical procedures involve evaluations of fi nancial statement information by a study 

of relationships among fi nancial and nonfi nancial data. A basic premise underlying the 

application of analytical procedures is that plausible relationships among data may rea-

sonably be expected to exist and continue in the absence of known conditions to the 

contrary. Therefore, the auditors can use these relationships to obtain evidence about the 

reasonableness of fi nancial statement amounts. AICPA AU-C 520 (PCAOB 329) provides 

guidance on the nature of these procedures and examples of how they are applied.

Techniques used in performing analytical procedures range in sophistication from 

straightforward analysis of trends and ratios to complex mathematical models involving 

many relationships and data from many previous years. A simple analytical procedure is 

to compare revenue and expense amounts for the current year to those of prior periods, 

noting signifi cant differences. A more sophisticated analytical procedure might involve 

the development of a multiple regression model to estimate the amount of sales for the 

year using economic and industry data. Analytical procedures also may involve compu-

tations of percentage relationships of various items in the fi nancial statements, such as 

gross profi t percentages. In all these approaches, the auditors attempt to identify unex-

pected differences or the absence of expected differences. Such differences may indicate 

misstatements in the fi nancial statements that should be investigated fully by the auditors.

Essentially, the process of performing analytical procedures consists of four steps:

 1. Develop an expectation of an account (or ratio) balance.

 2. Determine the amount of difference from the expectation that can be accepted without 

investigation.

 3. Compare the company’s account (ratio) balance with the expectation.

 4. Investigate and evaluate signifi cant differences from the expectation.

Developing an Expectation
A variety of types of information are available to the auditors to develop expectations for 

analytical procedures, including:

 1. Financial information for comparable prior periods.

 2. Anticipated results, such as budgets and forecasts.

Timing of 
Substantive Audit 
Procedures

Extent of 
Substantive 
Procedures

Nature of 
Analytical 
Procedures
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 3. Relationships among elements of fi nancial information within a period.

 4. Information derived from similar fi rms in the same industry, such as industry averages.

 5. Relationships between fi nancial information and relevant nonfi nancial data.

Every audit client generates internal fi nancial information that may be used in perform-

ing analytical procedures. Financial reports of prior years, forecasts, production reports, 

and monthly performance reports are but a few data sources that may be expected to bear 

predictable relationships to fi nancial statement amounts. In establishing these relation-

ships, auditors may use dollar amounts, physical quantities, ratios, or percentages. To 

increase the precision of the procedures, separate relationships may be computed for each 

division or product line.

Industry averages are available through such sources as Dun & Bradstreet’s Key Busi-
ness Ratios and Robert Morris Associates’s Annual Statement Studies. These averages 

provide a potentially rich source of information for developing expectations for analyti-

cal procedures. Comparisons with industry statistics may alert auditors to classifi cation 

errors, improper applications of accounting principles, or other misstatements in specifi c 

items in the client’s fi nancial statements. In addition, these comparisons may highlight 

the client’s strengths and weaknesses relative to similar companies, thus providing the 

auditors with a basis for making constructive recommendations to the client.

Certain problems may be encountered in using industry averages for analytical pro-

cedures because of a lack of comparability among companies and the inability to obtain 

current industry data. In comparison to the auditors’ client, other companies in the same 

industry may be larger or smaller, engage in other lines of business that affect their ratios, 

or use different accounting methods. In addition, the time required to assemble industry 

averages creates a situation in which the most recent averages are always a year or so 

old. Thus, auditors should carefully consider the comparability and timeliness of the data 

before drawing conclusions based upon comparisons with industry averages.

Types of Expectations Auditors develop expectations using a number of different tech-

niques, including trend analysis, ratio analysis, regression analysis, and reasonableness 

tests. Trend analysis involves the review of changes in an account balance over time. For 

example, a review of the client’s sales for the past three years might reveal a consistent 

growth rate of about 7 percent. This information would assist the auditors in developing 

an expectation about what sales should be for the current year.

Ratio analysis involves comparisons of relationships between two or more fi nancial 

statement accounts, or comparisons of account balances to nonfi nancial data (e.g., revenue 

per sales order). Traditional fi nancial ratios typically are classifi ed into four categories:

 1. Liquidity ratios, such as the current ratio and the quick ratio.

 2. Leverage ratios, such as the debt to equity ratio and the long-term debt to equity ratio.

 3. Profi tability ratios, such as gross profi t percentage and return on total assets.

 4. Activity ratios, such as inventory turnover and accounts receivable turnover.

Because ratio analysis involves examination of the relationships between two or more 

variables and may involve industry data, it is often a richer form of analysis than is trend 

analysis.

There are two basic approaches to ratio analysis, horizontal analysis and cross- 

sectional analysis. While horizontal analysis involves a review of client fi nancial 

statement amounts and ratios over time, cross-sectional analysis involves compari-

sons with similar fi rms at a point in time, often comparing the client’s ratios to industry 

averages.

Figure 5.4 provides an illustration of horizontal (trend) and cross-sectional analysis 

of a client’s income statement. The fi gure also illustrates a common-size income state-

ment, in which all revenues and expenses are presented as a percentage of net sales. A 

common-size income statement is particularly useful because many expenses, such as 

cost of goods sold, would be expected to bear a predictable relationship to net sales. A 
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common-size balance sheet presents all assets, liabilities, and owners’ equity amounts as 

a percentage of total assets. The development of common-size fi nancial statements 

is also known as vertical analysis.
If the auditors decide to use a more sophisticated analysis, it will often take the form of 

regression analysis. Regression analysis involves the use of statistical models to quantify 

the auditors’ expectation about a fi nancial statement amount or ratio. As an example, the 

auditors could develop an expectation about the client’s sales for this year with a model 

that uses the amount spent on advertising, the square footage of selling space, and per-

sonal disposable income. Regression analysis has advantages over other forms of analy-

sis in that more variables may be used to predict the fi nancial statement balance, and the 

reliability and precision of the expectation may be precisely measured.

Another method that is used to develop a more precise expectation of a fi nancial 

statement balance is a reasonableness test. A reasonableness test is similar to regression 

analysis in that an explicit expectation is computed for the fi nancial statement amount 

using fi nancial or nonfi nancial data. As an example, the auditors might use the average 

occupancy rate and the average room rates of a hotel to develop an estimate of the hotel’s 

revenues for the period.

A reasonableness test differs from regression analysis in that it is less formal and is not 

based on a statistical model.

Determine Amount of Difference That Can Be Accepted
The amount of difference between the expectation and the fi nancial statement bal-

ance or ratio that can be accepted without investigation is determined primarily by the 

amount that is considered to be a material misstatement. However, this amount should 

be consistent with the degree of assurance desired from the procedure. If regression 

analysis is used, the items that should be investigated will be specifi cally identifi ed by 

the statistical model based on the degree of precision and reliability specifi ed by the 

auditors. When trend or ratio analysis is used, the auditors typically use professional 

judgment to specify an absolute amount of difference or a percentage difference that 

will result in investigation.

Compare the Account (Ratio) Balance with the Expected Balance
Once the auditors have determined the expectation and the amount of difference that can 

be accepted, they can make the actual comparisons to determine where the signifi cant 

differences lie.

Investigate and Evaluate Signifi cant Differences
The auditors should investigate any signifi cant differences between their expectations 

and the client’s fi nancial statement amounts or ratios to determine whether they rep-

resent misstatements. This may involve reconsidering the methods and factors used 

in developing the expectation. Inquiry of management may be of assistance in this 

regard. Management’s explanations, however, should ordinarily be corroborated with 

other audit evidence. If the auditors are unable to corroborate management’s explana-

tion or management has no explanation, they will often be required to expand their tests 

of the related fi nancial statement amounts to determine whether or not they are materi-

ally misstated. Figure 5.5 provides some of the misstatements or problems that may be 

discovered when the auditors investigate signifi cant differences uncovered by various 

analytical procedures.

Effects of Journal Entries on Ratios
Journal entries sometimes have a less than obvious effect on ratios. For example,  consider 

the third item in Figure 5.5—comparison of the accounts receivable turnover (sales/

accounts receivable) for the current year to that of prior years. A change in the accounts 

receivable turnover may be due to a change in sales, accounts receivable, or both. Given that 

credit sales are recorded with a debit to accounts receivable and a credit to sales, a credit 

sale recorded near year-end will affect both the numerator and the denominator when that 
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Analytical Procedure Potential Misstatements

1.  Comparison of inventory levels for the current year 
to those of prior years

Misstatement of inventory; inventory obsolescence 
problem

2.  Comparison of research and development expense 
to the budgeted amount

Misclassifi cation of research and development expenses

3.  Comparison of accounts receivable turnover for the 
current year to that of prior years

Misstatement of sales or accounts receivable;  misstatement 
of the allowance for uncollectible accounts

4.  Comparison of the client’s gross profi t percentage 
to published industry averages

Misstatement of sales and accounts receivable; 
 misstatement of cost of goods sold and inventory

5.  Comparison of production records in units to sales Misstatement of sales; misstatement of inventory

6.  Comparison of interest expense to the average 
 outstanding balance of interest-bearing debt

Understatement of liabilities; misstatement of interest 
expense

FIGURE 5.5 Potential Misstatements Disclosed by Analytical Procedures

receivable remains unpaid as of year-end. For simplicity sake, assume the accounts receiv-

able turnover ratio at the close of year 1 is 7, with sales of $700,000 and accounts receivable 

of $100,000. Furthermore, assume that shortly before the close of the year of year 2 results 

are identical to year 1—$700,000 in sales and accounts receivable of $100,000 again result-

ing in a ratio of 7. 

Now assume that a $50,000 credit sale is recorded on December 31—the sale may be 

entirely appropriate, or inappropriate depending upon its circumstances (i.e., title passage). 

Recording the sale will result in year-end totals of $750,000 sales and $150,000 accounts 

receivable—decreasing the turnover to 5. Therefore, a recorded credit sale at year end is a 

possible explanation for a decrease in the accounts receivable turnover. However, a variety of 

other circumstances could also cause a decrease in the accounts receivable turnover, including: 

 • Decreased sales to $500,000 with no change in accounts receivable, both due to a 

recessionary economy.

 • Unchanged sales with an increase in accounts receivable to $140,000 due to diffi culties 

encountered in collecting receivables, thus requiring consideration of the adequacy of 

the allowance for doubtful accounts.

These examples make clear the comparison of ratios between years must be carefully 

performed. Use the following to help you understand expected changes in ratios:

For ratios that are greater than zero (i.e., positive):

1. Increasing the numerator of a ratio always increases the ratio.
2. Increasing the denominator of a ratio always decreases the ratio.
3. Increasing the numerator and denominator of a ratio by the same amount:
 a. Decreases the ratio if the ratio is greater than 1.
 b. Increases the ratio if the ratio is less than 1.4

Auditing standards require the application of analytical procedures at the risk assessment 
stage and near the end of the audit. The auditors also may decide to use them during the 

audit as substantive procedures to provide evidence as to the reasonableness of the spe-

cifi c account balances.

Analytical procedures performed as risk assessment procedures are used to assist the 

auditors in determining the nature, timing, and extent of further audit procedures that 

will be used to obtain evidence about specifi c accounts. At the risk assessment stage, the 

Timing of 
Analytical 
Procedures

4To illustrate:

a.  If the ratio is 4/3 (=1.33), increasing the numerator and denominator by 1 changes the ratio to 
5/4 (= 1.25).

b.  If the ratio is 2/3 (=.67), increasing the numerator and denominator by 1 changes the ratio to 
3/4 (=.75).
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objective of analytical procedures is to help the auditors identify unusual transactions, 

events, or amounts that indicate a heightened risk of material misstatement of the fi nan-

cial statements. Risk assessment analytical procedures also are used to increase the audi-

tors’ understanding of the client’s business. During the risk assessment stage, auditors 

are required to perform analytical procedures relating to revenue to identify any unusual 

or unexpected relationships involving revenue accounts that may be indicative of fraud. 

For example, one procedure might be to compare revenue recorded by month during the 

current year with comparable prior years’ revenue.

Analytical procedures may be used as substantive procedures to provide evidence 

about one or more fi nancial statement assertions. While the auditors are not required 

to use substantive analytical procedures, they are usually the most effi cient test of cer-

tain assertions. For example, performing analytical procedures often is the most effi cient 

way to evaluate the completeness of various revenue and expense accounts. Chapters 10 

through 16 illustrate the use of analytical procedures as substantive procedures for vari-

ous types of fi nancial statement accounts.

Finally, analytical procedures should be used near the end of the audit, to assist the 

auditor in forming an overall conclusion on fi nancial statements and in assessing the ade-

quacy of the evidence that has been collected and the validity of the conclusions reached. 

At this stage, analytical procedures generally include reviewing the fi nancial statements 

and notes and recomputing ratios (if necessary) to identify any unusual or unexpected 

balances or relationships that have not been previously identifi ed and explained.

Auditors should consider the cost and likely effectiveness of analytical procedures in 

determining the extent to which they will be used for a particular audit. While the cost is 

often low due to the availability of computers to perform computations and the simplicity 

of many procedures performed manually, the effectiveness of analytical procedures will 

vary from one audit to the next.

A primary measure of the effectiveness of an analytical procedure is its precision. 
Precision depends on a number of factors, including the predictability of the relation-

ships, the technique used to develop the expectation, and the reliability of the underlying 

data used. If much “noise” exists in relationships between variables (e.g., sales and cost 

of goods sold), material differences might exist and not be identifi ed by analytical proce-

dures. Generally, precision can be improved by performing a more detailed analysis. For 

example, precision may be improved by performing analytical procedures with monthly 

rather than annual data.

The reliability of the underlying data that are used for analytical procedures may be 

evaluated by considering the source of the data. If the client generated the data, the audi-

tors will consider the controls applied to their development. In some cases, the auditor 

may have to apply audit procedures to the data to test their reliability before they are used 

in the analytical procedure.

Audit Evidence for Subjective Areas

Gathering evidence in the areas of accounting estimates, fair values, and related party 

transactions merits special attention due to the required judgments that need to be made 

by both management and the auditors.

The auditors should be especially careful in considering fi nancial statement accounts that 

are affected by estimates made by management (often referred to as accounting esti-

mates), particularly those for which a wide range of accounting methods are considered 

acceptable. As discussed previously, accounting estimates are usually created by estima-
tion transactions. Examples of accounting estimates include allowances for loan losses 

Extent of 
Analytical 
Procedures

Describe the considerations involved 

in auditing subjective areas, such as 

certain fi nancial statement items val-

ued at fair value.

LO 5-5

Evidence 
Regarding 
Accounting 
Estimates
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and obsolete inventory and estimates of warranty liabilities. Making accounting estimates 

is management’s responsibility, and such estimates are generally more susceptible to 

material misstatement than other fi nancial statement amounts that are more certain in 

amount. AICPA AU-C 540 (PCAOB 342) requires the auditors to determine that (a) all 

necessary estimates have been developed, (b) accounting estimates are reasonable, and 

(c) accounting estimates are properly accounted for and disclosed.

Determining whether all necessary estimates have been developed and accounted for 

properly (steps [a] and [c]) requires knowledge of the client’s business and the appli-

cable generally accepted accounting principles. When evaluating the reasonableness of 

accounting estimates (step [b]), the auditors obtain an understanding of how management 

developed the estimates and then use one or more of these three basic approaches:

 1. Review and test management’s process of developing the estimates, which often 

involves evaluating the reasonableness of the steps performed by management.

 2. Independently develop an estimate of the amount to compare to management’s 

estimate.

 3. Review subsequent events or transactions bearing on the estimate, such as actual pay-

ments of an estimated amount made subsequent to year-end.

As discussed in Chapter 2, the auditors should perform a retrospective analysis of 

signifi cant accounting estimates for evidence of bias on the part of management. If the 

auditors fi nd that prior estimates appear biased, they will consider this factor in evaluat-

ing management estimates for the current year audit.

The wide range of potential accounting methods complicates the auditing of transac-

tions involving accounting estimates. Pensions, leases, and long-term construction con-

tracts are just a few examples of transactions with complex accounting methods that vary 

depending on the nature of the agreements and the specifi c circumstances. It is the audi-

tors’ responsibility to evaluate whether the accounting rules followed are appropriate in 

the given circumstances.

In recent years, changes in accounting standards have required companies to signifi cantly 

increase the use of fair values for measuring, presenting, and disclosing various assets, 

liabilities, and components of equity. For example, fair values are used for various invest-

ments, intangible assets, impaired assets, and derivatives. In addition, fi nancial account-

ing standards allow companies to voluntarily select fair value valuation for a number of 

items.5

Fair value is defi ned to be the price that would be received to sell an asset, or the 

amount that must be paid to transfer a liability in an orderly transaction between market 

participants at the measurement date. In auditing their clients’ fair values, auditors should 

keep in mind that the goal is to achieve a fair value as defi ned earlier in this paragraph 

and to determine that valuation techniques6 are consistently applied, or, if revisions are 

needed, they are accounted for as a change in accounting estimate.

Evidence 
Regarding Fair 
Values

5 Those items include loans receivable and payable, investments in equity securities, including those 
using the equity method, rights and obligations under insurance contracts and warranty agree-
ments, host fi nancial instruments from embedded derivative instruments, fi rm commitments involv-
ing fi nancial instruments, and written loan commitments.
6 The FASB presents three basic valuation techniques to establish fair value: market, income, and 
cost. The market approach uses prices and other relevant information generated by market trans-
actions involving identical or comparable assets or liabilities (for example, in the case of market-
able securities, market value). The income approach uses valuation techniques to convert future 
amounts (for example, cash fl ows or earnings) to a single discounted present value amount. The 
cost approach is based on the amount that would be required to replace the service capacity of 
an asset (this is a “replacement cost”). In some circumstances, a single valuation approach may be 
appropriate, while in others multiple techniques will be appropriate.
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The client must select inputs (assumptions) to use in applying valuation techniques. 

FASB ASC 820-10, “Fair Value Measurements and Disclosures,” provides the following 

three-level hierarchy:

 • Level 1: Inputs of observable quoted prices in active markets for identical assets or lia-

bilities (e.g., a closing stock price listed in The Wall Street Journal for an investment).

 • Level 2: Inputs of other observable quoted prices, generally for similar assets or lia-

bilities in active markets (e.g., a company may discount the future cash fl ows of its 

not publicly traded debt securities at the rate used by the market for its publicly traded 

debt securities).

 • Level 3: Inputs that are unobservable for the assets or liability (e.g., a private company 

uses judgment to determine a proper rate to discount the future cash fl ows of its not 

publicly traded securities).

The hierarchy gives the highest priority to quoted prices in active markets (level 1) and 

lowest priority to unobservable inputs (level 3). The auditors should be alert for circum-

stances in which management may have an incentive to inappropriately characterize fair 

value measurements within the hierarchy. For example, a situation in which level 2 inputs 

are used may inappropriately be disclosed by management in the notes to the fi nancial 

statements as level 1 inputs. In addition, the auditors should determine that all required 

disclosures relating to fair value are presented.

In planning and performing audit procedures related to fair value measurements, the 

auditors should obtain an understanding of the company’s process for determining fair 

value measurements and disclosures, including relevant controls. In addition, the auditors 

should:

 • Evaluate whether management’s assumptions related to inputs are reasonable and 

refl ect, or are not inconsistent with, market information.

 • If management relies on historical fi nancial information in the development of an 

input, consider the extent to which such reliance is justifi ed.

 • Evaluate whether the company’s method for determining fair value measurements is 

applied consistently and, if so, whether the consistent application is appropriate given 

the current situation.

Fair value determination is easiest when there are published price quotations in an active 

market (e.g., a stock exchange). Determining fair value becomes more diffi cult when an 

active market does not exist: for example, in cases involving certain real estate investment 

properties and complex derivative fi nancial instruments. In valuing assets that do not have 

active markets, fair value may be determined by analogizing to another existing market, or 

through the use of a valuation model (e.g., a model based on forecasts and discounting of 

future cash fl ows). The approach to auditing fair values is similar to that of other estimates 

The fi nancial diffi culty of the 
savings and loan i ndustry 
during the late 1980s and 

early 1990s provides a good example of the potential risks 
to CPAs posed by accounting estimates. A number of sav-
ings and loan institutions ran into fi nancial diffi culties due 
in large part to making loans that subsequently proved to 
be uncollectible.

One savings and loan institution that made over 
$1  billion in real estate loans during the late 1980s originally 
estimated its required loan loss reserve to be $11 million. 
Subsequently, the Federal Deposit Insurance Corpora-
tion (FDIC) alleged that those loans resulted in losses of 
$450 million. Shortly thereafter, the FDIC fi led a lawsuit 
against the CPA fi rm that had audited the institution.

Illustrative Case Risks Related to Accounting 
Estimates
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in that one or more of three approaches are used: (1) Review and test management’s pro-

cess, (2) independently develop an estimate, or (3) review subsequent events.

When using the audit approach of reviewing management’s process, the auditors con-

sider whether the assumptions used by management are reasonable, whether the valuation 

model seems appropriate, and whether management has used all relevant information that 

is reasonably available. The second approach, which involves developing the auditors’ 

own estimate, offers the advantage of allowing the auditors to compare that estimate with 

the estimate developed by management. Often auditors will use a combination of these 

two approaches and also may decide to employ the assistance of a valuation specialist.

The third audit approach involves the use of information obtained subsequent to year-

end to help evaluate the reasonableness of management’s estimate. For example, the sale 

of an investment property shortly after the year-end may provide evidence on its value 

as of year-end. Yet, even in this situation, auditors should carefully consider the audit 

evidence since the sale might be impacted by circumstances that changed subsequent to 

year-end. For example, the prices of actively traded marketable securities that change 

after the year-end may not constitute appropriate evidence of values that existed at year-

end. Regardless of the approach or approaches followed, the auditors should evaluate 

whether the required disclosures related to fair values have been properly presented.

How should auditors react if a corporation buys a parcel of real estate from one of its 

executive offi cers at an obviously excessive price? This situation illustrates the type of 

problem that may arise for auditors when the client company enters into related party 
transactions. The term related parties refers to individuals or entities who may have 

dealings with the client in which one party is signifi cantly infl uenced by the other such 

that it may not pursue its separate interests. Examples of related parties include offi -

cers, directors, principal owners, and members of their immediate families; and affi liated 

companies, such as subsidiaries. A related party transaction is any transaction between 

the company and these parties, other than normal compensation arrangements, expense 

allowances, and similar transactions arising in the ordinary course of business. Since 

transactions with related parties are not conducted at “arm’s length,” the auditors should 

be aware that the economic substance of these transactions might differ from their form. 

Related party transactions have often been used to facilitate fraudulent fi nancial report-

ing. Accordingly, auditors should determine the business purpose of any signifi cant and 

unusual related party transactions that they encounter.

Even if the transactions are recorded appropriately, the auditors also must be con-

cerned that material related party transactions are adequately disclosed in the client’s 

fi nancial statements or the related notes.7

Disclosure of related party transactions should include the nature of the relationship; 

a description of the transactions, including dollar amounts; and amounts due to and from 

related parties, together with the terms and manner of settlement.

The primary challenge for the auditors is identifying any related party transactions 

that management has not disclosed, because they may be recorded in the accounting 

records with all other transactions. Common methods of determining related parties 

include making inquiries of management and reviewing SEC fi lings, stockholders’ list-

ings, and confl ict-of-interest statements obtained by the client from its executives. A 

list of all known related parties should be prepared at the beginning of the audit so that 

the audit staff may be alert for related party transactions throughout the engagement. 

This list is retained in the auditors’ permanent fi le for reference and updating in succes-

sive engagements. As they perform the audit, the auditors will be alert for transactions 

with these parties and for any transactions with unusual terms that might be indicative 

of related party negotiations.

Evidence 
Regarding Related 
Party Transactions

7 FASB Accounting Standards Codifi cation section 850-10, “Related Party Disclosures,” contains 
requirements for disclosure of related party transactions.
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Audit Documentation

Audit documentation, also known as working papers or workpapers, is the record of 

the audit procedures performed, relevant audit evidence obtained, and the conclusions the 

auditors reach. Audit documentation may be recorded on paper or on electronic or other 

media. 

AICPA AU-C 230 (PCAOB Auditing Standard No. 3) requires that audit documenta-

tion provide (1) evidence of the auditors’ basis for concluding on the achievement of the 

audit’s overall objectives, and (2) evidence that the audit was planned and performed in 

accordance with GAAS. In addition to these primary objectives, audit documentation 

also serves the following functions:

 • Assists both continuing audit team members and auditors new to the engagement in 

planning and performing the audit; as such it also serves as a record of matters of con-

tinuing signifi cance for future audits.

 • Assists audit team members responsible for supervision in reviewing the quality of the 

work performed.

 • Demonstrates the accountability of the various audit team members for the work 

performed.

 • Assists (1) internal fi rm quality control reviewers, (2) inspection or peer review indi-

viduals, and (3) successor auditors in performing their respective roles.

Audit working papers take the form of bank reconciliations or analyses of ledger 

accounts; others may consist of photocopies of minutes of directors’ meetings; still 

others might be organization charts or fl owcharts of the client’s internal control. Work-

ing trial balances, audit plans, correspondence (including e-mail) concerning signifi cant 

matters, internal control questionnaires, letters or representations obtained from the client 

and from the client’s legal counsel, and returned confi rmation forms—all of these sched-

ules, lists, notes, and documents are part of the auditors’ audit documentation.

How detailed should documentation be? This depends on several factors, such as the 

nature of the auditing procedure being performed, the risk of misstatement involved in 

the area being tested, the signifi cance of the evidence to the overall audit, the extent of 

judgment involved in performing the work, and the nature of the fi ndings or results. The 

auditors should document all audit fi ndings that they believe to be signifi cant. In addition, 

audit documentation should be suffi cient to allow an experienced auditor to under-

stand the audit work performed, the evidence obtained, and the signifi cant conclusions 

reached. In this context, an experienced auditor is one who possesses the competencies 

and skills to perform an audit of the client, but who has had no previous experience with 

the client. The working papers also should demonstrate that the accounting records agree 

or reconcile to the fi nancial statements being audited.

It is very important for the auditors to document audit fi ndings or issues that are signifi -

cant and the actions taken to address them. Such matters include the selection of appropri-

ate accounting principles, accounting for complex and unusual transactions, and issues 

related to accounting estimates. Auditors also should document test results that indicate 

that the fi nancial statements may be materially misstated, any signifi cant diffi culties 

encountered in applying auditing procedures, proposed audit adjustments, and fi ndings 

that could result in a modifi cation of the audit report. Finally, audit documentation should 

identify those who performed and reviewed the work and the related dates of performance.

To conduct a satisfactory audit, the auditors must be given unrestricted access to all 

information about the client’s business. Much of this information is confi dential, such 

as the profi t margins on individual products, tentative plans for business combinations 

with other companies, and the salaries of offi cers and key employees. Offi cers of the cli-

ent company would not be willing to make available to the auditors information that is 

Describe the purposes of audit 

documentation.

LO 5-6

Discuss the factors that affect the 

auditors’ judgment as to the nature 

and extent of audit documentation.

LO 5-7

Identify matters that should be 

included in audit working papers.

LO 5-8

Confi dential 
Nature of 
Working Papers
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restricted from competitors, employees, and others unless they could rely on the auditors’ 

maintaining a professional silence on these matters.

Much of the information gained in confi dence by the auditors is recorded in their 

working papers; consequently, the working papers are confi dential in nature. The AICPA 

Code of Professional Conduct includes a rule that generally prohibits a member in public 

practice from disclosing confi dential information.

Under normal circumstances, auditors think of confi dential information as being infor-

mation that must not be divulged outside the client organization. But the confi dential 

nature of information in the auditors’ working papers has another dimension: Often it 

must not be divulged within the client organization. If, for example, the client does not 

want certain employees to know the levels of executive salaries, the auditors obviously 

should not defeat this policy by exposing their working papers to unauthorized client 

personnel. Also, the working papers may identify particular accounts, branches, or time 

periods to be tested by the auditors; to permit the client’s employees to learn of these in 

advance would weaken the signifi cance of the tests.

Since audit working papers are highly confi dential, they must be safeguarded at all 

times. Safeguarding working papers usually includes keeping them locked in a fi le cabi-

net or an audit case during lunch and after working hours.

Audit working papers are the property of the auditors, not of the client. At no time does 

the client have the right to demand access to the auditors’ working papers. After the audit, 

the working papers are retained by the auditors.

Clients may sometimes fi nd it helpful to refer to information from the auditors’ work-

ing papers from prior years. Auditors usually are willing to provide this information, but 

their working papers should not be regarded as a substitute for the client’s own account-

ing records. The Acts Discreditable Rule of the AICPA Code of Professional Conduct 

explains the ethical requirements related to auditor working papers and client records.

The audit fi le includes the working papers for a particular engagement and is the prin-

cipal record of the work performed during the audit. If the auditors are subsequently 

charged with negligence, the working papers included in the audit fi le will be a major fac-

tor in refuting or substantiating the charge. Although properly prepared audit documenta-

tion will help the auditors should litigation follow, improperly prepared documentation 

will work against them.

If a lawsuit is brought against the auditors, the plaintiffs will subpoena the audit docu-

mentation and analyze it in great detail, looking for contradictions, omissions, or any evi-

dence of carelessness or fraud. This possibility suggests the need for public accounting 

fi rms to make their own critical review of the documentation at the end of each engage-

ment. During this review, the auditors should bear in mind that any unexplained contra-

dictory statements may be used at a later date to support a charge of improper auditing.

How long should audit documentation be retained? The professional standards require 

a period of not less than fi ve years, while the Sarbanes-Oxley Act of 2002 requires that 

auditors maintain documentation for seven years. Thus, for public clients, auditors must 

retain working papers for seven years, but they may destroy them after fi ve years if the 

client is a nonpublic company.

Changing Audit Documentation after the Date of the Audit Report
Auditors are given 60 days after the audit report release date (the date the client is 

granted permission to use the report) to complete the audit fi le by assembling a complete 

and fi nal set of audit documentation.8 During this period, they are able to perform rou-

tine fi le-assembling procedures such as deleting or discarding superseded documentation 

Ownership of 
Audit Working 
Papers

Working Papers 
and Auditors’ 
Liability

8 Public Company Accounting Oversight Board Standard No. 3, “Audit Documentation,” allows only 
a 45-day period for publicly traded clients.
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and sorting, collating, and cross-referencing fi nal working papers. In addition, they may 

sign off on various checklists and add information received subsequent to the date of the 

auditors’ report (e.g., an original confi rmation that was previously faxed). The updated or 

revised audit documentation should contain all of the information, evidence, and conclu-

sions that were in any superseded documentation. However, if certain information is no 

longer relevant or valid, it may be discarded during this 60-day period.9 After the close of 

this 60-day period, referred to as the documentation completion date, no informa-

tion may be discarded from audit working papers.

If new information is added to the working papers after the issuance of the audit 

report—either before or after the documentation completion date—documentation should 

include (1) when and by whom changes were made and reviewed, (2) specifi c reasons for 

the changes, and (3) the effect, if any, of the changes on the auditors’ conclusions.

Differences of Opinion
On occasion, inconsistencies will arise in the working papers because different members 

of the audit staff—say, a senior and the engagement partner—reach different conclusions 

on some complex auditing or accounting issue. In such cases, the disagreeing auditors 

should discuss the matter to see if they can reach agreement. If they are able to do so, the 

working papers should be revised to refl ect their common opinion. If they are not able to 

reach agreement, the opinion of the partner-in-charge of the engagement will prevail with 

respect to the content of the auditors’ report. However, all other members of the audit 

team have the right to document in the working papers their disagreement with the ulti-

mate decision. In the event that a staff person elects to document his or her disagreement, 

the partner-in-charge obviously should be extremely thorough in documenting the ratio-

nale underlying the fi rm’s ultimate decision in a carefully written memorandum. The SEC 

interprets the Sarbanes-Oxley Act of 2002 as requiring that working papers be retained 

regardless of whether they support or are inconsistent with the auditors’ fi nal conclusion 

relating to signifi cant matters. However, the act does not require retention of preliminary 

views when those preliminary views are based on incomplete information or data.

Since the audit working papers document a variety of information gathered by the audi-

tors, there are numerous types of papers. However, there are certain general categories 

into which most working papers may be grouped. These are (1) audit administrative work-

ing papers; (2) working trial balance and lead schedules; (3) adjusting journal entries and 

reclassifi cation entries; (4) supporting schedules, analyses, reconciliations, and computa-

tional working papers; and (5) corroborating documents.

Audit Administrative Working Papers
Auditing is a sophisticated activity requiring planning, supervision, control, and coordina-

tion. Certain working papers are specifi cally designed to aid the auditors in the planning 

and administration of engagements. These working papers include audit plans, internal 

control questionnaires and fl owcharts, engagement letters, and time budgets. Memoranda 

of the planning process and signifi cant discussions with client management are also con-

sidered administrative working papers.

Working Trial Balance
The working trial balance is a schedule listing the balances of the accounts in the 

general ledger for the current and previous year and also providing columns for the audi-

tors’ proposed adjustments and reclassifi cations and for the fi nal amounts that will appear 

in the fi nancial statements. A working trial balance is the “backbone” of the entire set of 

audit working papers; it is the key schedule that controls and summarizes all supporting 

papers. A portion of a working trial balance is shown in Figure 5.6.

Types of Working 
Papers

Describe the types of working papers 

and the way they are organized.

LO 5-9

9 See Chapter 16’s section on “Post-Audit Responsibilities” for additional auditor responsibilities 
when it is discovered that an important audit procedure was omitted or that facts existing at the 
date of the balance sheet were not appropriately considered.
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In many audits, the client furnishes the auditors with a working trial balance after all 

normal end-of-period journal entries have been posted. Before accepting the trial balance 

for their working papers, the auditors should compare the amounts to the general ledger 

to determine that the trial balance is prepared accurately.

Lead Schedules
Separate lead schedules (also called grouping sheets or summary schedules) are set up 

to combine similar general ledger accounts, the total of which appears on the working 

trial balance as a single amount. For example, a lead schedule for Cash might combine the 

following general ledger accounts: Petty Cash, $500; General bank account, $196,240; 

Factory Payroll bank account, $500; and Dividend bank account, $1,000. Similar lead 

schedules would be set up for Accounts Receivable, Inventories, Stockholders’ Equity, 

Net Sales, and other balance sheet or income statement captions.

Adjusting Journal Entries and Reclassifi cation Entries
During the course of an audit engagement, the auditors may discover various types of 

misstatements in the client’s fi nancial statements and accounting records. These misstate-

ments may be large or small in amount; they may arise from the omission of transactions 

or from the use of incorrect amounts; or they may result from improper classifi cation 

or cutoff, or from misinterpretation of transactions. Generally, these misstatements are 

accidental errors; however, the auditors may fi nd them to be the result of fraud.

To correct material errors or fraud discovered in the fi nancial statements and 

accounting records, the auditors draft adjusting journal entries (AJEs), which they 

recommend for entry in the client’s accounting records. In addition, the auditors develop 

reclassifi cation journal entries (RJEs) for items that, although correctly recorded in 

the accounting records, must be reclassifi ed for fair presentation in the client’s fi nancial 

statements. For example, accounts receivable with large credit balances should be reclas-
sifi ed as a liability in the balance sheet. Reclassifi cation entries affect only the fi nancial 

statement presentation; therefore, they are not recorded in the client’s accounting records. 

Reclassifi cation entries appear only on accounting worksheets.

Supporting Schedules
Although all types of working papers may loosely be called schedules, auditors prefer 

to use this term to describe a listing of the elements or details comprising the balance in 

an asset or liability account at a specifi c date. Thus, a list of amounts owed to vendors 

making up the balance of the Trade Accounts Payable account is properly described as a 

schedule.

FIGURE 5.6 Working Trial Balance Abstract

Process Company, Inc. Prepared by ATT
Working Trial Balance
For the Period Ended December 31, 20X5 Reviewed by RBS
 Page 1

Account # Account Name

Prior Period 
Balance 

12/31/X4

Unadjusted 
Trial 

Balance Adjustments Balance Sheet

DR (CR) Ref # DR (CR) DR (CR)

1001.01 Cash 398,743 481,413.00 481,413
1010.01 Short-Term 

Investments
167,890.00 167,890

1040.01 Accounts Receivable 2,053,914 2,298,722.00 2,298,722

1045.01 Allowance for 
Doubtful Accounts

(45,325) (56,984.00) AJE-11  (10,456.00) (67,440)

1050.01 Inventories 2,567,665 2,701,814.00 AJE-12 (129,799.00) 2,572,015
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Analysis of a Ledger Account
An analysis of a ledger account is another common type of audit working paper. The 

purpose of an analysis is to show the changes in an asset, liability, equity, revenue, or 

expense account during the period covered by the audit. If a number of the changes are 

individually immaterial, they may be recorded as a single item in the analysis working 

paper. Account analyses are most useful in substantiating those accounts affected by rela-

tively few transactions during the year. Examples include plant asset accounts, long-term 

debt accounts, capital stock accounts, and retained earnings.

To analyze a ledger account, the auditors fi rst list the beginning balance and indicate the 

nature of the items comprising this balance. Next, the auditors list and investigate the nature 

of all debits and credits to the account during the period. These entries, when combined with 

the beginning balance, produce a fi gure representing the balance in the account as of the 

audit date. If any misstatements or omissions of importance are detected during this analysis 

of the account, the necessary adjusting journal entry approved by the client is entered on the 

working paper to produce the adjusted balance required for the fi nancial statements.

Reconciliations
Frequently, auditors wish to prove the relationship between amounts obtained from dif-

ferent sources. When they do so, they obtain or prepare working papers known as rec-

onciliations. These reconciliations provide evidence as to the accuracy of one or both of 

the amounts and are important to the audit of many accounts, including cash, accounts 

receivable, and inventories.

Computational Working Papers
Another type of supporting working paper is the computational working paper. The audi-

tors’ approach to verifying certain types of accounts and other fi gures is to make an inde-

pendent computation and compare their results with the amounts shown by the client’s 

records. Examples of amounts that might be verifi ed by computation are interest expense, 

depreciation, payroll taxes, income taxes, pension liabilities, and earnings per share.

Corroborating Documents
Auditing is not limited to the examination of fi nancial records, and working papers are 

not confi ned to schedules and analyses. During the course of an audit, the auditors may 

gather much purely expository material to substantiate their report. One common exam-

ple is copies of minutes of directors’ and stockholders’ meetings. Other examples of 

 corroborating documents include copies of articles of incorporation and bylaws; 

copies of important contracts, bond indentures, and mortgages; memoranda pertaining 

to examination of records; audit confi rmations; and representation letters from the client 

and from the client’s legal counsel.

The auditors usually maintain two fi les of working papers for each client: (1) current fi les 

for every completed audit and (2) a permanent fi le of relatively unchanging data. The 

current fi le (as for the 200X audit) pertains solely to that year’s audit; the permanent fi le 

contains such things as copies of the articles of incorporation, which are of continuing 

audit interest.

The Current Files
The auditors’ report for a particular year is supported by the working papers contained in 

the current fi les. Many CPA fi rms have found it useful to organize the current fi les around 

the arrangement of the accounts in the client’s fi nancial statements. The administrative 

working papers usually begin the current fi les, including a draft of the fi nancial statements 

and the auditors’ report. These working papers are followed by the working trial balance 

and the adjusting and reclassifi cation entries. The remaining portion of the current fi les 

consists of working papers supporting the balances and other representations in the client’s 

fi nancial statements. It begins with working papers for each asset account and continues 

with papers for liabilities, owners’ equity accounts, and revenue and expense accounts.

Organization of 
Working Papers
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Each working paper in a fi le is assigned an index number, and information is tied 

together through a system of cross-referencing. In this way, a reviewer may trace back 

amounts on the working trial balance to the supporting working papers. Figure 5.7 illus-

trates a system of cross-referencing and a typical arrangement of the current fi les after the 

administrative working papers.

The Permanent File
The permanent fi le serves three purposes: (1) to refresh the auditors’ memories on 

items applicable over a period of many years; (2) to provide new staff members with a 

quick summary of the policies and organization of the client; and (3) to preserve working 

papers on items that show relatively few or no changes, thus eliminating the necessity for 

their preparation year after year.

Much of the information contained in the permanent fi le is gathered during the course 

of the fi rst audit of a client’s records. A considerable portion of the time spent on a fi rst 

  FIGURE 5.7   Organization of the Current Files  
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audit is devoted to gathering and appraising background information, such as copies of 

articles of incorporation and bylaws, leases, patent agreements, pension plans, labor con-

tracts, long-term construction contracts, known related parties, charts of accounts, and 

prior years’ tax returns.

Analyses of accounts that show few changes over a period of years are also included 

in the permanent fi le. These accounts may include land, buildings, accumulated deprecia-

tion, long-term investments, long-term liabilities, capital stock, and other owners’ equity 

accounts. The initial investigation of these accounts must often include the transactions of 

many years. Once these historical analyses have been brought up to date, the work required 

in subsequent examinations will be limited to a review of the current year’s transactions in 

these accounts. In this respect, the permanent fi le is a timesaving device because current 

changes in such accounts need only be added to the permanent papers without reappearing 

in the current working papers. Adequate cross-referencing in the working papers, of course, 

should be provided to show where in the permanent fi le such information can be found.

We will now summarize in a few short paragraphs our basic guidelines for preparing 

working papers that will meet current professional standards.

A separate, properly identifi ed working paper should be prepared for each topic. 

Proper identifi cation of a working paper is accomplished by a heading that includes the 

name of the client company, a clear description of the information presented, and the 

applicable date or the period covered. If the working paper was prepared by the client’s 

staff, it should be labeled “PBC” (prepared by client) and appropriately tested.

Complete and specifi c identifi cation of documents examined, employees interviewed, 

and sites visited is essential for good working paper practice. The preparer of a working 

paper should date and sign or initial the working paper; the signatures or initials of the senior, 

manager, or partner who reviewed the working paper should also appear on the paper.

Working papers should be appropriately referenced and cross-referenced to the work-

ing trial balance or relevant lead schedule. Where reference is necessary between work-

ing papers, there should be adequate cross-referencing.

The nature of verifi cation work performed by the auditors should be clearly indi-

cated on each working paper. A review of paid purchase invoices, for example, might be 

supplemented by inspection of the related purchase orders and receiving documents to 

substantiate the authenticity of the invoices examined; a description of this verifi cation 

procedure should be included on the working paper. As audit working papers are pre-

pared, the auditors will use several different symbols to identify specifi c steps in the work 

performed. These symbols, or tick marks, provide a very concise means of indicating 

Guidelines for 
Preparation of 
Working Papers

Lack of documentation is 
a continuing issue in peer 
review fi ndings. Recent AICPA 

reports indicate the following recurring defi ciencies regard-
ing audit documentation:

 • Failure to adequately document key audit areas.

 • Failure to adequately document key elements of the 
understanding obtained regarding each of the aspects 
of the client and its environment, including each of the 
components of internal control and the sources of infor-
mation from which the understanding was obtained.

 • Failure to document the assessment of the risks of mate-
rial misstatement.

 • Failure to document the overall responses to the assessed 
risks of material misstatement.

 • Failure to adequately document the performance of ana-
lytical procedures, especially the expectations developed.

 • Failure to adequately document the audit procedures 
performed.

Electronic audit working papers tend to decrease these 
defi ciencies by forcing consistency of performance and 
review by the audit team.

Illustrative Case Audit Documentation Issues
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the audit procedures applied to particular amounts. Whenever tick marks are employed, 

they should be accompanied by a legend explaining their meaning.

The working papers should include comments by the auditors indicating their conclu-

sions on each aspect of the work. In other words, the auditors should clearly express the 

opinion they have formed as a result of having performed the audit procedures summa-

rized in the working paper. Figure 5.8 illustrates such a conclusion related to the audit of 

FIGURE 5.8 Preparation of a Working Paper
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the allowance for uncollectible accounts, along with other aspects of a properly prepared 

working paper.

Traditionally, working papers have been prepared in pencil on columnar paper. Today, 

many working papers are prepared on laptop computers carried by the auditors to 

the work site. When an adjustment is entered on computer-based working papers, it 

appears instantly on the appropriate lead schedules, the adjustments schedule, and 

the working trial balance. The necessary cross-references are automatically entered 

on each schedule. If the adjustment affects taxable income, the income tax expense 

account and the tax liability are automatically adjusted using the client’s marginal tax 

rate. In addition, all the subtotals, column totals, and cross-footings in the working 

papers are instantly adjusted.

When working papers are maintained manually, all of these entries and changes should 

be made by hand with a pencil, an eraser, and a calculator. With a computer, an adjust-

ment that might take a half hour or more to “push through” manual working papers can 

be entered in a few seconds. Thus, computers have taken much of the “pencil pushing” 

and the “number crunching” out of working paper preparation.

Many CPA fi rms are making full use of the document scanning, data linking, network-

ing, and telecommunications capabilities of personal computers. These fi rms can produce 

numerous electronic working papers, creating a nearly “paperless audit.”

Working papers are reviewed at every supervisory level of a CPA fi rm. Senior auditors 

review the working papers of staff assistants; managers review all working papers pre-

pared by staff assistants and by senior auditors; the partner in charge of the engagement 

reviews the entire set of working papers. Many CPA fi rms also require a review by a 

second partner.

What Do Reviewers Look For?
All reviewers look to see that the working papers properly document the audit. However, 

there are differences in the nature of the reviews. The senior’s review is the most techni-

cal, and it generally is performed promptly after the completion of the individual working 

paper. Seniors look primarily to see that the staff assistant has performed the audit pro-

cedures properly and that the assistant’s fi ndings and conclusions are clearly expressed.

The reviews by managers and partners are often performed near the end of the engage-

ment, when the reviewer may examine at one time the entire set of working papers. These 

reviewers are primarily interested in determining that the audit was performed in accor-

dance with generally accepted auditing standards and that the working papers properly 

support the auditors’ report that will be issued on the fi nancial statements. There are sev-

eral advantages to reviewing all of the working papers at once. The reviewer can deter-

mine that the working papers “tie together”—that is, that amounts are properly carried 

forward from one working paper to another. As we mentioned earlier in the chapter, these 

reviewers should look critically for any inconsistencies, omissions, or “loose ends” that 

might later support a plaintiff’s allegations of improper auditing. In addition, the reviewer 

should consider whether the various immaterial discrepancies that were passed without 

adjustment might cumulatively have a material effect upon the fi nancial statements.

The purposes of a second partner review are to provide assurance that all the CPA 

fi rm’s in-house quality control policies have been complied with, as well as to provide 

a “second opinion” that the audit was performed in accordance with generally accepted 

auditing standards. The second partner review, sometimes called a quality review or a 

cold review, usually is performed by a partner with no personal or professional ties to the 

audit client. Multi offi ce CPA fi rms sometimes bring in a partner from another offi ce to 

perform the second partner review. Not until all these reviewers have “signed off ” on the 

audit working papers is the CPA fi rm’s name signed to the auditors’ report.

Computer-
Generated 
Working Papers

Review of Audit 
Working Papers
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This chapter focused on the concept of suffi cient appropriate audit evidence and the man-

ner in which this evidence is documented in the audit working papers. To summarize:

 1. Auditing standards require the auditors to obtain suffi cient appropriate audit evi-

dence to support their audit opinion. Suffi ciency is the measure of the quantity of the 

evidence. Appropriateness of evidence relates to its relevance and its reliability in 

providing support for or detecting misstatements in account balances, transactions, 

and disclosures. Suffi ciency and appropriateness are interrelated and lead to audit 

decisions on the nature of audit evidence that is collected, its timing, and its extent.
 2. Audit evidence is gathered by the auditors to reduce audit risk—the risk that the 

auditors may fail to modify their opinion on fi nancial statements that are materially 

misstated. Since fi nancial statements consist of a series of assertions by manage-

ment, the auditors should obtain suffi cient appropriate audit evidence about each 

signifi cant fi nancial statement assertion.

 3. At the account balance, class of transaction, and disclosure levels, audit risk consists 

of (a) the risk that a material misstatement in an assertion has occurred (composed 

of inherent risk and control risk) and (b) the risk that the auditors will not detect the 

misstatement (detection risk). Audit evidence is gathered by the auditors to assess 

the risk of material misstatement and to restrict detection risk.

 4. Auditors perform audit procedures to obtain audit evidence that will allow them to 

draw reasonable conclusions as to whether the client’s fi nancial statements follow 

generally accepted accounting principles. An audit consists of (a) risk assessment 

procedures (to obtain an understanding of the client and its environment), (b) tests 

of controls (to test the operating effectiveness of controls), and (c) substantive pro-

cedures (to detect material misstatements in relevant assertions). Tests performed in 

response to the auditors’ risk assessments are referred to as further audit procedures.
 5. Substantive procedures include tests of details and analytical procedures. Tests of 

details ordinarily involve testing recorded support for account balances, transac-

tions, and disclosures. Substantive analytical procedures often provide evidence about 

account balances, transactions, and disclosures through analyzing relationships among 

data. Analytical procedures are also performed to assist the auditor in risk assessment 

and as an overall review of the fi nancial information near completion of the audit.

 6. Auditors should be especially careful in considering fi nancial statement accounts 

that are affected by estimates made by management, such as the allowance for doubt-

ful accounts. The inherent risk of these types of accounts is generally much greater 

than for other fi nancial statement accounts.

 7. Audit documentation is the connecting link between the client’s accounting records 

and the auditors’ report. Such documentation is the property of the auditors and is 

primarily used to illustrate the auditors’ compliance with professional standards and to 

support the auditors’ opinion. Other functions of audit documentation include provid-

ing assistance in planning and performing the audit; facilitating supervision and review 

of audit work; providing a record of matters relevant to future audits; enabling other 

auditors to conduct peer reviews and inspections; and assisting successor auditors.

Chapter 
Summary

Adjusting journal entries (AJEs) (168) Journal entries designed to correct misstatements found in a 

client’s records.

Administrative working papers (167) Working papers specifi cally designed to help the auditors in 

the planning and administration of the engagement, such as audit plans, internal control questionnaires 

and fl owcharts, time budgets, and engagement memoranda.

Key Terms 
Introduced or 
Emphasized in 
Chapter 5*

* Note: Figure 5.3 defi nes a number of audit procedures. Those terms are not repeated in this glossary.
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Appropriate (141) A measure of the quality of the evidence obtained.

Audit evidence (147) Any information that corroborates or refutes the auditors’ premise that the 

fi nancial statements present fairly the client’s fi nancial position and operating results.

Audit fi le (166) The unit of storage for a specifi c audit engagement. The audit documentation for each 

year’s audit of a company is included in its audit fi le.

Audit risk (143) The risk that the auditors may unknowingly fail to appropriately modify their opinion 

on fi nancial statements that are materially misstated.

Common-size fi nancial statements (159) Financial statements that present each amount as a 

percentage of some fi nancial statement base. As an example, a common-size income statement presents 

all revenues and expenses as a percentage of net sales. See vertical analysis.

Control risk (146) The risk that a material misstatement that could occur in an account will not be 

prevented or detected on a timely basis by internal control.

Corroborating documents (169) Documents and memoranda included in the working papers 

that substantiate representations contained in the client’s fi nancial statements. These working papers 

include audit confi rmations, lawyers’ letters, copies of contracts, copies of minutes of directors’ and 

stockholders’ meetings, and representation letters from the client’s management.

Cross-sectional analysis (157) A technique that involves comparing the client’s ratios for the current 

year with those of similar fi rms in the same industry.

Cutoff (168) The process of determining that transactions occurring near the balance sheet date are 

assigned to the proper accounting period.

Date of the auditor’s report (152) The date on which the auditor has obtained suffi cient appropriate 

audit evidence to support the opinion on the fi nancial statements or other fi nancial information being 

reported upon. The audit report is ordinarily dated as of this date.

Detection risk (146) The risk that the auditors’ procedures will lead them to conclude that a fi nancial 

statement assertion is not materially misstated when in fact such misstatement does exist.

Documentation completion date (167) The date on which documentation should be completed. This 

is within 60 days of the delivery date.

Electronic data interchange (EDI) (150) A system in which data are exchanged electronically 

between the computers of different companies. In an EDI system, source documents are replaced with 

electronic transactions created in a standard format.

Estimation transaction (146) A transaction involving management’s judgments or assumptions, such 

as determining the allowance for doubtful accounts, establishing warranty reserves, and assessing assets 

for impairment.

Experienced auditor (165) For purposes of audit documentation, an individual who has practical 
audit experience and a reasonable understanding of (1) audit processes; (2) Statements on Auditing 
Standards and applicable legal and regulatory requirements; (3) the business environment in which the 

entity operates; and (4) auditing and fi nancial reporting issues relevant to the entity’s industry. Having 

practical audit experience is equivalent to possessing the competencies and skills that would have 

enabled the experienced auditor to perform the audit.

Further audit procedures (154) The additional procedures that are performed based on the results 

of the auditors’ risk assessment procedures. Such procedures include additional tests of controls (if 

needed) and substantive tests of account balances, classes of transactions, and disclosures.

Horizontal analysis (157) A technique that involves comparing fi nancial statement amounts and 

ratios for a particular company from year to year.

Inherent risk (145) The risk of material misstatement of a fi nancial statement assertion, assuming 

there were no related controls.

Lead schedule (168) A working paper with columnar headings similar to those in a working trial 

balance, set up to combine similar ledger accounts, the total of which appears in the working trial 

balance as a single amount.

Material (168) Of substantial importance. Signifi cant enough to affect evaluations or decisions by 

users of fi nancial statements. Information that should be disclosed so that fi nancial statements constitute 

a fair presentation. Involves both qualitative and quantitative considerations.

Minutes (165) A formal record of the issues discussed and actions taken in meetings of stockholders 

or the board of directors.

Nonroutine transaction (145) A transaction that occurs only periodically, such as counting and 

pricing inventory, calculating depreciation expense, or determining prepaid expenses.
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Permanent fi le (170) A fi le of working papers containing relatively unchanging data, such as copies 

of articles of incorporation and bylaws; copies of minutes of directors’, stockholders’, and committee 

meetings; and analyses of such ledger accounts as land and retained earnings.

Reclassifi cation journal entry (RJE) (168) A working paper entry drafted by the auditors to assure 

fair presentation of the client’s fi nancial statements, such as an entry to transfer accounts receivable 

credit balances to the current liabilities section of the client’s balance sheet. Since reclassifi cation entries 

do not correct misstatements in the client company’s accounting records, they are not posted to the 

client’s ledger accounts.

Related party transaction (164) A transaction in which one party has the ability to infl uence 

signifi cantly the management or operating policies of the other party, to the extent that one of the 

transacting parties might be prevented from pursuing fully its own separate interests.

Relevant assertion (144) A fi nancial statement assertion that has a reasonable possibility of containing 

a misstatement or misstatements that would cause the fi nancial statements to be materially misstated. 

The determination of whether an assertion is a relevant assertion is made without regard to the effect of 

controls.

Report release date (166) The date the auditor grants the client permission to use the auditor’s report. 

This date is ordinarily close to the audit report date.

Representation letter (151) A single letter or separate letters prepared by offi cers of the client 

company at the auditors’ request setting forth certain representations about the company’s fi nancial 

position or operations.

Risk assessment procedures (148) Procedures performed by the auditor to obtain an understanding 

of the entity and its environment, including its internal control. Risk assessment procedures ordinarily 

include inquiries of management and others within the entity, analytical procedures, and observation and 

inspection. Risk assessment procedures often provide the auditors with a limited amount of evidence 

about the operating effectiveness of the client’s internal control.

Routine transaction (145) A transaction for a recurring fi nancial activity recorded in the accounting 

records in the normal course of business, such as sales, purchases, cash receipts, cash disbursements, 

and payroll.

Scanning (154) The auditors’ use of professional judgment to review accounting data to identify 

signifi cant unusual items that will be tested.

Specialist (152) A person or fi rm possessing special skill or knowledge in a fi eld other than accounting 

or auditing, such as an actuary.

Substantive procedures (tests) (148) Procedures performed by the auditor to detect material mis-

statements in account balances, classes of transactions, and disclosures.

Suffi cient (147) A measure of the quantity of the audit evidence required.

Tests of controls (148) Procedures performed by the auditor to test the operating effectiveness of 

controls in preventing or detecting material misstatements at the relevant assertion level.

Tick mark (171) A symbol used in working papers by the auditor to indicate a specifi c step in the 

work performed. Whenever tick marks are used, they should be accompanied by a legend explaining 

their meaning.

Vertical analysis (159) A form of analysis that presents fi nancial statement amounts for a period as 

a percentage of some fi nancial statement base. This analysis involves the preparation of common-size 
fi nancial statements.

Working papers (165) Papers that document the evidence gathered by auditors to show the work they 

have done, the methods and procedures they have followed, and the conclusions they have developed in 

an audit of fi nancial statements or other type of engagement.

Working trial balance (167) A working paper that lists the balances of accounts in the general 

ledger for the current and the previous year and also provides columns for the auditors’ adjustments and 

reclassifi cations and for the fi nal amounts that will appear in the fi nancial statements.

 5–1. Describe the relationship between detection risk and audit risk.

 5–2. Identify and describe the two components of the risk of material misstatement.

 5–3. Defi ne inherent risk. Can the auditors reduce inherent risk by performing audit procedures?

 5–4. Distinguish among routine, nonroutine, and estimation transactions. Include an example of each.

Review 
Questions
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 5–5. Distinguish between the component of audit risk that the auditors gather evidence to assess 

versus the component of audit risk that they collect evidence to restrict.

 5–6. In a conversation with you, Mark Rogers, CPA, claims that both the suffi ciency and the 

appropriateness of audit evidence are a matter of judgment in every audit. Do you agree? 

Explain.

 5–7. “The best means of verifi cation of cash, inventory, offi ce equipment, and nearly all other 

assets is a physical count of the units; only a physical count gives the auditors complete assur-

ance as to the accuracy of the amounts listed on the balance sheet.” Evaluate this statement.

 5–8. As part of the verifi cation of accounts receivable as of the balance sheet date, the auditors 

might inspect copies of sales invoices. Similarly, as part of the verifi cation of accounts pay-

able, the auditors might inspect purchase invoices. Which of these two types of invoices do 

you think represents the stronger type of evidence? Why?

 5–9. Evaluate the following statement: A canceled check is not considered particularly reliable 

evidence since the check was prepared within the client’s organization.

 5–10. When in the course of an audit might the auditor fi nd it useful to apply analytical procedures?

 5–11. Give at least four examples of specialists whose fi ndings might provide appropriate evidence 

for the independent auditors.

 5–12. What are the major purposes of obtaining representation letters from audit clients?

 5–13. The cost of an audit might be signifi cantly reduced if the auditors relied upon a representation 

letter from the client instead of observing the physical counting of inventory. Would this use of 

a representation letter be an acceptable means of reducing the cost of an audit?

 5–14. List and briefl y describe the three approaches to auditing accounting estimates that are 

included in a client’s fi nancial statements.

 5–15. “In deciding upon the type of evidence to be gathered in support of a given item on the fi nan-

cial statements, the auditors should not be infl uenced by the differences in cost of obtaining 

alternative forms of evidence.” Do you agree? Explain.

 5–16. When auditing a client’s asset that is valued at fair value, would the auditors expect that asset 

to be valued at the price to purchase the asset as of the measurement date, or the price that 

would be received to sell it? Explain.

 5–17. What are related party transactions?

 5–18. What disclosures should be made in the fi nancial statements regarding material related party 

transactions?

 5–19. Evaluate the following statement: “Identifying related parties and obtaining a client representa-

tion letter are two required audit procedures normally performed on the last day of fi eldwork.”

 5–20. What are the major functions of audit working papers?

 5–21. Why are the prior year’s audit working papers a useful reference to staff assistants during the 

current audit?

 5–22. List the major types of audit working papers and give a brief explanation of each. For exam-

ple: One type of audit working paper is an account analysis. This working paper shows the 

changes that occurred in a given account during the period under audit. By analyzing an 

account, the auditors determine its nature and content.

 5–23. “Audit working papers are the property of the auditors, who may destroy the papers, sell them, 

or give them away.” Criticize this quotation.

 5–24. Describe a situation in which a set of audit working papers might be used by third parties to 

support a charge of gross negligence against the auditors.

 5–25. Should the working trial balance prepared by the auditors include revenue and expense 

accounts if the balances of these accounts for the audit year have been closed into retained 

earnings prior to the auditors’ arrival? Explain.

 5–26. Why are the fi nal fi gures from the prior year’s audit included in a working trial balance or lead 

schedule?

 5–27. Should the auditors prepare adjusting journal entries to correct all errors they discover in the 

accounting records for the year under audit? Explain.

 5–28. Explain the meaning of the term permanent fi le as used in connection with audit working 

papers. What kinds of information are usually included in the permanent fi le?

 5–29. List several rules to be observed in the preparation of working papers that refl ect current pro-

fessional practice.
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 5–33. Financial statements contain a number of assertions about account balances, classes of trans-

actions, and disclosures.

 a. Identify who makes these assertions.

 b. List and describe each of the assertions regarding each fi nancial statement component.

 5–34. Marion Watson & Co., CPAs, is planning its audit procedures for its tests of the valuation of 

inventories of East Coast Manufacturing Co. The auditors on the engagement have assessed 

inherent risk and control risk for valuation of inventories at 100 percent and 50 percent, 

respectively.

 a. Calculate the appropriate level of detection risk for the audit of this assertion, given that 

the auditors wish to restrict audit risk for the assertion to 3 percent.

 b. Calculate the appropriate level of detection risk for the audit of this assertion, given that 

the auditors wish to restrict audit risk for the assertion to 5 percent.

 5–35. In an audit of fi nancial statements, the auditors gather various types of audit evidence. List 

seven major types of evidence and provide a procedural example of each.

 5–36. Comment on the reliability of each of the following examples of audit evidence. Arrange 

your answer in the form of a separate paragraph for each item. Explain fully the reasoning 

employed in judging the reliability of each item.

 a. Copies of client’s sales invoices.

 b. Auditors’ independent computation of earnings per share.

 c. Paid checks returned with a bank statement.

 d. Response from customer of client addressed to auditors’ offi ce confi rming amount owed 

to client at balance sheet date.

 e. Representation letter signed by controller of client company stating that all liabilities of 

which she has knowledge are refl ected in the company’s accounts.

 5–37. Analytical procedures are extremely useful throughout the audit.

 a. Explain how analytical procedures are useful in:

 (1) The risk assessment stage of the audit.

 (2) The substantive procedures stage of the audit.

 (3) Near the end of the audit.

 b. List the fi ve sources of information that are available to the auditors in developing expecta-

tions for analytical procedures.

 c. List and describe four techniques that may be used by the auditors in developing expecta-

tions for analytical procedures.

 5–38. When analytical procedures disclose unexpected changes in fi nancial relationships relative to 

prior years, the auditors consider the possible reasons for the changes. Give several possible 

reasons for the following signifi cant changes in relationships:

 a. The rate of inventory turnover (ratio of cost of goods sold to average inventory) has 

declined from the prior year’s rate.

 b. The number of days’ sales in accounts receivable has increased over the prior year.

 5–39. Auditors are required on every engagement to obtain a representation letter from the client.

 a. What are the objectives of the client’s representation letter?

 b. Who should prepare and sign the client’s representation letter?

 c. When should the client’s representation letter be obtained?

 5–40. What would you accept as satisfactory documentary evidence in support of entries in the 

following?

 a. Sales journal.

 b. Sales returns journal.

LO 5-1

LO 5-1

Required:

LO 5-4

LO 5-3, 4

LO 5-4

Required:

LO 5-4

LO 5-4

Required:

LO 5-4

Questions 
Requiring 
Analysis

 5–30. “I have fi nished my testing of footings of the cash journals,” said the assistant auditor to the 

senior auditor. “Shall I state in the working papers the periods for which I verifi ed footings, 

or should I just list the totals of the receipts and disbursements I have proved to be correct?” 

Prepare an answer to the assistant’s question, stressing the reasoning involved.

 5–31. What is the purpose of a “second partner review”? What should be the extent of the second 

partner’s association with the engagement being reviewed?

 5–32. In their review of audit working papers, what do managers and partners look for?
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 5–43. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reasons for your selection.

 a. Which of the following is not a fi nancial statement assertion made by management?

 (1) Existence of recorded assets and liabilities.

 (2) Completeness of recorded assets and liabilities.

 (3) Valuation of assets and liabilities.

 (4) Effectiveness of internal control.

 b. Which of the following business characteristics is not indicative of high inherent risk?

 (1) Operating results that are highly sensitive to economic factors.

 (2) Large likely misstatements detected in prior audits.

 (3) Substantial turnover of management.

 (4) A large amount of assets.

 c. As part of their audit, auditors obtain a representation letter from their client. Which of the 

following is not a valid purpose of such a letter?

 (1) To increase the effi ciency of the audit by eliminating the need for other audit procedures.

 (2) To remind the client’s management of its primary responsibility for the fi nancial 

statements.

 (3) To document in the audit working papers the client’s responses to certain verbal inqui-

ries made by the auditors during the engagement.

 (4) To provide evidence in those areas dependent upon management’s future intentions.

 d. Which of the following statements best describes why auditors investigate related party 

transactions?

 (1) Related party transactions generally are illegal acts.

 (2) The substance of related party transactions may differ from their form.

 (3) All related party transactions must be eliminated as a step in preparing consolidated 

fi nancial statements.

 (4) Related party transactions are a form of management fraud.

 e. Of the following, which is the least reliable type of audit evidence?

 (1) Confi rmations mailed by outsiders to the auditors.

 (2) Correspondence between the auditors and suppliers.

 (3) Copies of sales invoices inspected by the auditors.

 (4) Canceled checks returned in the year-end bank statement directly to the client.

 f. Analytical procedures are most likely to detect:

 (1) Weaknesses of a material nature in internal control.

 (2) Unusual transactions.

 (3) Noncompliance with prescribed control activities.

 (4) Improper separation of accounting and other fi nancial duties.

LO 5-1

LO 5-2

LO 5-4

LO 5-4

LO 5-3

LO 5-4

Objective 
Questions

 c. Voucher or invoice register.

 d. Payroll journal.

 e. Check register.

 5–41. “Working papers should contain facts and nothing but facts,” said student A. “Not at all,” 

replied student B. “The audit working papers may also include expressions of opinion. Facts 

are not always available to settle all issues.” “In my opinion,” said student C, “a mixture of 

facts and opinions in the audit working papers would be most confusing if the papers were 

produced as a means of supporting the auditors’ position when their report has been chal-

lenged.” Evaluate the issues underlying these arguments.

 5–42. At 12 o’clock, when the plant whistle sounded, George Green, an assistant auditor, had his 

desk completely covered with various types of working papers. Green stopped work imme-

diately, but not wanting to leave the desk with such a disorderly appearance, he took a few 

minutes to sort the papers into proper order, place them in a neat pile, and weight them down 

with a heavy paperweight. He then departed for lunch. The auditor-in-charge, who had been 

observing what was going on, was critical of the assistant’s actions. What do you think was 

the basis for criticism by the auditor-in-charge?

LO 5-7, 8

LO 5-6
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 g. Which of the following is not a primary approach to auditing an accounting estimate?

 (1) Review and test management’s process for developing the estimate.

 (2) Review subsequent transactions.

 (3) Confi rm the amounts.

 (4) Develop an independent estimate.

 h. A primary purpose of the audit working papers is to:

 (1) Aid the auditors by providing a list of required procedures.

 (2) Provide a point of reference for future audit engagements.

 (3) Support the underlying concepts included in the preparation of the basic fi nancial 

statements.

 (4) Support the auditors’ opinion.

 i. In what section of the audit working papers would a long-term lease agreement be fi led?

 (1) Current working paper fi le.

 (2) Permanent working paper fi le.

 (3) Lead schedule fi le.

 (4) Corroborating documents fi le.

 j. Which of the following is not a function of audit working papers?

 (1) Assist management in illustrating that the fi nancial statements are in accordance with 

generally accepted accounting principles.

 (2) Assist audit team members responsible for supervision in reviewing the work.

 (3) Assist auditors in planning future engagements.

 (4) Assist peer reviewers and inspectors in performing their roles.

 k. In using the work of a specialist, the auditors referred to the specialist’s fi ndings in their 

report. This would be an appropriate reporting practice if the:

 (1) Client is not familiar with the professional certifi cation, personal reputation, or par-

ticular competence of the specialist.

 (2) Auditors, as a result of the specialist’s fi ndings, give a qualifi ed opinion on the fi nan-

cial statements.

 (3) Client understands the auditors’ corroborative use of the specialist’s fi ndings in rela-

tion to the representations in the fi nancial statements.

 (4) Auditors, as a result of the specialist’s fi ndings, decide to indicate a division of respon-

sibility with the specialist.

 l. A difference of opinion concerning accounting and auditing matters relative to a particular 

phase of the audit arises between an assistant auditor and the auditor responsible for the 

engagement. After appropriate consultation, the assistant auditor asks to be disassociated 

from the resolution of the matter. The working papers would probably:

 (1) Remain silent on the matter since it is an internal matter of the auditing fi rm.

 (2) Note that the assistant auditor is completely dissociated from responsibility for the 

auditors’ opinion.

 (3) Document the additional work required, since all disagreements of this type will 

require expanded substantive procedures.

 (4) Document the assistant auditor’s position and how the difference of opinion was 

resolved.

 5–44. Simulation

Auditors consider fi nancial statement assertions to identify appropriate audit procedures. For 

items a through f, match each assertion with the statement that most closely approximates its 

meaning. Each statement may be used only once.

LO 5-4

LO 5-6

LO 5-9

LO 5-6

LO 5-4

LO 5-8

LO 5-1, 2, 4

Assertion Statement

 a. Completeness
 b. Cutoff
 c. Existence and occurrence
 d. Presentation and disclosure
 e. Rights and obligations
 f. Valuation

 1.  There is such an asset.
 2.  The company legally owns the assets.
 3.  All assets have been recorded.
 4.  Transactions are recorded in the correct 

accounting period.
 5.  Assets are recorded at proper amounts.
 6.  Assets are properly classifi ed.
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Audit Procedures Type of Audit Procedure

 g.  Prepare a fl owchart of internal control 
over sales.

 h.  Calculate the ratio of bad debt expense 
to credit sales.

 i.  Determine whether disbursements are 
 properly approved.

 j.  Confi rm accounts receivable.
 k.  Compare current fi nancial information 

with comparable prior periods.

 7.  Analytical procedures
 8.  Tests of controls
 9.  Risk assessment procedures (other than 

analytical procedures)
10.  Test of details of account balances, 

transactions, or disclosures

Auditors perform audit procedures to obtain audit evidence that will allow them to draw rea-

sonable conclusions as to whether the client’s fi nancial statements follow generally accepted 

accounting principles. Match each audit procedure with its type. Each type of audit procedure 

is used; one is used twice.

 5–45. State whether each of the following statements is correct or incorrect concerning audit risk 

and its components—inherent risk, control risk, and detection risk.

 a. The risk of material misstatement is composed of the three components of audit risk.

 b. Inherent risk is the possibility of material misstatement before considering the client’s 

internal control.

 c. Less control risk means an increase in the risk of material misstatement.

 d. Detection risk does not exist when no audit is performed.

 e. Rather than restrict detection risk through the performance of more substantive proce-

dures, auditors assess it.

 f. Absent any other changes, an increase in the risk of material misstatement results in an 

increase in audit risk.

 g. Audit risk refers to the possibility that the auditors may unknowingly fail to appropriately 

modify their opinion on fi nancial statements that are materially or immaterially misstated.

 h. Both inherent risk and control risk exist independently of the audit of fi nancial statements.

 5–46. Reply to the following questions relating to analytical procedures.

 a. Performing analytical procedures may help an auditor to:

 (1) Achieve audit objectives related to a particular assertion.

 (2) Develop an effective system of quality control.

 (3) Meet PCAOB requirements that analytical procedures be performed relating to every 

major account.

 (4) Increase the level of detection risk.

 b. Analytical procedures performed near the end of the audit to assist the auditor in forming 

an overall conclusion on the fi nancial statements are aimed primarily at:

 (1) Gathering evidence concerning account balances that have not changed from the prior 

year.

 (2) Retesting internal control procedures.

 (3) Considering unusual or unexpected account balances that were not previously 

identifi ed.

 (4) Performing a test of transactions to corroborate management’s fi nancial statement 

assertions.

 c. What type of analytical procedure would an auditor most likely use in developing relation-

ships among balance sheet accounts?

 (1) Trend analysis.

 (2) A detailed test of balance analysis.

 (3) Ratio analysis.

 (4) Risk analysis.

LO 5-1, 2, 3

LO 5-4
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 d. The cost of analytical procedures in terms of time needed to perform, when compared to 

other tests, is ordinarily considered:

 (1) Low.

 (2) High.

 (3) Identical.

 (4) Indeterminate.

 e. In developing an expectation for analytical procedures, the auditors are least likely to 

consider:

 (1) Financial information for comparable prior periods.

 (2) Relationships between fi nancial information and relevant nonfi nancial data.

 (3) Anticipated costs of audit completion.

 (4) Relationships among elements of fi nancial information within a period.

 5–47. Simulation

  During the audit of a dealership selling only new luxury automobiles, the auditors calculated 

the year 2 and year 1 ratios in the table below.

Ratios Year 2 Year 1 Explanations

Days sales in accounts 
receivable

32 20 Question 1

Inventory turnover 4.01 6.32 Question 2

Debt to equity 3.2 4.3 Question 3

Return on assets 10.5% 12.2% Question 4

Net fi xed assets to equity 19.1% 23.2% Question 5

  Select the most reasonable explanation the controller will provide relating to year 2 for each 

change. An explanation may be used once, more than once, or not at all. Consider each ratio 

independently.

Explanation: Event Occurring in Year 2

a. Due to a  more severe than expected economic downturn, buyers have shifted to economy 

cars, resulting in higher than expected ending year 2 inventory.

b. Early in the year the company hired additional collection clerks.

c. At year-end, the company removed some fully depreciated machinery from its books.

d. The board of directors implemented and began a buyback of company stock.

e. The company promoted its assistant treasurer to replace its recently retired treasurer.

f. The company increased the annual dividend to shareholders.

g. The company instituted more stringent collection policies.

h. The company made a required principal payment on its long-term debt.

i. The company reclassifi ed its international production facilities to held-for-sale.

j. Positive consumer reviews have caused increased sales of cars and a lower year 2 ending 

inventory as the manufacturing process has been strained by capacity constraints.

k. Sales managers recorded fraudulent sales at year-end to receive larger commissions.

(AICPA, adapted)

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

 5–48. Audit risk should be considered when planning and performing an audit of fi nancial state-

ments in accordance with generally accepted auditing standards.

 a. Defi ne audit risk.

 b. Describe its components of inherent risk, control risk, and detection risk.

 c. Explain the interrelationship among these components.

 d. Which (if any) of these components is completely a function of the suffi ciency of the evi-

dence gathered by the auditors’ procedures? Explain your answer.

LO 5-1

Required:

Problems
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 e. Comment on the following: “Since cash is often less than 1 percent of total assets, inherent 

and control risk for that account must be low. Accordingly, detection risk should be estab-

lished at a high level.”

(AICPA, adapted)

 5–49. Assume that the auditors fi nd serious weaknesses in the internal control of Oak Canyon, Inc., 

a producer and distributor of fi ne wines. Would these internal control weaknesses cause the 

auditors to rely more or less upon each of the following types of evidence during their audit of 

Oak Canyon?

 a. Documents created and used only within the organization.

 b. Physical evidence.

 c. Evidence provided by specialists.

 d. Analytical procedures.

 e. Accounting records.

For each of the above fi ve items, state your conclusion and explain fully the underlying 

reasoning.

 5–50. During your examination of the accounts receivable of Hope Ranch, a new client, you notice 

that one account is much larger than the rest, and you therefore decide to examine the evi-

dence supporting this customer’s account. Comment on the relative reliability and adequacy 

of the following types of evidence:

 a. Computer printout from accounts receivable subsidiary ledger.

 b. Copies of sales invoices in amount of the receivable.

 c. Purchase orders received from customer.

 d. Shipping documents describing the articles sold.

 e. Letter received by client from customer acknowledging the correctness of the receivable in 

the amount shown on client’s accounting records.

 f. Letter received by auditors directly from customer acknowledging the correctness of the 

amount shown as receivable on client’s accounting records.

 5–51. Trend analysis, common-size fi nancial statements, and ratios are presented for the Brody 

Corporation in Figure 5.4. Assume that you are auditing Brody’s fi nancial statements for 

the year ended 12/31/X8. You have performed tests of controls over the recording of gross 

sales and believe that the system is operating effectively and that 7 percent represents an 

accurate estimate of the increase in gross sales for 20X8 over the amount for 20X7. You 

should also assume that the fi nancial statements for 20X6 and 20X7 are not misstated.

 a. Analyze Figure 5.4 and identify any accounts that appear to represent signifi cant varia-

tions from what one might expect. For each of the accounts, identify another account that 

might also be out of line due to the manner in which the double-entry bookkeeping system 

records transactions.

 b. Identify any ratios that appear to represent signifi cant variations from what one might 

expect. For each ratio, identify the fi nancial statement account or accounts that may be 

misstated.

 5–52. Included in the fi nancial statements are a variety of accounting estimates (e.g., allowance 

for doubtful accounts, obsolete inventory, warranty liability). Audit procedures should be 

designed to obtain evidence about the assertions of management related to all accounts, 

including those based on accounting estimates.

 a. List three approaches to auditing accounting estimates. Provide an example of how an 

auditor might apply each of the three approaches in auditing the allowance for doubtful 

accounts, which management has established at 1 percent of credit sales.

 b. Discuss the meaning of the valuation or allocation assertion as it relates to the allowance 

for doubtful accounts.

 c. Discuss factors that bear on whether the allowance for doubtful accounts is likely to be an 

account with high inherent risk.

 5–53. Criticize the following working paper that you are reviewing as senior auditor on the 

 December 31 audit of Pratt Company.

LO 5-3, 4
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Pratt Company 
Cash

Per bank  $44,874.50√ 
Deposit in transit  5,843.10➀ 
Bank charges  (2.80)➁ 
Outstanding checks   
 1,246.40√  
 3,412.72√  
 840.00√  
 1,013.60➂  
 1,200.00➂  
 967.50Y                      8,680.22

Per ledger f   $42,034.58√ 

f Footed column   

√ Verifi ed   

➀The client saved a copy of the deposit slip that is fi lled out. Per discussion with client, this 
represents cash sales on 12/31/X0. I agreed totals to the Cash Receipts Journal on 12/31/X0. 
Properly posted on bank statement as having been received by bank on 1/9/X1.

➁Represents December bank service charge. Agreed charge to December bank statement 
in which bank charged client $2.80. Recorded as cash disbursement in January of 20X1.

➂Per client, check written (to pay account receivable) before year-end, but not mailed until 
1/2/X1 because on 12/31/X0 the last offi ce mail was picked up at 3 p.m. due to year-end 
party of mail room employees.

J.M.W.

1-15-X1

 5–54. Marilyn Terrill is the senior auditor for the audit of Uden Supply Company for the year ended 

December 31, 20X4. In planning the audit, Marilyn is attempting to develop expectations 

for planning analytical procedures based on the fi nancial information for prior years and her 

knowledge of the business and the industry, including:

 1. Based on economic conditions, she believes that the increase in sales for the current year 

should approximate the historical trend.

 2. Based on her knowledge of industry trends, she believes that the gross profi t for 20X4 

should be about 2 percent less than the percentage for 20X3.

 3. Based on her knowledge of regulations, she is aware that the effective tax rate for the com-

pany for 20X4 has been reduced by 5 percent from that in 20X3.

 4. Based on a review of the general ledger, she determined that average depreciable assets 

have increased by 10 percent.

 5. Based on her knowledge of economic conditions, she is aware that the effective interest 

rate on the company’s line of credit for 20X4 was approximately 12 percent. The average 

outstanding balance of the line of credit is $2,300,000. This line of credit is the company’s 

only interest-bearing debt.

 6. Based on her discussions with management and her knowledge of the industry, she 

believes that the amount of other expenses should be consistent with the trends from prior 

years.

Comparative income statement information for Uden Supply Company is presented in the 

accompanying table.

 a. Describe the purpose of analytical procedures performed in the risk assessment stage of 

the audit.

 b. Develop the expected amounts for 20X4 for each of the income statement items.

 c. Uden’s unaudited fi nancial statements for the current year show a 31 percent gross profi t 

rate. Assuming that this represents a misstatement from the amount that you developed as 

an expectation, calculate the estimated effect of this misstatement on net income before 

taxes for 20X4.

 d. Indicate whether you believe that the difference calculated in part (c) is material. Explain 

your answer.

LO 5-4
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UDEN SUPPLY COMPANY
Comparative Income Statements

Years Ended December 20X1, 20X2, and 20X3
(Thousands)

20X1 
Audited

20X2 
Audited

20X3 
Audited

20X4 
Expected

Sales 8,700 9,400 10,100 _________
Cost of goods sold 6,000 6,500 7,000 _________
 Gross profi t 2,700 2,900 3,100 _________
Sales commissions 610 660 710 _________
Advertising 175 190 202 _________
Salaries 1,061 1,082 1,103 _________
Payroll taxes 184 192 199 _________
Employee benefi ts 167 174 181 _________
Rent 60 61 62 _________
Depreciation 60 63 66 _________
Supplies 26 28 30 _________
Utilities 21 22 23 _________
Legal and accounting 34 37 40 _________
Miscellaneous 12 13 14 _________
Interest expense 210 228 240 _________
 Net income before taxes 80 150 230 _________
Income taxes  18  33  50 _________
 Net income  62 117 180 _________

 5–55. Houseco, an audit client of Jones, CPA, for the past fi ve years, is a manufacturer of various 

household products. Approximately four years ago, Houseco developed a better toaster than 

had been available and sales took off, especially during the most recent two years, 20X7 and 

20X8. Currently, the company controls approximately 25 percent of the toaster market in 

the United States. In addition, the company manufactures other products, including vacuum 

cleaners, fl oor polishers, and electric fondue pots.

Much of the increased sales performance is due to Donald Skaldon, who became the chief 

executive offi cer in 20X4. Donald and several other offi cers were able to accomplish a lever-

aged stock buyout in 20X6. This seems to have worked out very well since Donald suggests 

that his net worth grew from less than $300,000 to well over $5 million due to increases in the 

value of the common stock he holds in the company. He is also excited since the company’s 

unaudited results show earnings per share of $1.21, one cent more than the most optimistic 

analysts had projected. He points out to Jones that sales are up over 38 percent compared to 

the previous year and net income has increased by 54 percent. All is well.

Jones is beginning the risk assessment analytical procedures for the 20X8 audit to obtain 

information to help plan the nature, timing, and extent of other audit procedures. More specifi -

cally, he wants to identify areas that may represent specifi c risks relevant to this year’s audit.

Use the balance sheet on page 179 and the income statement on page 180 to identify accounts 

that may represent specifi c risks relevant to this year’s audit. For each area, briefl y note why 

you think it represents a risk.

LO 5-4

Required:
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 5–56. You are the partner on the audit of Datasave, Inc., a small publicly held corporation that 

manufactures high-speed disk drives for the computer industry. The audit of Datasave had 

been progressing satisfactorily until you were about a month away from issuing your opinion. 

Suddenly, and quite mysteriously, Carl Wagner, the fi nancial vice president, resigned. John 

Ross, who had been a manager with a large CPA fi rm, was quickly hired to replace Wagner. 

Although the change in Datasave’s chief fi nancial offi cer caused some disruption, the audit 

was completed on a timely basis.

As the last step in the audit process, you have prepared the representation letter for 

signing. You wanted the letter to be signed by William Cox, the president; Robert Star, the 

controller; and Wagner, who occasionally came to the company’s offi ces to resolve mat-

ters regarding his past compensation. The signatures of Cox and Star were obtained, and 

you approached Wagner for his signature. In response to your request, Wagner replied, 

“I no longer am employed with this crazy company. Why should I take any responsibility for 

LO 5-1, 3, 4
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the fi nancial statements?” Despite your attempts to persuade him, Wagner refused to sign 

the letter. Wagner also refused to discuss the reasons for his resignation, other than to say the 

reasons were personal.

When you discussed the problem of Wagner’s refusal to sign with Cox, he indicated that 

there was no problem because Ross would sign the letter. You see this as a possible solution, 

but you are aware that Ross knows very little about the fi nancial statements for the year under 

audit. Also, you are still somewhat concerned about the reasons for Wagner’s resignation.

 a. Describe fully the alternatives that are available to you in this situation.

 b. Express your personal opinion as to the appropriate course of action and provide reasoning 

to support your opinion.

 5–57. Marshall and Wyatt, CPAs, has been the independent auditor of Interstate Land Development 

Corporation for several years. During these years, Interstate prepared and fi led its own annual 

income tax returns.

During 20X6, Interstate requested Marshall and Wyatt to audit all the necessary fi nancial 

statements of the corporation to be submitted to the Securities and Exchange Commission (SEC) 

in connection with a multistate public offering of 1 million shares of Interstate common stock. 

This public offering came under the provisions of the Securities Act of 1933. The audit was 

performed carefully and the fi nancial statements were fairly presented for the respective periods. 

These fi nancial statements were included in the registration statement fi led with the SEC.

While the registration statement was being processed by the SEC, but before the effective 

date, the Internal Revenue Service (IRS) obtained a federal court subpoena directing Marshall 

and Wyatt to turn over all its working papers relating to Interstate for the years 20X2–20X5. 

Marshall and Wyatt initially refused to comply for two reasons. First, Marshall and Wyatt 

did not prepare Interstate’s tax returns. Second, Marshall and Wyatt claimed that the working 

papers were confi dential matters subject to the privileged communications rule. Subsequently, 

however, Marshall and Wyatt did relinquish the subpoenaed working papers.

Upon receiving the subpoena, Wyatt called Dunkirk, the chair of Interstate’s board of 

directors, and asked him about the IRS investigation. Dunkirk responded, “I’m sure that the 

IRS people are on a fi shing expedition and that they will not fi nd any material defi ciencies.”

A few days later, Dunkirk received a written memorandum from the IRS stating that it was 

contending Interstate had underpaid its taxes during the period under review. The memoran-

dum revealed that Interstate was being assessed $800,000, including penalties and interest for 

the three years. Dunkirk forwarded a copy of this memorandum to Marshall and Wyatt.

This $800,000 assessment was material relative to the fi nancial statements as of 

 December 31, 20X6. The amount for each year individually, exclusive of penalty and interest, 

was not material relative to each respective year.

 a. In general terms, discuss the extent to which a CPA fi rm’s potential liability to third parties 

is increased in an audit of fi nancial statements that is included in an SEC registration.

 b. Discuss the implications of the IRS investigation, if any, relative to Marshall and Wyatt’s 

examination of Interstate’s 20X6 fi nancial statements. Discuss any additional investigative 

procedures that the auditors should undertake or any audit judgments that should be made 

as a result of this investigation.

 c. Could Marshall and Wyatt have validly refused to surrender the subpoenaed working 

papers to the IRS? Explain.

(AICPA, adapted)

Supplementary References

Part a:

This textbook, pages 120–125.

Part b:

An intermediate accounting text.

PCAOB 333. PCAOB 560.

FASB Accounting Standards Codifi cation section 450-20, “Loss Contingencies.”

Part c:

This textbook, pages 94–96.

Required:
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CHAPTER

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 6-1 Describe the major steps 
in the audit process.

 LO 6-2 Identify the factors that 
auditors consider in 
accepting new clients.

 LO 6-3 Explain the auditors’ 
responsibilities when 
planning an audit.

 LO 6-4 Describe the nature 
of the risk assessment 
procedures that auditors 
use to obtain an under-
standing of the client 
and its environment.

 LO 6-5 Describe the manner 
in which an audit is 
affected by the auditors’ 
assessment of audit risk 
and materiality.

 LO 6-6 Describe how the audi-
tors address fraud risk.

 LO 6-7 Discuss how the audi-
tors design further audit 
procedures in response 
to the assessed risks of 
material misstatement.

 LO 6-8 Distinguish between the 
systems and the substan-
tive procedures portions 
of the audit plan.

In this chapter, we fi rst provide an overview of the entire audit process. Then we 

discuss  obtaining a client, planning an audit, obtaining an understanding of the client 

and its industry, assessing risks related to the client, and responding to those risks. 

After describing the audit process, we address questions such as: How do auditors 

determine whether a prospective client should be accepted as a client? After accepting 

an audit client, how do auditors go about planning the engagement and identifying the 

areas with a “high risk” of material misstatement? When one considers the potential 

legal liability involved, it becomes obvious that auditors do not merely accept a new 

audit client and then arrive at the premises to “start auditing.”

The Audit Process

Although specifi c audit procedures vary from one engage-

ment to the next, the following stages are involved with 

every engagement.

 1. Plan the audit.

 2. Obtain an understanding of the client and its environment, including internal 

control.

 3. Assess the risks of misstatement and design further audit procedures.

 4. Perform further audit procedures.

 5. Complete the audit.

 6. Form an opinion and issue the audit report.

1. Plan the audit. Audit planning begins with determining the requirements for the 

engagement, including the fi nancial statements to be audited, any other requirements 

(e.g., regulatory fi lings), and the timing of the engagement. During this stage auditors 

establish an understanding with their client as to the nature of services to be provided 

and the responsibilities of each party. In addition, they develop an overall audit strat-

egy and an audit plan.

While we describe the audit planning process as the fi rst step in an audit, it should 

be recognized that signifi cant portions of the planning process cannot be completed 

until the auditors have a suffi cient understanding of the client and its environment, 

including internal control. Therefore, in the fi rst audit of a new client, much of the 

planning process will be performed after the auditors have obtained this understand-

ing, as described as stage two. In the audit of a continuing client, the auditors will have 

gained the required understanding and, therefore, may do most of the planning at the 

beginning of the audit.

It should be recognized that in audit planning auditors use a risk-based approach in 

which they are continually considering the possibility of material fi nancial statement 

misstatements. As a result, the plan may need to be revised as a result of information 

on risks as well as audit fi ndings that are gathered throughout the audit. As an exam-

ple, if the auditors’ procedures discover misstatements of an account, their fi nding 

may cause them to plan additional procedures for a particular account.

Describe the major steps in the 

audit process.

LO 6-1

6Audit Planning, 
Understanding the Client, 
Assessing Risks, and 
Responding
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2. Obtain an understanding of the client and its environment. Auditors should gather 

suffi cient background information to assess the risks of material misstatement of the 

fi nancial statements and to design the nature, timing, and extent of further audit proce-

dures. Risk assessment procedures are used to gather this information and include 

inquiries of management, analytical procedures, observation and inspection, and other 

procedures. At this stage of the audit, the auditors are attempting to obtain an overall 

understanding of the client and its environment, including its objectives and strategies 

and related business risks, the manner in which management measures and reviews fi nan-

cial performance, and the client’s internal control. This understanding helps the audi-

tors identify account balances, transactions, and disclosures with a high risk of material 

misstatement.

Obtaining an understanding of the nature of internal control is an essential part of this 

process because it allows auditors to identify accounts and classes of transactions that may 

be misstated and to tailor audit procedures to the existing internal control system. Infor-

mation on internal control comes from interviewing client personnel, observing the appli-

cation of specifi c controls, inspecting documents and reports, and tracing transactions 

through the information system, as well as reviewing prior years’ audit working papers.

3. Assess the risks of misstatement and design further audit procedures. Auditors use 

their understanding of the client and its environment to identify account balances, trans-

actions, and disclosures that might be materially misstated. At the assertion level, the 

auditors consider:

 • What could go wrong?

 • How likely is it that it will go wrong?

 • What are the likely amounts involved?

Information gathering procedures provide the auditors with evidence on inherent and 

control risks for signifi cant assertions. Remember that inherent risk is the risk of mate-

rial misstatement of an assertion without considering internal control. Many inherent 

risks arise because of business risks faced by management, including the possibility of 

material misstatement due to fraud.

The auditors’ consideration of control risk involves analyzing the design and imple-

mentation of internal control to decide whether the internal control system appears ade-

quate to prevent or detect and correct material misstatements. For example, if the auditors 

believe that inherent risk is higher for an important area and internal control is weak (i.e., 

control risk is high), they will assess the risk of material misstatement as high. On the 

other hand, if inherent risk is assessed as low and controls seem capable of preventing 

or detecting and correcting misstatements, the auditors may decide to perform tests of 

controls to support an assessment that control risk is low. If those tests indicate that the 

controls are operating effectively, the auditors may conclude that the risk of material mis-

statement is low.

Based on the assessed risk of misstatement for various account balances, classes of 

transactions, and disclosures, the auditors will design and perform further audit procedures.

4. Perform further audit procedures. Further audit procedures include a combination of 

additional tests of controls and substantive procedures relating to account balances, 

transactions, and disclosures. Tests of controls are performed to determine whether key con-

trols are properly designed and operating effectively. To illustrate a test of a control, consider 

the control activity in which the accounting department accounts for the serial sequence of 

all shipping documents before preparing the related journal entries. The purpose of this 

control is to ensure that all shipments of merchandise are recorded in the accounting records 

(i.e., to ensure the completeness of recorded sales and accounts receivable). To test the oper-

ating effectiveness of the control, the auditors might review evidence of the client’s account-

ing for the sequence of shipping documents and select a sample of shipping documents 

prepared at various times throughout the year to inspect the related journal entries.

Notice that a test of a control measures the effectiveness of a particular control in 

preventing or detecting a misstatement; it does not substantiate the dollar amount of 



Audit Planning, Understanding the Client, Assessing Risks, and Responding 191

an account balance. Also, a particular control may affect several fi nancial statement 

accounts. If, for example, the tests described in the preceding paragraph indicate that the 

accounting department does not effectively account for the serial sequence of shipping 

documents, the  auditors should be alert for the possibility of misstatements of sales reve-

nue, accounts receivable, cost of goods sold, and inventories. Internal control is discussed 

further in  Chapter 7.

Substantive procedures are performed to restrict detection risk, the risk that auditors 

will not detect a material misstatement. These procedures, described in detail in Chapter 5,

include direct tests of account balances, transactions, and disclosures, as well as substan-

tive analytical procedures. Chapters 10 through 16 provide detailed examples and discus-

sions of these further audit tests for the various fi nancial statement accounts.

5. Complete the audit. The auditors perform a number of procedures near the time 

of completion of the audit. These procedures, discussed in detail in Chapter 16, include 

completing the search for unrecorded liabilities, completing the review of minutes of 

meetings, performing fi nal analytical procedures, completing the search to identify loss 

contingencies and subsequent events, and obtaining a representation letter from manage-

ment. Finally, overall audit fi ndings are evaluated to arrive at a conclusion as to whether 

the fi nancial statements follow generally accepted accounting principles.

6. Issue the audit report. The fi nal step in the process is issuance of the audit report 

based on the conclusions reached in the preceding steps. Details on audit reports are pre-

sented in Chapter 17.

These six stages in the audit process are summarized in Figure 6.1. In addition to present-

ing information on obtaining clients, the remainder of this chapter emphasizes the fi rst four 

steps of the audit process: (1) Plan the audit, (2) obtain an understanding of the client and its 

environment, (3) assess the risk of misstatement, and (4) perform further audit procedures. 

Because of the complexity of internal control issues, Chapters 7 and 8 provide detailed 

information on that topic. Chapters 16 and 17 discuss completing the audit and the types of 

audit reports issued. The remaining chapters discuss audit sampling (Chapter 9); details on 

audit evidence relating to various account balances, classes of transactions, and disclosures 

(Chapters 10 through 16); and various other reporting issues (Chapters 18 through 21).

Obtaining Clients

Public accounting is a competitive profession, and most CPA fi rms are anxious to obtain 

new clients. Some new engagements are easily obtained through business transactions, 

such as the acquisition of a company by an existing client and the client’s desire to have 

the entire audit performed by one CPA fi rm. Others are obtained competitively through a 

partner’s business or social contacts, which lead to a request that the CPA fi rm submit a 

proposal for performing the company’s annual audit. Such prospective clients may range 

from start-up companies seeking a fi rst audit to long-established companies considering 

replacing their current auditor. What risks are involved with a prospective new client? 

How does a CPA fi rm evaluate the risk associated with a prospective new client? What 

other professional responsibilities exist relating to acquiring a new client?

As a starting point, it is essential for a CPA fi rm to maintain its integrity, objectivity, 

and reputation for providing high-quality services. No auditor can afford to be regularly 

associated with clients who are engaging in management fraud or other misleading prac-

tices. The continuing wave of litigation involving auditors underscores the need for CPA 

fi rms to develop quality control policies for thoroughly investigating prospective clients 

before accepting an engagement. The CPAs should investigate the history of the prospec-

tive client, including such matters as the identities and reputations of the directors, offi -

cers, and major stockholders.

Even if the auditors perform an audit in accordance with generally accepted auditing 

standards, they may be sued by stockholders or creditors that sustain a loss. Therefore, 

auditors will consider the reputation of management and the fi nancial strength and credit 

Identify the factors that auditors 

consider in accepting new clients.

LO 6-2
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1. Plan the audit. Establish an understanding with the client as
to the nature of the engagement.
Develop an audit:
• Strategy.
• Plan.

2. Obtain understanding of client,
   its environment, and internal control.

Perform risk assessment procedures, including:
• Inquiries of management and others within
   entity.
• Analytical procedures.
• Observation and inspection of activities,
   operations, etc.
• Inquiries of others outside the company
   (e.g., legal counsel, valuation experts).
• Review information from external sources.

3. Assess risks of material misstatement
   and design further audit procedures.

Identify and assess risks of material
misstatement for account balances, classes of 
transactions, and disclosures. Consider:
• What can go wrong.
• The magnitude involved.
• The likelihood of a material misstatement.
Design further audit procedures.

6. Form an opinion and issue
    the audit report.

• Public company reporting requires reporting
   on internal control and on the financial
   statements.
• Nonpublic company reporting ordinarily
   involves only reporting on the financial
   statements.

5. Complete the audit. Audit procedures:
• Search for unrecorded liabilities.
• Review minutes of meetings.
• Perform final analytical procedures.
• Perform procedures to identify loss
   contingencies.
• Perform review for subsequent events.
• Obtain representation letter.
• Evaluate audit findings.

4. Perform further audit procedures. Approaches:
• Tests of controls.
• Analytical procedures.
• Tests of details of transactions and balances.
Audit procedures:
• Inquiry.
• Inspection.
• Observation.
• Confirmation.
• Recalculation.
• Reperformance.
• Analytical procedures.

FIGURE 6.1
Stages of an Audit
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rating of a prospective client to help assess the overall risk of association with the particu-

lar business. This overall risk is often referred to as engagement risk.
To help assess engagement risk, the auditors generally obtain management’s permis-

sion to make inquiries of other third parties about a prospective audit client. For exam-

ple, the client’s banker can provide information regarding the client’s fi nancial history 

and credit rating. The client’s legal counsel can provide information about the client’s 

legal environment, including such matters as pending litigation and disputes with regula-

tory agencies. Such information will also assist the auditors in assessing the integrity of 

management.

Engagement risk is increased when the client company is in a weak fi nancial position 

or is greatly in need of additional capital. When an audit client goes bankrupt, the audi-

tors often are named as defendants in lengthy and costly lawsuits, with possible damage 

to their professional reputation. For that reason, some CPAs choose to avoid engagements 

entailing a relatively high engagement risk; others may accept such engagements, recog-

nizing the need to expand audit procedures to compensate for the unusually high levels 

of risk.

In addition to evaluating engagement risk, the auditors should consider whether they 

can complete the audit in accordance with generally accepted auditing standards. As dis-

cussed in Chapter 3, the CPA fi rm must be independent of the client to perform an audit. 

Therefore, the auditors must determine whether there are any conditions that would prevent 

them from performing an independent audit of the client. Consideration also will be given 

to whether the partners and staff have appropriate training and experience to competently 

complete the engagement. If the auditors have no experience in a particularly complex 

industry, they may decide that a competent audit of a prospective client in that industry 

cannot be performed unless the CPA fi rm hires appropriately experienced personnel.

To obtain the audit, the auditors may be asked to submit a competitive proposal that will 

include information on the nature of services that the fi rm offers, the qualifi cations of the 

fi rm’s personnel, anticipated fees, and other information to convince the prospective cli-

ent to select the fi rm. The CPA fi rm also may be asked to make an oral presentation to the 

prospective client’s audit committee and management to provide a basis for the selection. 

As discussed in further detail later in this chapter, when the auditors replace other audi-

tors, they should attempt to communicate with the predecessor auditors before making a 

fi nal decision to accept the new engagement.

Audit Committees
Arrangements for the audit should be made through contact with the company’s audit 
committee. Public companies must establish such a committee within the board of 

directors to take an active role in overseeing the company’s accounting and fi nancial 

reporting policies and practices. Audit committees are required by the New York Stock 

Exchange, the American Stock Exchange, and NASDAQ.

An audit committee must be composed of at least three independent directors—that 

is, those outside directors (neither offi cers nor employees) who have no other relation-

ship that might impair their independence. Although audit committee members are paid 

for serving on the board of directors, the Sarbanes-Oxley Act of 2002 provides that audit 

committee members should not receive any consulting, advisory, or other compensatory 

fee from the company, or be in any way affi liated with the company. Also, the members 

of the audit committee must be fi nancially literate, and at least one member (usually the 

chairman) must be a fi nancial expert. Finally, the audit committee must be responsible for 

appointment, compensation, and oversight of the auditors.

During the course of the audit, the auditors will discuss with the audit committee

matters such as weaknesses in internal control, proposed audit adjustments, disagree-

ments with management as to accounting principles, the quality of accounting principles 

used by the company, and indications of management fraud or other illegal acts by cor-

porate offi cers. Since these communications assist the audit committee in its oversight of 

Submitting a 
Proposal
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the fi nancial reporting process of the company, they are required by generally accepted 

auditing standards. Chapters 7 and 16 present a detailed discussion of the required com-

munications to audit committees.

Not all entities have audit committees. For example, the concept of an audit committee 

does not apply to businesses organized as sole proprietorships, partnerships, and small, 

closely held corporations. Arrangements for an audit of these businesses often are made 

with the owners, a partner, or an executive, such as the president or the controller.

Fee Arrangements
When the business engages the services of independent public accountants, it will usually 

ask for an estimate of the cost of the audit. Staff time is the basic unit of measurement 

for audit fees. Each public accounting fi rm develops a per hour or per diem fee schedule 

for each category of audit staff, based on direct salaries and such related costs as payroll 

taxes and benefi ts. The direct rate is then increased for overhead costs and a profi t ele-

ment. In addition to standard per diem or per hour fees, clients are charged for direct 

costs incurred by the public accounting fi rm for staff travel, report processing, and other 

out-of-pocket expenditures.

Estimating a fee for an audit involves the application of the CPA fi rm’s daily or hourly 

rates to the estimated time required. Since the exact number of hours cannot be deter-

mined in advance, the auditors may merely give a rough estimate of the fee. Or they may 

multiply the rates by the estimated time and quote a range or bracket of amounts within 

which the total fee will fall. In a competitive situation, a fi xed fee may be quoted that is 

“discounted” from the standard to meet the competition.

AICPA AU-C 210 (PCAOB 315) requires the successor auditors to attempt to communi-

cate with the predecessor before accepting the engagement. Because the predecessor 
auditors are an excellent source of information about a prospective client, in many cir-

cumstances this communication will occur before a formal proposal is presented to a pro-

spective client. In other situations (e.g., the prospective client’s request or other reasons), 

the communication will occur subsequent to presentation of a formal proposal.

Because auditors are ethically prohibited from disclosing confi dential client informa-

tion without the client’s consent, the successor auditors must ask management of the 

prospective client to authorize the predecessor auditors to respond fully to the succes-

sor’s inquiries. If a prospective client is reluctant to authorize communications with the 

predecessor auditors, the successor auditors should seriously consider the implications in 

deciding whether to accept the engagement.

Communication 
with Predecessor 
Auditors

ZZZZ Best Co. was a carpet 
cleaning company started 
in 1981 by Barry Minkow, a 

16-year-old high school student. Although the company 
experienced signifi cant growth during the mid-1980s, it 
was not fast enough for Minkow. He hired several offi -
cers with criminal records and conceived a plan to restore 
damaged buildings for insurance companies. A number 
of multi-million-dollar restoration contracts were suppos-
edly undertaken that later were found to be completely 
fi ctitious. Minkow attempted to cover up the scheme by 

spending several million dollars to lease a building and 
make it appear to be a legitimate restoration project when 
the CPAs insisted upon visiting the site. Prior to the time 
the fraud was uncovered, the company’s stock had a mar-
ket value in excess of $211 million. Shortly thereafter, the 
stock was worthless. This case clearly illustrates the risks 
involved in accepting young companies with rapid growth, 
the need to investigate the background of key offi cers of a 
company, and the need to have a thorough understanding 
of the client’s operations and industry.

Illustrative Case Fraud at ZZZZ Best Co.
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When permission has been granted, the successor auditors’ inquiries (which may be 

written or oral) are aimed at matters that will assist the auditors in determining whether to 

accept the engagement. Accordingly, the auditors may include inquiries aimed at obtain-

ing information about:

 • The integrity of management.

 • Disagreements with management over accounting, auditing, or similarly signifi cant 

matters.

 • Predecessor auditors’ communications to those charged with governance regarding 

fraud and noncompliance with laws or regulations.

 • Predecessor auditors’ communications to management and those charged with gover-

nance regarding internal control signifi cant defi ciencies and material weaknesses.

 • The predecessor auditors’ understanding about the reasons for the change of auditors.

This communication is extremely important since it aids the successor auditors in evalu-

ating the integrity of management and other issues related to the risk of the audit. A 

review of cases involving management fraud reveals that in a signifi cant number of the 

cases management had recently changed the company’s auditors, often because of dis-

agreements over accounting principles.

For public companies, there is another source of information available for investigating 

a change in auditors. Regulations of the SEC require companies subject to its jurisdic-

tion to fi le a Form 8-K reporting changes in independent auditors and the reasons there-

fore. The companies also must report the details of any signifi cant disagreements between 

management and the auditors occurring over the prior three years. The auditors that have 

resigned or been discharged must provide a response, indicating whether they agree with 

the company’s form and providing any necessary details. This requirement discourages 

management from the practice of shopping for accounting principles, in which 

management changes auditors to a CPA fi rm that is more likely to sanction a disputed 

accounting principle. A company’s management might, for example, search for auditors 

who would accept a questionable revenue recognition method as being in accordance with 

generally accepted accounting principles. Concern about shopping also led to the issuance 

of AICPA AU-C 915 (PCAOB 625), which provides guidance to public accountants when 

they get a request for a written or oral report on the accounting treatment of a prospective 

or completed transaction from a company that is audited by another CPA fi rm.

Before providing a report on accounting principles, accountants should take steps to 

make sure they have a complete understanding of the form and substance of the transac-

tion, including consulting with the company’s current auditors. They also should review 

existing accounting principles and consult appropriate references and experts to provide 

an adequate basis for their conclusions. Although cases in which management actually 

shops for accounting principles are not common, it is clear that if management is allowed 

to change auditors casually, undue pressure is placed on auditors’ independence.

Shopping for accounting principles is also discouraged by the provision of the

Sarbanes-Oxley Act of 2002 requiring that the audit committee of a public company be 

responsible for the appointment, compensation, and oversight of the auditors.

Planning the Audit

Audit planning involves developing an overall audit strategy for the conduct, organiza-

tion, and staffi ng of the audit. The nature, timing, and extent of planning vary by charac-

teristics of the company being audited and the auditors’ experience with that company. 

Certainly the planning of the audit of a new client is ordinarily more diffi cult. But, for 

all audits, planning begins very early in the process and is iterative in that it continues 

throughout the audit as the auditors modify planned procedures in response to circum-

stances identifi ed throughout the audit.

Explain the auditors’ responsibili-

ties when planning an audit.

LO 6-3
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The auditors should establish an understanding with the client regarding the terms of the 
audit engagement. This understanding should include (1) the objective and scope of the 

audit, (2) auditor and management responsibilities, (3) inherent limitations of an audit, 

(4) the applicable fi nancial reporting framework (e.g., GAAP), and (5) the expected form 

and content of reports to be issued by the auditors. This understanding should be in the 

form of a written engagement letter (or other suitable written agreement). When the 

engagement letter is accepted by the authorized client offi cial, it presents an executor 
contract between the auditor and the client. While engagement letters do not follow a 

standard format, a sample engagement letter is presented in Figure 6.2.

Establishing an 
Understanding 
with the Client

Letterhead

September 1, 20X5

Mr. Terry Keystone, Chairman of Board of Directors
Keystone Computers & Networks, Inc.
14645 40 th Street
Phoenix, AZ 84280

Dear Mr. Keystone:

[The objective and scope of the audit]
You have requested that we audit the fi nancial statements of Keystone Computers &
Networks, Inc., which comprise the balance sheet at December 31, 20X5, and the related 
statements of income, changes in stockholders’ equity, and cash fl ows for the year then ended 
and the related notes to the fi nancial statements. We are pleased to confi rm our acceptance 
and our understanding of this audit engagement by means of this letter. Our audit will be 
conducted with the objective of our expressing an opinion on the fi nancial statements.

[The responsibilities of the auditor]
We will conduct our audit in accordance with auditing standards generally accepted in the 
United States (GAAS). Those standards require that we plan and perform the audit to obtain 
reasonable assurance about whether the fi nancial statements are free of material misstate-
ment. An audit involves performing procedures to obtain audit evidence about the amounts 
and disclosures in the fi nancial statements. The procedures selected depend on the auditor’s 
judgment, including the assessment of the risks of material misstatement of the fi nancial 
statements, whether due to fraud or error. An audit also includes evaluating the appropri-
ateness of accounting policies used and the reasonableness of accounting estimates made 
by management, as well as evaluating the overall presentation of the fi nancial statements. 
Because of the inherent limitations of an audit, together with the inherent limitations of 
internal control, there is an unavoidable risk that some material misstatements may not be 
detected, even though the audit is properly planned and performed in accordance with GAAS. 
In making our risk assessments, we consider internal control relevant to the entity’s prepara-
tion of the fi nancial statements in order to design audit procedures that are appropriate in 
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of 
the entity’s internal control. However, we will communicate to you in writing concerning any 
signifi cant defi ciencies in internal control relevant to the audit of the fi nancial statements 
that we have identifi ed during the audit.

[The responsibilities of management and identifi cation of the applicable fi nancial reporting 
framework]
Management is responsible for the preparation and fair presentation of these fi nancial state-
ments in accordance with accounting principles generally accepted in the United States of 
America; this includes the design, implementation, and maintenance of internal control rel-
evant to the preparation and fair presentation of consolidated fi nancial statements that are 
free from material misstatement, whether due to fraud or error.

Our audit will be conducted on the basis that management [and, where appropriate, those 
charged with governance] acknowledge and understand that they have responsibility:

(a)  For the preparation and fair presentation of the fi nancial statements in accordance with 
accounting principles generally accepted in the United States.

(b)  For such internal control as management determines is necessary to enable the prepara-
tion of fi nancial statements that are free from material misstatement, whether due to 
fraud or error; and

FIGURE 6.2
Engagement Letter for 
Financial Statement 
Audit
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For recurring audits, the auditors should assess whether the terms of the audit engage-

ment need to be revised. Examples of factors that may make such revision appropriate 

include:

 • Indication that management misunderstands the objective and scope of the audit.

 • A change of senior management.

 • A signifi cant change in the nature or size of the client.

 • A change in reporting requirements.

If the terms of the audit engagement do not need to be revised for the current year audit, 

the auditors should decide whether they wish to issue an engagement letter for the current 

year. Alternatively, they may remind management, in writing or orally, of the terms of the 

engagement and document the reminder.

When the auditors have obtained a suffi cient understanding of the client, they establish 

an overall audit strategy that considers those characteristics of the audit which deter-

mine its scope, such as industry reporting requirements, client locations, and the basis of 

reporting followed by the client. Issues such as timing of the audit, deadlines for report-

ing, and key dates that information will be received from management will be determined. 

Also, the auditors will make preliminary judgments on areas of high risk of material mis-

statement, material locations, and accounts; determine the expected approach to consid-

ering internal control; and consider recent signifi cant client and industry factors.

Develop an 
Overall Audit 
Strategy and 
Audit Plan

(c)  To provide us with:

(i)  Access to all information that management is aware is relevant to the preparation of 
the fi nancial statements, such as records, documentation, and other matters;

(ii)  Additional information that we may request from management for the purpose of 
the audit; and

(iii)  Unrestricted access to persons within the entity from whom we determine it necessary 
to obtain audit evidence.

As part of our audit process, we will request from management [and, where appropriate, 
those charged with governance] written confi rmation concerning representations made to us 
in connection with the audit.

We look forward to full cooperation from your staff during our audit.

[Insert other information, such as fee arrangements, billings, timing, and other specifi c terms, 
as appropriate.]

[Reporting]
The form and content of our report may need to be amended in the light of our audit fi ndings.
We will issue a written report upon completion of our audit of Keystone Computers & 
 Networks, Inc.’s fi nancial statements. Our report will be addressed to the board of directors. 
We cannot provide assurance that an unmodifi ed opinion will be expressed. Circumstances 
may arise in which it is necessary for us to modify our opinion, add an emphasis-of-matter or 
other matter paragraph(s), or withdraw from the engagement.

Please sign and return the attached copy of this letter to indicate your acknowledgment of, 
and agreement with, the arrangements for our audit of the fi nancial statements including 
our respective responsibilities.

Very truly yours,

Charles Adams

Charles Adams, CPA
Acknowledged and agreed on behalf of Keystone Computers & Networks, Inc. by:
[Signed, dated, and returned by client]
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When the overall audit strategy has been established, the auditors are able to start devel-

oping the audit plan. Although audit plans differ in form and content among public 

accounting fi rms, a plan should include a description of the nature, timing, and extent of:

 1. Planned risk assessment procedures suffi cient to assess the risks of material 

misstatement.

 2. Planned further audit procedures for each material class of transactions, account 

 balance, and disclosure. This includes tests of controls and substantive procedures.

 3. Other audit procedures in order to comply with generally accepted auditing standards.

The audit plan includes a detailed list of the audit procedures to be performed in the 

course of the audit. A tentative audit plan is developed based on the auditors’ initial risk 

assessments. This tentative plan, however, may require frequent modifi cation as the audit 

progresses. For example, the nature, timing, and extent of substantive procedures are infl u-

enced by the auditors’ fi nal assessment of the risk of material misstatement. Thus, not 

until tests of controls have been completed can a fi nal version of the audit plan be com-

pleted. Even this version may require modifi cation if the auditors revise their preliminary 

estimates of materiality or risk for the engagement, or if substantive procedures disclose 

unexpected problems such as an additional fraud risk factor.1

Public accounting fi rms usually charge clients on a time basis, and detailed time bud-

gets can assist the auditor in estimating the audit fee. A time budget for an audit is 

constructed by estimating the time required for each step in the audit plan for each of the 

various levels of auditors and totaling those estimated amounts. Time budgets serve other 

functions in addition to providing a basis for estimating fees. The time budget commu-

nicates to the audit staff those areas the manager or partner believes are of high risk and 

require more time. It also is an important tool of the audit senior, who uses it to measure 

the effi ciency of the staff and to determine at each stage of the engagement whether the 

work is progressing at a satisfactory rate.

There is always pressure to complete an audit within the estimated time. The staff assis-

tant who takes more time than normal to complete a task is not likely to be popular with 

supervisors or to win rapid advancement. Ability to do satisfactory work when given abun-

dant time is not a suffi cient qualifi cation, for time is never abundant in public accounting.
The development of time budgets is facilitated in repeat engagements by reference 

to the preceding year’s detailed time records. Sometimes time budgets prove quite unat-

tainable because the client’s records are not in satisfactory condition or because of other 

special circumstances that arise. Even when time estimates are exceeded, there can be 

no compromise with qualitative standards in the performance of the fi eldwork. The CPA 

fi rm’s professional reputation and its legal liability to clients and third parties do not permit 

any shortcuts or the omission of audit procedures to meet a predetermined time estimate.

The auditors should obtain an understanding with the client as to the extent to which the 

client’s staff, including the internal auditors, can help prepare for the audit. The client’s 

staff may prepare many audit working papers for the auditors, thus reducing the cost of 

the audit. Among the tasks that may be assigned to the client’s employees are preparation 

of a trial balance of the general ledger, preparation of an aged trial balance of accounts 

receivable, analyses of accounts receivable written off, lists of property additions and 

retirements during the year, and analyses of various revenue and expense accounts. Most 

of these “working papers” will ordinarily be in the form of computer spreadsheets and 

other computerized data fi les.

Use of the Client’s 
Staff

1Historically, the document with the detailed listing of specifi c audit procedures was referred to 
as the audit program, with the audit plan being a more general document describing the general 
nature, timing, and extent of audit procedures.  But, at this point, AICPA, PCAOB, and international 
auditing standards all refer to the audit plan as including the detailed, specifi c audit procedures. 
Yet, a separate document referred to as an audit program may be used on an audit as long as it in 
substance includes the information required for the audit plan.
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When a portion of the client (e.g., a subsidiary in a distant city) is audited by another CPA 

fi rm, efforts should be coordinated. For example, if the accounts of the subsidiary are to 

be consolidated with the overall enterprise, and if that subsidiary is audited by another 

CPA fi rm, the auditors should coordinate the timing of necessary reports and procedures 

to be performed. This situation is discussed in Chapter 17.

CPAs may lack the qualifi cations necessary to perform certain technical tasks relating 

to the audit. For example, judging the valuation of a diamond inventory may require 

employing a specialist in gem appraisal, or evaluating the reasonableness of the fair value 

of a complex fi nancial derivative instrument may require the use of a securities valua-

tion expert. Effective planning involves arranging the appropriate use of specialists both 

inside and outside of the client organization. This should include consideration of the 

need for specialized skills in assessing the effects on the audit of the client’s use of infor-

mation technology. Using the work of specialists was discussed in detail in Chapter 5.

In the fi rst audit of the client, the auditors should obtain suffi cient appropriate evidence 

about whether the opening balances for the various accounts contain misstatements 

that materially affect the current period’s fi nancial statements. For example, consider 

accounts such as plant and equipment and inventories. To determine the propriety of 

depreciation expense for the current year and the proper balances in plant and equipment 

accounts at the balance sheet date, the auditors should plan to investigate the validity of 

the property accounts at the beginning of the current period. Similarly, if the auditors arc 

unable to obtain satisfactory evidence as to the balance of beginning inventories, they 

may not have suffi cient evidence about cost of goods sold, and it may be necessary to 

disclaim an opinion on the income statement.

AICPA AU-C 510 (PCAOB 315) requires that the auditors determine whether the prior 

period’s closing  balances were properly brought forward to the current period, and whether 

those balances refl ect the application of appropriate accounting policies. When satisfactory 

prior year audits of the business have been performed by a predecessor auditor, as discussed 

earlier, the successor auditors will ordinarily have communicated with the predecessor 

about matters such as management integrity, disagreements that the predecessor may have 

had with management, communications with the audit committee, and the predecessor’s 

understanding of the reason for the change of auditors. Auditors also ordinarily initiate 

a second communication with the predecessor auditors subsequent to acceptance of the 

new client. This second communication relates primarily to the contents of the predecessor 

auditors’ working papers related to opening balances and the consistency of application of 

accounting principles. In addition to reviewing the predecessor auditors’ working papers 

relating to opening balances, the successor auditors will evaluate whether audit procedures 

planned for the current audit will provide evidence about the opening balances. Based on 

this evaluation, the successor auditors will decide whether it is necessary to perform addi-

tional procedures specifi cally designed to obtain evidence regarding the opening balances.

In cases in which no satisfactory recent audit has been performed, an extensive analy-

sis of transactions of prior years will be necessary to establish account balances as of the 

beginning of the current year.

Obtaining an Understanding of the Client and Its Environment

The required understanding of the client is used by the auditors to help plan the audit and 

to assess the risks of material misstatement at the fi nancial statement and relevant 
assertion levels. Guidance on obtaining this required understanding of the client is con-

tained in AICPA AU-C 315 (PCAOB 314).

Involvement of 
More Than One 
CPA Firm

Use of Specialists

Additional 
First-Year 
Considerations

Describe the nature of the risk 

assess ment procedures that audi tors 

use to obtain an understanding of 

the client and its environment.

LO 6-4
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To obtain the understanding of the entity and its environment, auditors perform risk 

assessment procedures, which include:

 • Inquiries of management and others within the entity.

 • Analytical procedures.

 • Observation and inspection relating to client activities, operations, documents, reports, 

and premises.

 • Other procedures, such as inquiries of others outside the company (e.g., legal coun-

sel, valuation experts) and reviewing information from external sources (e.g., analysts, 

banks, rating organizations, and business and industry journals).

These risk assessment procedures are supplemented by further audit procedures in the 

form of tests of controls and substantive procedures to obtain suffi cient audit evidence to 

express an opinion on the fi nancial statements.

Information on the Client’s Business and Its Environment
When should a health club recognize its revenue from the sale of lifetime memberships? 

Is a company organized to produce a single motion picture a going concern? What basis 

should be used to record a barter of goods over the Internet? What is a reasonable 

depreciable life for today’s most advanced information systems? We will not attempt to 

answer these questions in this textbook; we raise them simply to demonstrate that the 

auditors should obtain a good working knowledge of an audit client’s business and its 

environment if they are to design effective audit procedures. An understanding of the 

 client and its environment encompasses:

 • The nature of the client, including the client’s application of accounting policies.

 • The industry, regulatory, and other external factors affecting the client.

 • The client’s objectives and strategies and related business risks.

 • Methods used by the client to measure and review performance.

 • The client’s internal control.

Performing procedures to obtain an understanding of the entity and its environment 

is an essential part of planning and performing an audit. Specifi cally, the understanding 

establishes a frame of reference for the auditors to use in (1) considering the appropriate-

ness of the accounting policies applied by the client, (2) identifying areas where special 

audit consideration may be necessary (specialized risks), (3) establishing appropriate 

materiality, (4) developing expectations for analytical procedures, (5) designing and per-

forming audit procedures, and (6) evaluating audit evidence.

The Nature of the Client
What is the client’s business model? Who are its major customers and suppliers? What 

types of transactions does the client engage in? How are they accounted for? These are 

the types of questions that the auditors attempt to answer to obtain an understanding 

of the nature of the client. The auditors’ understanding of the nature of the client will 

include the client’s competitive position, organizational structure, governance processes, 

accounting policies and procedures, ownership, capital structure, and product lines. Then 

the auditors turn their attention to the client’s critical business processes and obtain an 

understanding of how these processes create value for the client’s customers. Using a 

manufacturing company as an example, the auditors will obtain an understanding of:

 • The processes used to procure, store, and manage raw materials.

 • The processes used to machine, assemble, package, and test products.

 • The processes used to create demand for products and services and to manage relations 

with customers.

 • The processes used to establish contract terms and to bill and collect receivables.

 • The processes used to take orders and deliver goods.

Risk Assessment 
Procedures
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 • The activities performed after the goods and services have been delivered (e.g.,

installation, training, warranty, and customer service).

 • The processes used to acquire and maintain human resources and technology, including 

research and development.

Industry, Regulatory, and Other External Factors
The factors envisioned here include industry conditions, such as the competitive environ-

ment, supplier and customer relationships, and technological developments. They also 

include the regulatory, legal, and political environment and general economic conditions. 

These factors may subject the client to specialized risks that may in turn affect the audit. 

Many fi rms—including the Big 4 fi rms to varying degrees—have adopted a fi nancial 

model to evaluate the client’s industry that considers the attractiveness and other char-

acteristics of the industry. Concerning the overall attractiveness of the industry, auditors 

consider such factors as:

 • Barriers to entry.

 • Strength of competitors.

 • Bargaining power of suppliers of raw materials and labor.

 • Bargaining power of customers.

The other characteristics of the client’s industry that auditors consider include factors 

such as economic conditions and fi nancial trends, governmental regulations, changes in 

technology, and widely used accounting methods.

Objectives and Strategies and Related Business Risks
The client’s objectives are the overall plans of the entity as defi ned by management. Man-

agement attempts to achieve these objectives by developing strategies, or operational 

actions. However, achieving management’s objectives is always subject to business risks. 

As described in the previous section, these are the conditions that threaten management’s 

ability to execute strategies and achieve objectives. The auditors obtain an understand-

ing of the client’s operating and fi nancing strategies and attempt to identify signifi cant 

business risks faced by the client. Signifi cant risks that may be identifi ed for a particu-

lar client might include risks related to competition, changes in government regulations, 

changes in technology, volatility of raw materials prices, interruption of supplies of criti-

cal raw materials, changes in major markets, or increases in interest rates. In obtaining 

their understanding of these matters, the auditors are particularly interested in manage-

ment’s risk assessment process. Well-operated companies use formal processes for identi-

fying business risks and devising ways to mitigate them. An understanding of this process 

can assist the auditors in identifying signifi cant business risks and evaluating their audit 

 signifi cance. Many of these business risks may create risks of material misstatement of 

the fi nancial statements.

Methods of Measuring and Reviewing Performance
Management may use a variety of techniques to measure and review performance, such as 

budgets, key performance indicators, variance analysis, and segment performance reports. 

Many fi rms have developed a balanced scorecard that uses a combination of fi nancial and 

nonfi nancial performance measures to assess the fi nancial, customer, internal business pro-

cess, and learning and growth perspectives of the organization. These measurement sys-

tems assist management in gauging progress toward meeting its objectives. External parties 

also may measure and review the client’s performance. Examples include bond rating agen-

cies, credit agencies, and fi nancial analysts. The methods of measuring and reviewing per-

formance are important to the auditors in determining the incentives of management and 

other employees because their compensation is often tied to the measures. These incentives 

may create pressure on management or employees to misstate the fi nancial statements or 

otherwise engage in fraud. In addition, the auditors may use these measures in designing 

analytical procedures to provide evidence about the fairness of the fi nancial statements.
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Internal Control
Internal control is designed to provide reasonable assurance of achieving objectives 

related to reliable fi nancial reporting, effi ciency and effectiveness of operations, and 

compliance with applicable laws and regulations. The nature and extent of the audit work 

to be performed on a particular engagement depend largely upon the effectiveness of the 

client’s internal control in preventing or detecting material misstatements in the fi nancial 

statements. Before auditors can evaluate the effectiveness of internal control, they need 

a knowledge and understanding of how it works: what controls exist and who performs 

them, how various types of transactions are processed and recorded, and what accounting 

records and supporting documentation exist. The auditors should have a suffi cient under-

standing of the design and implementation of internal control to plan the audit. Chapter 7 

focuses on the auditors’ consideration of internal control.

Much information about the nature of the client may be obtained through inquiries of 

management and other personnel. For example, the auditors may use inquiry to deter-

mine the major types of sales transactions and the nature of the client’s customers. The 

auditors may combine inquiry and inspection to determine the content of sales contracts 

and the accounting policies used for recognizing revenues under the contracts. They also 

make inquiries of other personnel within the organization. As an example, production 

personnel can provide the auditors with a more detailed understanding of production 

processes. In addition, informal discussions between the auditors and key offi cers of the 

client can provide information about the history, size, operations, accounting records, and 

internal control of the enterprise. Finally, the auditors may make numerous inquiries to 

identify and assess fraud risks as described later in this chapter.

Many other sources of information on clients are available to the auditors. AICPA 

Audit and Accounting Guides and Industry Risk Alerts, trade publications, and govern-

mental agency publications are useful in obtaining an orientation to the client’s industry. 

Previous audit reports, annual reports to stockholders, SEC fi lings, and prior years’ tax 

returns are excellent sources of fi nancial background information.

Electronic Research
The Internet makes any number of sources of electronic information available about cli-

ents, particularly clients that are public companies. Information about corporations is 

generally available from a variety of sources, including from the corporation’s home 

page, brokerage companies, and other fi nancial information providers. In addition, Inter-

net search engines, such as Google or Bing, can be used to identify journal and news sto-

ries on the client. Appendix 6A is a listing of some Internet addresses that may be helpful 

in performing accounting and auditing research.  

Tour of Plant and Offi ces
Another useful preliminary step for the auditors is to arrange an inspection tour of the 

plant and offi ces of a prospective client. This tour will give the auditors some under-

standing of the plant layout, manufacturing process, principal products, and physical 

safeguards surrounding inventories. During the tour, the auditors should be alert for 

signs of potential problems. Rust on equipment may indicate that plant assets have 

been idle; excessive dust on raw materials or fi nished goods may indicate a problem of 

obsolescence. A knowledge of the physical facilities will assist the auditors in planning 

how many audit staff members will be needed to participate in observing the physical 

inventory.

The tour affords the auditors an opportunity to observe fi rsthand what types of infor-

mation technology and internal documentation are used to record such activities as 

receiving raw materials, transferring materials into production, and shipping fi nished 

goods to customers. An understanding of these computer applications and documentation 

is essential to the auditors’ consideration of internal control. Inquiries of personnel in 

Sources of 
Information
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various departments may provide the auditors with critical information about the client’s 

operations and may serve to confi rm information obtained from fi nancial management.

In visiting the offi ces, the auditors will learn the location of various facilities and 

accounting records. The auditors can ascertain the practical extent of segregation of duties 

within the client organization by observing the number of offi ce employees. In addition, 

the tour will afford an opportunity to meet the key personnel whose names appear on the 

organization chart. The auditors will record the background information about the client 

in a permanent fi le available for reference in future engagements.

Analytical Procedures
As described in Chapter 5, analytical procedures involve comparisons of fi nancial 

statement balances and ratios for the period under audit with auditor expectations devel-

oped from sources such as the client’s prior years’ fi nancial statements, published indus-

try statistics, and budgets. When used for risk assessment purposes, analytical procedures 

assist the auditors in planning the nature, timing, and extent of audit procedures that will 

be used for the specifi c accounts. The approach used is one of obtaining an understanding 

of the client’s business and transactions and identifying areas that may represent higher 

risks. The auditors will then plan a more thorough investigation of these potential prob-

lem areas. Auditors perform analytical procedures as a part of the risk assessment process 

for every audit.

An example of the use of an analytical procedure for risk assessment purposes is the 

comparison of the client’s inventory turnover for the current year with comparable statis-

tics from prior years. A signifi cant decrease in inventory turnover might lead the auditors 

to consider the possibility that the client has excessive amounts of inventory. As a result, 

the auditors would plan more extensive procedures to search for inventory items that may 

be obsolete.

The Statement of Cash Flow and Obtaining an Understanding of the Client
The auditors may use the statement of cash fl ows to analyze cash fl ows while obtaining 

an understanding of the client, particularly as a part of risk assessment analytical proce-

dures. For a profi table, growing company, one ordinarily expects positive operating cash 

fl ows, perhaps slightly higher than net income due to the addition of depreciation and 

amortization items back to income. Cash fl ows from investing are often negative for such 

a company as it makes capital expenditures and investments. The direction of cash fl ows 

from fi nancing is expected to vary among years depending upon issuance and redemption 

of stock and debt.

Continuing with the example of a profi table, growing company, when the auditors fi nd 

that cash from operations is signifi cantly less than net income, investigation of the reason 

or reasons is appropriate. Possible reasons include large increases in current assets (e.g., 

accounts receivable and inventory) and decreases in liabilities (e.g., accounts payable), 

and recognition of large amounts of revenues for which no cash has been received. While 

such conditions may or may not indicate a misstatement, they are worthy of follow-up 

and explanation.

 The importance of an under-
standing of the client’s 
busi ness was dramatically 

illustrated by the Volkswagen AG case. In this case, the com-
pany reported that “criminal manipulation” of its foreign-
exchange positions had cost the fi rm as much as $259 million. 

The fraud prompted the resignation of the company’s chief 
fi nancial offi cer and the fi ring of its foreign-exchange man-
ager. The auditors did not detect the fraud until fraudulent 
contracts came due and were rejected by banks. An insider 
suggested that auditors often don’t know enough about 
complicated currency instruments to detect such problems. 

Illustrative Case  Understanding the Client’s 
Business 
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The concept of materiality recognizes that some matters are important to the fair presen-

tation of fi nancial statements, while others are not. The materiality concept is basic to 

the audit, because the audit report states that an audit is performed to obtain reasonable 

assurance about whether the fi nancial statements are free of material misstatement.

Materiality judgments depend both upon the fi nancial reporting framework being used 

and on the auditors’ professional judgment. U.S. generally accepted accounting prin-

ciples refer to FASB Statement of Financial Accounting Concepts No. 2, “Qualitative 

Characteristics of Accounting Information,” which defi nes materiality as

. . . the magnitude of an omission or misstatement of fi nancial information that, in the light of 

surrounding circumstances, makes it probable that the judgment of a reasonable person relying 

on the information would have been changed or infl uenced by the omission or misstatements.

Alternatively, PCAOB Auditing Standard No. 11, “Consideration of Materiality in Plan-

ning and Performing an Audit,” points out that in interpreting the federal securities laws 

the Supreme Court of the United States has held that a fact is material if there is:

a substantial likelihood that the . . . fact would have been viewed by the reasonable investor as 

having signifi cantly altered the “total mix” of information made available.

Although one may question whether these two descriptions differ signifi cantly from 

one another, it is important to realize that they both involve a consideration of quantita-

tive and qualitative factors—particularly when evaluating a misstatement that has been 

identifi ed. Under certain circumstances, a misstatement that would ordinarily be con-

sidered immaterial in quantitative terms may be material because of its nature. As an 

example, an illegal payment of an otherwise immaterial amount could be material if there 

is a reasonable possibility that it could lead to a material contingent liability or a material 

loss of revenue.

Auditors consider materiality both in planning the audit and in evaluating audit fi nd-

ings. In planning the audit, auditors use materiality in determining the proper scope of 

audit procedures. The audit should be planned to obtain reasonable assurance of detect-

ing material misstatements of the fi nancial statements. In evaluating audit fi ndings, the 

auditors use materiality to evaluate whether actual or likely misstatements that have been 

found are material to the fi nancial statements. This is a critical decision because a material 

misstatement should result in audit opinion modifi cation, while an immaterial misstate-

ment should not. Because this chapter emphasizes planning, we will emphasize the plan-

ning concept of materiality, but we also will provide a brief discussion of materiality for 

evaluation purposes. Materiality for evaluation purposes is also addressed in Chapter 16.

Planning Materiality
The auditors’ purpose in considering materiality at the planning stage of the audit is to 

determine the appropriate scope of their audit procedures. Audit procedures should be 

designed to detect material misstatements so that the auditors do not waste time search-

ing for immaterial misstatements that cannot affect the auditors’ report. As described in 

Chapter 5, the scope of the auditors’ procedures for an account is directly related to the 

risk of material misstatement of that account. The auditors will perform extensive proce-

dures on an account with a high risk of material misstatement. No audit procedures will 

be performed on an account that is quantitatively immaterial unless, based on qualita-

tive considerations, the account is signifi cant. For example, an Accounts Receivable from 

Offi cers account might be considered material regardless of its size.

While planning the audit, the auditors also may become aware of a number of account-

ing expediencies followed by the client that may result in immaterial misstatements. The 

concept of materiality often allows auditors to “pass over” certain conceptual accounting 

errors, such as charging low-cost items like small tools or business machines directly to 

expense accounts. But even in these situations, the auditors need to carefully consider the 

possibility that the effect of such accounting expediencies may differ materially from results 

obtained following generally accepted accounting principles. Accounting expediencies are 

Determining 
Materiality
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not acceptable simply because the client’s management says the amounts involved are 

immaterial or because the amounts involved were considered immaterial in the past.

Planning Materiality and the Scope of Audit Procedures As implied in the preceding 

illustration, increases in the level of planning materiality result in deceases in the scope 

of audit procedures. That is, all things equal, auditors will gather less audit evidence if the 

planning materiality is $500,000 as compared to a planning materiality of $100,000. The 

situation is that as materiality increases the auditors will need less evidence because their 

audit is based on a less precise measure. Thus, if income is approximately $5,000,000, 

it will take less audit effort to be able to conclude that misstatements do not exceed 

$500,000 as compared to $100,000. 

Quantifying Planning Materiality at the Overall Financial Statement Level Auditing 

standards require that auditors determine materiality levels for the overall fi nancial 

statements. As an example, the auditors may conclude that a $100,000 misstatement of 

net income before taxes is material for purposes of the income statement, and $200,000 

for the balance sheet. Many possible misstatements affect both the balance sheet and 

the income statement; for example, an overstatement of ending inventory both over-

states assets on the balance sheet and net income on the income statement. Because of 

such possible misstatements, the auditors will design their audit to detect the smallest 

misstatement that would be material to any one of the fi nancial statements, in this case 

$100,000.

Auditors may use rules of thumb related to a fi nancial statement base, such as net 

income, total revenues, or total assets, to develop these estimates of overall materiality. 

Rules of thumb that are commonly used in practice include:

 • 5 percent to 10 percent of net income before taxes.

 • ½ percent to 1 percent of total assets.

 • ½ percent to 1 percent of total revenues.

 • 1 percent of total equity.

The appropriate fi nancial statement base for computing materiality will vary based 

on the nature of the client’s business. For example, total revenues for a fi nancial institu-

tion are often too small to use as the base in conjunction with the percentages presented 

above. In addition, if a company is in a near break-even position, net income for the 

year will be much too small to be used as the fi nancial statement base. In that situation, 

the auditors will often choose another fi nancial statement base or use an average of net 

income over a number of prior years.

Allocating Overall Materiality to Individual Accounts Once the auditors have deter-

mined planning materiality for the overall fi nancial statements, they may allocate mate-

riality to individual fi nancial statement accounts. Such an allocation is most frequently 

made to help establish the scope of substantive procedures when audit sampling is being 

used for one or more accounts. When materiality is allocated to a particular account, 

Statements on Auditing Standards and the International Auditing Standards refer to 

this amount as performance materiality for the account. At the individual audit test 

level, the amount may be further adjusted to arrive at tolerable misstatement. For exam-

ple, assume that auditors are using statistical sampling for several tests relating to the 

accounts receivable account. Also assume that planning materiality is set at $1,000,000 

for the overall fi nancial statements. To facilitate audit testing, the auditors may decide that 

$750,000 is the appropriate amount for performance materiality for accounts  receivable, 

and $600,000 is the appropriate amount for tolerable misstatement for the individual tests 

of accounts receivable.2

2 Auditing Standards do not include the performance materiality concept, but use tolerable mis-
statement to include both the disaggregated planning materiality amount for accounts and for 
individual audit tests.
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When considering the allocation of materiality to individual accounts, it is important to 

understand that simply allocating planning materiality to all accounts dollar for dollar, so that 

the total amount of all the performance materiality or tolerable misstatement disaggregation 

is equal to overall planning materiality, is far too conservative. The reason is that misstate-

ments of various accounts often counterbalance each other. That is, the overstatement of one 

asset may be offset by the understatement of another. Another reason that materiality should 

not be allocated dollar for dollar is the double-entry bookkeeping system, which allows 

detection of misstatements in an account by auditing a related account. For example, if at 

year-end a purchase of inventory on credit is recorded at an improper amount, the misstate-

ment may be detected by the tests of inventories, accounts payable, or cost of goods sold.

A number of techniques are used to allocate materiality to individual accounts in 

 practice—we will describe two. In using the fi rst technique, the auditors multiply the 

amount of overall planning materiality by some factor, usually from 1.5 to 2. This amount 

is then allocated to the various balance sheet accounts.

The second technique involves allocating materiality only to those accounts that are 

to be tested with audit sampling. In using this approach, the auditors typically determine 

performance materiality by reducing overall planning materiality by an estimate of the 

aggregate amount of misstatement that will go undetected. Some amount of undetected 

misstatement is expected in every audit because the auditors design their tests to detect 

only material misstatement—smaller amounts often go undetected. Finally, the audi-

tors determine tolerable misstatement for the particular audit test based on the amount 

of performance materiality for the account. Tolerable misstatement may be the same 

amount or lower than performance materiality for the account depending on the audit 

sampling technique being used. Chapter 9 illustrates how tolerable misstatement is used 

in conjunction with substantive procedures using various audit sampling techniques.

Evaluation Materiality
Throughout the audit auditors accumulate misstatements that are identifi ed, excluding 

only those that are considered clearly trivial. The process is then one of requesting man-

agement to correct the misstatements. If management refuses, the concept of evaluation 

materiality becomes involved. The auditors’ approach is to fi rst consider whether the 

misstatements identifi ed are quantitatively material. Here the auditors should consider 

not only the known amount of misstatement but also any likely or projected misstate-

ment. As an example, if the auditors test 10 percent of a population and fi nd a $10,000 

misstatement, they would estimate that the entire population is misstated by about 

$100,000 ($10,000 ÷ 10%).3 Rules-of-thumb materiality amounts applied for planning 

purposes are often used in this quantitative analysis. If the auditors believe that the esti-

mated amount of misstatement is not quantitatively material, they should still  consider 

whether qualitative factors make the item material.

Qualitative Considerations of Materiality Qualitative factors are particularly signifi cant 

to evaluation materiality. As an example, related party transactions of relatively small 

amounts might be considered material to the company’s fi nancial statements. Examples 

of other factors that may make an item qualitatively material include the following:

 • A misstatement of the fi nancial statements that would affect a company’s compli-

ance with a contractual agreement might be material regardless of its amount. As an 

 illustration, assume that a company’s long-term debt agreement requires the company 

to maintain working capital of at least $500,000; otherwise, the total debt becomes 

payable upon demand. If the company’s working capital on the balance sheet is only 

slightly more than $500,000, a small misstatement might disguise a violation of the 

debt agreement. Since the violation would mean that the company’s long-term debt 

should be reclassifi ed as a current liability, the small misstatement becomes material 

to the fi nancial statements.

3 The topics of projection of misstatements and evaluating overall audit fi ndings are discussed in 
Chapters 9 and 16.
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 • A misstatement that would cause a company not to make the consensus earnings- 

 per-share estimate of fi nancial analysts might be considered material even though it 

is somewhat less than what would normally be considered material.

Evaluation materiality and the overall process of evaluating audit procedures are described 

in greater detail in Chapter 16.

Assessing the Risks of Material Misstatement 
and Designing Further Audit Procedures

As discussed in Chapter 5, the term audit risk refers to the possibility that the auditors 

may unknowingly fail to appropriately modify their opinion on fi nancial statements that are 

materially misstated. At the overall fi nancial statement level, audit risk is the chance that a 

material misstatement exists in the fi nancial statements and the auditors do not detect it 

with their audit procedures. Auditors are aware that few audits involve material misstate-

ments of fi nancial statements, but when such misstatements do exist, they can result in 

millions of dollars of potential liability to the auditors. Experience has shown that many 

undetected misstatements of fi nancial statements are intentional fraud, rather than uninten-

tional errors.

The auditors should plan and perform the audit to obtain reasonable assurance that mate-

rial misstatements, whether caused by errors or fraud, are detected. Accordingly, in 

designing an audit, the auditors should identify and assess the risks of material misstate-

ment of the fi nancial statements. Remember that this risk is a combination of inherent and 

control risk.

The general approach followed during risk assessment is to use all the evidence 

obtained about the client and its environment to:

 • Identify risks.

 • Relate the identifi ed risks to what can go wrong at the relevant assertion level.

 • Consider whether the risks are of a magnitude that could result in a material 

misstatement.

 • Consider the likelihood that the risks could result in a material misstatement.

In other words, the auditors try to relate each identifi ed risk to “what can go wrong” at the 

assertion level. As an example, if the auditors identify a risk of inventory obsolescence, 

this means that there is a risk that the inventory may be misstated with respect to the valu-

ation assertion. In assessing this risk, the auditors will consider any controls established 

by management to mitigate this risk. Then, the auditors consider whether this risk could 

result in a material misstatement of inventory and cost of goods sold, and the likelihood 

that the material misstatement could actually occur. Finally, they use all of these risk 

assessments to plan and perform the audit.

In performing risk assessment, it is important for the auditors to recognize that risks of 

material misstatement occur at both the fi nancial statement level and the relevant asser-

tion level for account balances, transaction classes, and disclosures. These two types of 

risks may affect the audit in different ways.

Financial Statement Level Risks
Risks at the fi nancial statement level are those that relate to the overall fi nancial state-

ments and potentially affect many individual assertions. The following examples help to 

illustrate fi nancial statement level risks:

 • Risks related to an ineffective control environment and weaknesses in general infor-

mation technology controls (discussed in Chapters 7 and 8).

 • A lack of suffi cient capital to continue operations.

Describe the manner in which 

an audit is affected by the audi-

tors’ assessment of audit risk and 

materiality.

LO 6-5

Assessing Risks 
of Material 
Misstatement
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 • A declining industry.

 • Risks related to the selection and application of signifi cant accounting policies.

Financial statement level risks potentially affect relevant assertions about many 

accounts and disclosures. As a result, assessing their audit impact often requires con-

siderable judgment. For example, poor controls over access to the IT system may allow 

unauthorized personnel to inappropriately change data affecting many different transac-

tion classes and account balances. Questions about the integrity of management may raise 

a variety of questions relating to numerous fi nancial statement amounts and disclosures. 

Because of the characteristics of fi nancial statement level risks, an overall response by the 

auditor is often appropriate, such as:

 • Assigning to the audit more experienced staff or individuals with specialized skills.

 • Providing more supervision for the audit staff and emphasizing the need for them to 

maintain professional skepticism.

 • Incorporating additional elements of unpredictability in the selection of further audit 

procedures to be performed.

 • Increasing the overall scope of audit procedures.

Relevant Assertion Level Risks
Most risks of misstatement relate to one or a few relevant assertions that relate to one or 

more signifi cant accounts or disclosures. Recall from Chapter 5 that a relevant assertion is 

one that has a reasonable possibility of containing a material misstatement (without regard 

to controls over it). Similarly, the PCAOB defi nes a signifi cant account or disclosure as 

one that has a reasonable possibility of containing a material misstatement. Recall that we 

have summarized these assertions as:

 1. Existence or occurrence.

 2. Rights and obligations.

 3. Completeness.

 4. Cutoff.

 5. Valuation or allocation.

 6. Presentation and disclosure.

As an example, a risk related to inaccurate counting of inventory at year-end affects the 

valuation of inventory and the accuracy of cost of goods sold. For this type of risk, the 

auditors consider the risk and the related controls and assess the magnitude and likeli-

hood of the risk for each of the relevant assertions. Finally, they will adjust the nature, 

timing, or extent of the audit procedures designed to detect the misstatement. In this case, 

if the auditors conclude there is an increased risk of material misstatement of the fi nancial 

statements due to inaccurate inventory counting, they may decide to assign more audit 

staff members to observe the inventory count by client personnel.

Signifi cant Risks That Require Special Audit Consideration
While assessing risks, the auditors should determine which of the identifi ed risks require 

special audit consideration. Such risks are referred to as signifi cant risks, and it is 

expected that one or more will be identifi ed on every audit. In Chapter 5, we distinguished 

among routine, nonroutine, and estimation transactions (see pages 145–146). Signifi cant 

risks often relate to nonroutine transactions and estimation transactions. For example, 

estimates of the value of a signifi cant inventory of precious metals or gems might repre-

sent a signifi cant risk in an audit of a chain of jewelry stores. In other businesses, such 

risks may arise due to transactions such as unusual revenue transactions or critical accru-

als that must be subjectively determined by management. In addition, a signifi cant risk 

for a particular audit may arise from a fraud risk. In responding to signifi cant risks, the 

auditors should:

 • Carefully consider the design and implementation of the related controls.
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 • Not rely on evidence about the operating effectiveness of the related controls that has 

been gathered in prior periods.4

 • Not rely solely on analytical procedures to obtain audit evidence about the related 

fi nancial statement assertions.

As indicated on the previous page, signifi cant risks often involve risks related to fraud. 

Because of the importance and unique nature of fraud, the Auditing Standards Board issued 

AICPA AU-C 240 (PCAOB 316) to provide more specifi c guidance for the auditors in 

assessing the risks of material misstatement of the fi nancial statements due to fraud.

The auditors’ consideration of risks of material misstatement from fraud recognizes that there 

are two distinct types: (1) misstatements arising from fraudulent fi nancial  reporting 
(management fraud), and (2) misstatements arising from  misappropriation of 
assets (defalcations). The auditors’ fraud risk assessment involves identifying risks of 

material misstatement of the fi nancial statements due to fraud and determining the appro-

priate audit response. To identify fraud risks, the auditors perform a number of procedures, 

including having discussions with engagement personnel, making inquiries of manage-

ment and others within the organization, performing analytical procedures, and considering 

fraud risk factors.

Discussions with Engagement Personnel
AICPA AU-C 315 (PCAOB 314) requires that auditors have a discussion with the audit team 

members about the susceptibility of the client’s fi nancial statements to material misstate-

ments, while AICPA AU-C 240 (PCAOB 316) requires a discussion on susceptibility to 

fraud. For effi ciency, the two discussions are often held concurrently. These discussions allow 

the more experienced team members to share insights and exchange ideas about how and 

where the entity’s fi nancial statements might be susceptible to material misstatement—due to 

either error or fraud—and to emphasize the importance of maintaining the proper degree of 

professional skepticism regarding the possibility of such misstatements. The discussion also 

will review errors that are expected to occur based on the results of prior audits. The discus-

sion should involve the auditor with fi nal responsibility for the audit (the engagement partner) 

and key members of the audit team. Although having all team members present may often be 

possible and desirable, this is not required. Professional judgment is also used in determining 

how and when it should occur and the extent of the discussion. Related, the PCAOB stan-

dards emphasize that communication among the team members about signifi cant matters 

affecting the risks of material misstatement should continue throughout the audit. 

Addressing the 
Risks of Material 
Misstatement Due 
to Fraud

Describe how the auditors address 

fraud risk.
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4 Details on tests of controls are presented in Chapter 7. As discussed in that chapter, reliance upon 
prior period tests of controls may be justifi ed for other controls under certain circumstances.
5 Mark Beasley, Joseph Carcello, Dana Hermanson, and Terry Neal, “Fraudulent Financial Reporting: 
1998–2007—An Analysis of U.S. Public Companies (2010),” the Committee of Sponsoring Organiza-
tions of the Treadway Commission (COSO).

A recent analysis of SEC 
enforcement cases involv-
ing fraud reported that in 89 

percent of cases the CEO and/or the CFO in the company 
was named in the fraud. Misappropriation of assets was 
indicated in only 14 percent of the cases. In a vast majority 

of the cases, management engaged in fraudulent fi nancial 
reporting motivated by such factors as meeting analysts’ 
earnings expectations, concealing deteriorating fi nancial 
conditions, and preparing for debt or equity offerings. 
Finally, revenue frauds accounted for over 60 percent of the 
cases.5

Illustrative Case Litigation and Management 
Fraud
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Making Inquiries Related to Fraud
Inquiries of management and other personnel assist the auditors in identifying fraud 

risks. Therefore, the auditors are required to inquire of members of management as to 

their knowledge of fraud and alleged fraud, their understanding of the risks of fraud, and 

programs or controls that have been implemented to mitigate those risks. The auditors 

also inquire about how management monitors operating units or business segments in 

other locations, and how management communicates its views about ethical behavior to 

employees. The auditors should obtain management’s perspective regarding the effective-

ness of internal control in detecting fraud and whether this perspective has been reported 

to the audit committee.

Inquiries are directed to internal auditors and members of the audit committee to get 

their views about fraud risks and determine whether these individuals have knowledge 

of fraud or suspected fraud. To get a more complete perspective and corroborate man-

agement’s responses, auditors should also make inquiries of other employees, such as 

operating personnel not directly involved in fi nancial reporting; employees involved in 

initiating, recording, or processing complex or unusual transactions; and in-house legal 

counsel. These inquiries are important because fraud often is uncovered through informa-

tion received in response to inquiries.

Performing Risk Assessment Analytical Procedures to Identify Fraud Risks
Risk assessment analytical procedures also may provide the auditors with indications of 

fraud risks. When the results of analytical procedures reveal an unusual or unexpected 

relationship, this may provide an indication that the fi nancial statements may be mis-

stated due to fraud. Because revenue manipulation is one of the most common techniques 

used in fraudulent fi nancial reporting, the professional standards require the auditor to 

perform risk assessment analytical procedures related to revenue. For example, the audi-

tors might compare monthly revenue for the current year with comparable prior years for 

an indication that revenue may be misstated.

Considering Fraud Risk Factors
In identifying fraud risks, the auditors also consider various fraud risk factors. Fraud 

risk factors do not necessarily indicate fraud; however, they often are present where 

fraud exists. AICPA AU-C 240 (PCAOB 316) provides lists of such factors organized 

around the three fundamental conditions necessary for the commission of fraud: (1) 

some type of incentive or pressure, (2) an opportunity to commit the fraud, and (3) an 

attitude that allows the individual to rationalize the act. As an illustration, an accounts 

receivable clerk who is having fi nancial diffi culty may feel pressured to commit fraud, 

and a weakness in internal control may provide that individual with the opportunity to 

steal cash receipts. Finally, the employee may be able to rationalize the theft based on 

a belief that he or she is underpaid. Appendix 6B provides listings of fraud risk factors 

for misstatements arising from both fraudulent fi nancial reporting and misappropriation 

of assets.

At the time, WorldCom, Inc., 
became the largest company 
to fi le for bankruptcy in cor-

porate history. The bankruptcy was precipitated by the dis-
covery of one of the largest accounting frauds, with profi ts 

fraudulently infl ated by more than $11 billion. Company 
internal memos indicate that senior WorldCom executives 
overrode internal control and ordered subordinates to alter 
the company’s books.

Illustrative Case Fraud at WorldCom
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Identifying Fraud Risks
After holding the engagement team discussion, performing the inquiries and planning 

analytical procedures, and considering the presence of fraud risk factors and other infor-

mation that might be relevant, the auditors are ready to identify fraud risks that may 

require an audit response. In identifying the risks that require an audit response, the audi-

tors consider a number of factors, including the type and signifi cance of the risk, the 

likelihood that the risk will result in a material misstatement, and its pervasiveness. Since 

material misstatements due to fraudulent fi nancial reporting often involve management 

override of internal control, resulting in overstatement of revenue, auditors ordinarily 

should presume that there is a fraud risk related to revenue recognition. For all fraud risks 

identifi ed by the auditors, they should obtain an understanding of the programs and con-

trols enacted by management to mitigate the risks. This information about controls will 

assist the auditors in determining the signifi cance of the risk and in designing an effective 

audit approach to address the risks.

Even if specifi c risks of material misstatement due to fraud are not identifi ed by the 

auditors, there is always a possibility of management override of internal control. There-

fore, the professional standards require the auditors to address this risk apart from whether 

they identify other fraud risks. Figure 6.3 provides conditions that may indicate fraud.

Responding to Fraud Risks
How do the auditors respond to fraud risks? They respond in the following three ways:

(1) a modifi cation in approach having an overall effect on how the audit is conducted; (2) an 

alteration in the nature, timing, and extent of the procedures performed; and (3) performance 

of procedures to further address the risk of management override of internal control.

FIGURE 6.3 Conditions Indicative of Fraud

Discrepancies in the 
Accounting Records

Confl icting or Missing
Evidential Matter

Problematic or Unusual Relationships 
between the Auditors and Client

•  Transactions that are not 
recorded in a complete 
or timely manner or are 
improperly recorded as 
to amount, accounting 
period, classifi cation, or 
entity policy

•  Unsupported or 
unauthorized balances or 
transactions

• Last-minute adjustments 
that signifi cantly affect 
fi nancial results

•  Evidence of employees’ 
access to systems and 
records inconsistent with 
that necessary to perform 
their authorized duties

•  Missing documents
•  Unavailability of other than 

photocopied or electronically 
transmitted documents when 
documents in original form are 
expected to exist

•  Signifi cant unexplained items on 
reconciliations

•  Inconsistent, vague, or implausible 
responses from management or 
employees arising from inquiries or 
analytical procedures

•  Unusual discrepancies between the 
entity’s records and confi rmation 
replies

•  Missing inventory or physical assets 
of signifi cant magnitude

•  Unavailable or missing electronic 
evidence, inconsistent with the 
entity’s record-retention practices 
or policies

•  Inability to produce evidence of 
key systems development and 
program-change testing and 
implementation activities for 
current-year system changes and 
deployments

•  Denial of access to records, facilities, 
certain employees, customers, vendors, 
or others from whom audit evidence 
might be sought

• Undue time pressures imposed by 
management to resolve complex or 
contentious issues

•  Complaints by management about the 
conduct of the audit or management 
intimidation of audit team members, 
particularly in connection with the 
auditors’ critical assessment of audit 
evidence or in the resolution of potential 
disagreements with management

•  Unusual delays by the entity in providing 
requested information

• Tips or complaints to the auditors about 
fraud

• Unwillingness to facilitate auditor access 
to key electronic fi les for testing through 
the use of computer-assisted audit 
techniques

•  Denial of access to key information 
technology operations staff and facilities 
including security, operations, and 
systems development personnel
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Overall Response In response to fraud risks, the auditors may modify their overall 

approach to the audit in one or more of the following ways:

 • Professional skepticism and audit evidence. The auditors may respond by designing 

procedures to obtain more reliable evidence in support of specifi c fi nancial state-

ment items or by obtaining additional corroboration of management’s explanations 

or  representations concerning material matters, such as through third-party confi r-

mation, the use of a specialist, or examination of documentation from independent 

sources.

 • Assigning personnel and supervision. The auditors may respond by assigning addi-

tional staff with specialized skill and knowledge or by assigning more experienced 

staff to the engagement. In addition, the extent of the supervision of the audit staff 

should be adjusted to refl ect the fraud risks identifi ed.

 • Accounting principles. The auditors may decide to further consider management’s 

selection and application of signifi cant accounting principles, particularly those related 

to subjective measurements and complex transactions.

 • Predictability of auditing procedures. The auditors may incorporate an added element 

of unpredictability in the selection of auditing procedures. As examples, they may use 

differing sampling techniques, adjust the timing of testing from what otherwise would 

be expected, or perform procedures at locations on an unannounced basis.

Alterations in Audit Procedures Alterations of the nature, timing, or extent of audit 

procedures to address a fraud risk may involve applying procedures that provide more 

reliable evidence, shifting tests from the interim period to near year-end, or increasing 

the sample size for a particular substantive procedure. As an example, the auditors might 

decide to interview personnel involved in activities in areas where a fraud risk has been 

identifi ed to obtain their insights about the risk and how controls address that risk. Link-

ing audit procedures to risks is described in more detail later in this chapter.

Response to the Possibility of Management Override As indicated previously, on every 

audit, the auditors are required to design procedures to further address the risk of man-

agement override of controls. Specifi cally, these procedures include:

 • Examining journal entries and other adjustments for evidence of material misstate-
ment due to fraud. Material misstatements of fi nancial statements due to fraud often 

involve the manipulation of the fi nancial reporting process by recording inappropriate 

journal entries or adjustments. Therefore, the auditors should review such entries and 

adjustments for suspicious characteristics, such as entries made to unrelated, unusual, 

or seldom-used accounts; entries recorded at the end of the period or as post-closing 

entries that have little or no explanation or description; or entries made either before or 

during the preparation of the fi nancial statements that do not have account numbers.

 • Reviewing accounting estimates for biases. Fraudulent fi nancial reporting often is 

accomplished through intentional misstatement of accounting estimates, such as the 

allowance for uncollectible accounts. Thus, auditors should perform a retrospective 

review of signifi cant accounting estimates refl ected in the fi nancial statements of the 

prior year to determine whether management judgments and assumptions relating to 

the estimates indicate a possible bias on the part of management. For example, in per-

forming a retrospective review of the allowance for uncollectible accounts, the audi-

tors might compare management’s estimate used in the prior fi nancial statements with 

the amounts eventually determined to be uncollectible. Evidence of bias in the prior 

year should be considered in auditing the current year accounting estimates.

 • Evaluating the business rationale for signifi cant unusual transactions. During the 

course of the audit, if the auditors encounter signifi cant transactions that are outside 

the normal course of business for the client or otherwise appear unusual, they should 

gain an understanding of their business rationale. The auditors should be especially 

alert for signifi cant unusual transactions with related parties.
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Evaluating the Results of Audit Tests The auditors’ concern about fraud does not stop at 

the planning phase of the audit. Throughout the engagement, the auditors should be alert 

for conditions that may indicate that a fraud was committed, such as those presented in 

Figure 6.3. In addition, analytical procedures performed during the course of the audit 

may reveal unusual or unexpected relationships that may indicate the occurrence of fraud. 

As an example, an unexpected relationship between sales volume as determined from the 

accounting records and sales volume determined from production statistics maintained 

by operations personnel may indicate a fraudulent misstatement of sales.

At or near completion of the audit, the auditors should evaluate whether the accumu-

lated results of audit procedures and other observations affect the assessment of the risks 

of material misstatement due to fraud made earlier in the audit.

Discovery of Fraud What do the auditors do if they obtain evidence of fraud? They 

should evaluate the implications for the audit and communicate their suspicions to an 

appropriate level of management, at least one level above the level involved. If the fraud 

involves senior management or material misstatement of the fi nancial statements, the 

matter should be reported to the audit committee of the board of directors. In very serious 

situations, the auditors may decide to withdraw from the engagement.

The auditors’ selection of further audit procedures is based on the materiality of the 

account balances, transactions, and disclosures being audited and the assessed risks of 

material misstatement. These further audit procedures include substantive procedures for 

all relevant assertions and, if needed, tests of controls. Tests of controls are needed when 

the auditors’ risk assessment includes an expectation that controls are operating effec-

tively, or when substantive procedures alone do not provide suffi cient appropriate audit 

evidence. Chapters 10 through 16 include detailed illustrations of tests of controls and 

substantive procedures. Here we simply provide an overview of factors that may affect 

the nature of further audit procedures.

Designing further audit procedures is a critical process that involves complex judg-

ment to link specifi c audit procedures with the assessed risks at the relevant assertion 

level. When designing further audit procedures, auditors consider the nature, timing, 
and extent of appropriate procedures. As discussed in Chapter 5, the higher the risk, the 

more reliable and relevant is the nature of the audit evidence sought by the auditor. For 

example, to improve reliability it may be possible to increase the use of externally gener-

ated evidence in a risky area. When considering the timing of audit procedures, auditors 

may perform tests of controls or substantive procedures at an interim date or at period 

end. The higher the risk of material misstatement, the more likely it is that the auditors 

may decide to perform audit procedures nearer to, or at, the period end. In addition, a 

high risk of material misstatement for a particular assertion may result in an increase in 

the extent of audit procedures performed. To respond to higher risk on an overall basis, 

auditors may incorporate additional elements of unpredictability in the selection of audit 

procedures (e.g., modify the timing and approach related to inventory observations and 

receivable confi rmations).

What other responses are appropriate when assessed risks of material misstatement are 

high? First, all auditors on the engagement, but particularly those working in high-risk 

areas, should apply a heightened degree of skepticism. In staffi ng the high-risk audit, the 

fi rm should consider:

 • Assigning more experienced staff to the engagement.

 • Assigning individuals with specialized skills to the engagement.

 • Increasing the extent of supervision for the engagement.

Thus, further audit procedures in response to high assessed levels of risk may lead both 

to changes in the nature, timing, and extent of audit procedures and to changes in the 

staffi ng and supervision of the engagement. As indicated, substantive audit procedures 

Designing Further 
Audit Procedures 
in Response to 
Assessed Risks

Discuss how the auditors design 

further audit procedures in res-

ponse to the assessed risks of 

material misstatement.

LO 6-7
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are determined based on the auditors’ assessment of the risks of material misstatement 

(inherent and control risks) of various assertions about account balances, transactions, 

and disclosures. It is important for the auditors to design substantive procedures that are 

clearly focused on and linked to the risks. As an example, assume that a software com-

pany sells expensive software systems and maintenance using standard contracts. Also 

assume that the auditors have identifi ed as a signifi cant business risk and inherent risk 

that sales personnel, informally or through written side agreements, may be modifying the 

terms of  contracts with customers, which may affect the amount of revenue that should 

be recognized. The auditors should design tests that are focused on determining whether 

such modifi cations of terms have been made, perhaps by using tailored confi rmations from 

customers about the existence of such side agreements. In addition, to the extent consid-

ered necessary, staff with experience with this sort of transaction might be assigned to the 

audit, and supervision of staff in this area may be increased. Details of audit procedures for 

account balances, transactions, and disclosures are emphasized in Chapters 10 through 16.

Audit Documentation
For the risk assessment, the auditors should document (1) the discussion of the audit team 

concerning the risk of material misstatements due to error or fraud, (2) the key elements 

of the understanding of the entity and its environment, (3) the assessment of the risk 

of material misstatement at both the fi nancial statement level and the relevant assertion 

level, and (4) the risks identifi ed. After the procedures have been performed, the auditors 

should document:

 • The auditors’ overall responses to address the assessed risk of misstatement at the 

fi nancial statement level.

 • The nature, timing, and extent of further audit procedures performed.

 • The linkage of those procedures with the assessed risks at the relevant assertion level.

 • The results of the audit procedures.

 • With regard to the use of audit evidence, the conclusions reached about the operating 

effectiveness of controls obtained in a prior audit (this is discussed in Chapter 7).

 • Signifi cant risks identifi ed and related controls.

 • Those circumstances in which substantive procedures alone will not provide suffi cient 

evidence.

With respect to the auditors’ consideration of fraud, the requirements are similar in 

that auditors should document (1) the discussion among engagement team personnel 

about fraud risks; (2) the procedures performed to identify fraud risks; (3) the fraud risks 

identifi ed and the response to those risks; (4) any other conditions that caused the audi-

tors to perform additional fraud-related procedures; and (5) the nature of any communi-

cations made to management, the audit committee, or others about fraud.

In developing audit procedures, the auditors are assisted by the organized manner in 

which accounting systems record, classify, and summarize data. The fl ow of accounting 

data begins with the recording of thousands of individual transactions on such documents 

as invoices and checks. The information recorded on these original “source” documents 

is summarized in journals and the amounts in the journals are posted to ledger accounts. 

At the end of the year, the balances in the ledger accounts are arranged in the form of 

fi nancial statements.

In thinking of the accounting records as a whole, we may say that a continuous trail 

of evidence exists—a trail of evidence that links the thousands of individual transactions 

composing a year’s business activity with the summary fi gures in the fi nancial statements. 

In a manual accounting system, this audit trail consists of source documents, journal 

entries, and ledger entries. An audit trail also exists within a computer-based accounting 

system, although it may have a substantially different form; this is discussed in Chapter 8.

The Audit Trail 
and Directional 
Testing
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Just as a hiker may walk in either direction along a mountain path, an auditor may fol-

low the audit trail in either of two directions. Figure 6.4 illustrates these concepts relating 

to the direction of testing. For example, the auditor may follow specifi c transactions from 

their origin (the source documents) forward to their inclusion in the fi nancial statement 

summary fi gures. This approach provides the auditor with assurance that all transactions 

have been properly interpreted and processed; it is a test of the completeness assertion. 
If a transaction was never recorded, the omission can be detected only by tracing in the 

direction from the source documents to the journals and ledgers. Note, however, that 

transactions that are not supported can never be found by tracing forward from source 

documents to the journal entries (left to right).

If the auditors’ objective is to detect unsupported fi nancial statement amounts, they 

should follow the stream of evidence back to its source. This type of test involves tracing 

back amounts recorded in the fi nancial statements for the period to ledgers and journals 

and, fi nally, vouching them to the original source documents, such as invoices and receiv-

ing reports. By vouching from right to left in Figure 6.4, the auditors may identify journal 

entries that are not supported and, possibly, not valid. This process of vouching, work-

ing backward from the fi nancial statement fi gures to the detailed documents, provides 

evidence that fi nancial statement fi gures are based upon valid transactions; it tests the 

existence or occurrence assertion.
Although the technique of working along the audit trail is a useful one, bear in mind 

that the auditors also should acquire evidence from sources other than the client’s 

accounting records.

A transaction cycle, or class of transactions, is the sequence of procedures applied by 

the client in processing a particular type of recurring transaction. The term cycle conveys 

the idea that the same sequence of procedures is applied to each included transaction. 

Because of their importance to fi nancial reporting, the auditors’ consideration of internal 

control often is organized around the client’s major transaction cycles. While they differ 

from company to company, typical cycles include (1) the revenue (sales and collections) 

cycle, (2) the acquisition (purchases and disbursements) cycle, (3) the conversion (pro-

duction) cycle, (4) the payroll cycle, (5) the investing cycle, and (6) the fi nancing cycle.

To illustrate a specifi c transaction cycle, consider a company’s processes for sales and 

collections of receivables. The activities performed to process sales transactions might 

include receiving a customer’s purchase order, approving credit, shipping merchandise, 

preparing the sales invoice, recording the sale, recording the accounts receivable, billing 

the customer, and handling and recording the cash remitted by the customer. Ultimately, 

both a sales entry (recorded in the sales journal) and a cash receipts entry (recorded in the 

Transaction 
Cycles (Classes of 
Transactions)

Source
Documents Journals Ledgers

Finish

Accounting System

Start
Test for Existence or Occurrence

(Overstatements)

Start Finish
Test for Completeness

(Understatements)

FIGURE 6.4
Direction of Tests
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cash receipts journal) capture the essential information for fi nancial reporting purposes. 

That information is then recorded in the appropriate ledger accounts (e.g., accounts 

receivable, sales, and cash). Figure 6.5 shows the accounts receivable general ledger 

account and how the sales and collections cycle affects that account. The fi gure also illus-

trates how sales returns and allowances and write-offs of uncollectible accounts affect the 

Accounts Receivable account.

The Audit Plan’s Systems and Substantive Portions

As  discussed earlier in this chapter, the audit plan includes the audit’s risk assessment 

procedures and planned further audit procedures. Two major portions of these procedures 

are procedures to obtain an understanding and assess the effectiveness of the client’s 

internal control (the “systems portion”) and procedures aimed directly at fi nancial state-

ment account balances (the “substantive portion”).

As indicated above, the systems portion of the audit plan is generally organized around 

the major transaction cycles of the client’s accounting system. Audit procedures in the 

systems portion of the plan typically include obtaining an understanding of the controls 

for each transaction cycle, preparing a fl owchart for each cycle, testing the signifi cant 

controls, and assessing control risk for the related fi nancial statement assertions.

Figure 6.5 is helpful in illustrating the relationship between tests of controls over 

transactions and substantive procedures. Note that while the auditors’ overall objective is 

to determine whether the ending fi nancial statement balance is correct, two approaches 

are possible: (1) testing controls over transactions that occurred during the year, or

(2) testing the ending account balance directly. That is, if the controls over the trans-

actions that are recorded into the account are effective, assurance is obtained regard-

ing the ending balance. Alternatively, auditors may directly test the ending balance of 

the account. As a practical matter, auditors use a combination of these two approaches. 

Indeed, even if controls are considered extremely strong, some substantive procedures 

should be performed for all signifi cant fi nancial statement accounts.

The systems portion of the audit plan includes tests of controls over transactions. The 

evidence obtained from these tests may be of two types: evidence about the effectiveness 

of controls and evidence that substantiates the recorded amount of the transactions. For 

example, a test of a control may involve selecting a sample of sales transactions to test 

whether recorded transactions were properly approved. This procedure provides evidence 

to help assess control risk (or the combination of inherent risk and control risk). It does 

Distinguish between the systems 

and the substantive procedures 

portions of the audit plan.
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FIGURE 6.5
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not provide evidence to restrict detection risk, since no evidence substantiating the trans-

actions and related balances has been collected (for example, a sale may be approved but 

may be recorded at an erroneous amount). However, if the auditors simply extend the test 

to include a determination of whether the transactions were properly recorded, evidence 

is collected to substantiate sales transactions and the accounts receivable balance.

Accordingly, some tests of controls provide substantive evidence about an account or 

class of transactions. These procedures are referred to as dual-purpose procedures 
(tests) since they serve as both a test of controls and a substantive test of the details of 

the transactions that occurred during the year. It should be emphasized, however, that the 

systems portion of the audit plan primarily addresses tests of internal control and assess-

ing control risk.

As a result of their consideration of internal control, the auditors will make appropriate 

modifi cations in the substantive procedures portion of the audit plan. For example, because 

of weaknesses in internal control over the proper recording of sales, the auditors may assess 

control risk (or combined inherent and control risk) for the assertion of existence of accounts 

receivable as high and decide to send additional accounts receivable confi rmations. Alterna-

tively, strong controls may lead the auditors to decide to perform less extensive substantive 

procedures than would be the case if controls did not function effectively.

The portion of the audit plan aimed at substantiating fi nancial statement amounts is orga-

nized in terms of major fi nancial statement accounts and classes of transactions, such 

as cash, accounts receivable, sales, inventories, and plant and equipment. Substantive 

procedures are used to restrict detection risk for these accounts. As an example, consider 

the fi nancial statement account, accounts receivable. Examples of audit procedures for 

accounts receivable include: Confi rm with debtors their balance due, review the year-end 

cutoff of sales transactions, and analyze subsequent collections of year-end receivables. 

These procedures all help substantiate the year-end accounts receivable balance.

Most audit fi rms organize much of the substantive portion of their audit plans around 

the balance sheet accounts. Then, they complete any additional procedures needed to 

substantiate income statement accounts and information in fi nancial statement notes. 

An advantage of this balance sheet approach is that highly reliable evidence generally 

is available to substantiate assets and liabilities. For example, the ending balance of 

accounts receivable as presented in Figure 6.6 is usually subject to direct verifi cation by 

such procedures as inspection of externally created documentary evidence, confi rmation, 

and review of subsequent cash collections. Other assets such as inventory may be physi-

cally examined. Liabilities can be verifi ed by examination of externally created docu-

ments, confi rmation, and inspection of canceled checks after the liability has been paid.

In contrast, consider the nature of revenues and expenses in double-entry accounting. 

The entry to record revenues or expenses has two parts: (1) the recognition of the revenue 

or expense, and (2) the corresponding change in an asset or liability account. Revenues 

and expenses have no tangible form; they exist only as entries in the client’s accounting 

records, representing changes in owners’ equity. Consequently, the best evidence sup-

porting the existence of revenues or expenses is often the verifi able change in the related 

asset or liability account. As a result, many income statement accounts may be verifi ed 

indirectly by auditing the related balance sheet accounts.

Indirect Verifi cation of Income Statement Accounts
Figure 6.6 shows the relationship between income statement accounts and the related 

changes in cash or other balance sheet items. By substantiating the changes in the asset 

and liability accounts, the auditors indirectly verify revenue, cost of goods sold, and 

expenses. As an example, most revenue transactions involve a debit to either Cash or 

Accounts Receivable. If the auditors are able to satisfy themselves that all cash receipts 

and all changes in accounts receivable during the year have been properly recorded, they 

have indirect evidence that revenue transactions have been accounted for properly.

The Substantive 
Procedures 
Portion of the 
Plan
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Direct Verifi cation of Income Statement Accounts
Not all of the audit evidence pertaining to income statement accounts is indirect. The verifi -

cation of a major balance sheet item often involves several closely related income statement 

accounts that can be verifi ed through computation or other direct evidence. For example, in 

substantiating the marketable securities owned by the client, it is a simple matter to com-

pute the related interest revenue, dividends revenue, and gains or losses on sales of securi-

ties. In substantiating the balance sheet items of plant assets and accumulated depreciation, 

the auditors make computations that also substantiate depreciation expense. Uncollectible 

accounts expense is substantiated in conjunction with the balance sheet item Allowance for 

Doubtful Accounts. In addition to these computations, the auditors’ analytical procedures 

provide direct evidence as to the reasonableness of various revenues and expenses.

Certain income statement accounts, such as revenues, are of such signifi cance that the 

auditors virtually always obtain direct evidence about the fairness of the amounts, typi-

cally by performing tests of details of a sample of transactions or substantive analytical 

procedures.

Tests of controls provide auditors with evidence as to whether prescribed controls are in 

use and operating effectively. The results of these tests assist the auditors in evaluating 

the likelihood that material misstatements have occurred. Substantive procedures, on the 

other hand, are designed to detect material misstatements if they exist in the fi nancial 

statements. The amount of substantive testing done by the auditors is greatly infl uenced 

by their assessment of the likelihood that material misstatements exist.

To illustrate, assume that a client’s procedures manual indicates that the fi nished 

goods warehouse is to be locked at all times and accessible only to authorized personnel. 

Through tests of controls consisting of inquiry and observation, the auditors learn that the 

warehouse often is unlocked and that several employees who are not authorized to be in 

the warehouse regularly eat lunch there. Because the client’s internal control procedure is 

not operating properly, the auditors should recognize that the risk of inventory shortages 

is increased. However, the tests of controls have not determined that an inventory short-

age does, in fact, exist.

The principal substantive procedure to detect shortages of inventories is the auditors’ 

observation of a physical inventory taken by the client. As part of this observation, the 

auditors make test counts of various items. In the case of the unlocked warehouse, the 

auditors’ test has shown that internal control cannot be relied upon to prevent shortages. 

Therefore, the auditors should increase the number of test counts in an effort to verify the 

existence of inventory.

The audit procedures contained in the audit plan are designed to be responsive to potential 

material misstatements of the fi nancial statements. To make sure that the plan addresses 

all potential misstatements, auditors often develop audit objectives for each signifi cant 

account balance and class of transactions. These objectives follow directly from manage-

ment assertions that are contained in the client’s fi nancial statements. From these asser-

tions, general objectives may be developed for each major type of balance sheet account, 

including assets, liabilities, and owners’ equity, and the related income statement accounts. 

Figure 6.7 presents the relationships between fi nancial statements, management’s account 

balance assertions (discussed in Chapter 5), and audit objectives.

The audit plan for each fi nancial statement account should be tailored to address potential 

misstatements of that account. The potential misstatements for cash are not identical to the 

potential misstatements for accounts receivable. For example, questions about proper net 

realizable value cause valuation to be a bigger risk for accounts receivable. However, it is 

useful to realize that each audit plan follows basically the same general approach to verify 

Summary of the 
Relationship 
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of Controls and 
Substantive 
Procedures

Objectives of 
Audit Plans

General 
Objectives of 
Audit Plans for 
Assets
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the balance sheet items and related income statement amounts. To varying degrees based 

on the auditors’ assessments of risk, the substantive audit plan for each asset account will 

need to include procedures to address the following general objectives:

Financial
Statements

(Following GAAP)

Management
Assertions

Existence or Occurrence
Rights and Obligations
Completeness
Cutoff
Valuation
Presentation and Disclosure

Audit
Objectives

Audit
Procedures

Audit
Evidence

Audit Report on
Financial

Statements

Designed Based on Management
Assertions

Determined Based on the Risks of Material
Misstatement (Inherent Risks and Control Risks) at the
Assertion (Audit Objective) Level and Documented in
the Audit Plan

Summarized in Audit Documentation

FIGURE 6.7
Relationship of 
Financial Statement 
Assertions to the Audit

Substantive Audit Plan for Asset Accounts Stated in Terms
of General Objectives
 A. Establish the existence of assets.

 B. Establish that the company has rights to the assets.

 C. Establish completeness of recorded assets.

 D. Verify the cutoff of transactions.

 E. Determine the appropriate valuation of the assets.

 F. Determine the appropriate fi nancial statement presentation and disclosure of the assets.

Changes in these audit objectives, with respect to audit plans for liability and owners’ 

equity accounts, will be discussed in later chapters.
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Substantiation of Account Balances

The central purpose of the auditors’ risk assessment process, including their assessment 

of control risk, is to determine the nature, timing, and extent of the audit work necessary 

to substantiate the account. In subsequent chapters, considerable attention will be given 

to the auditors’ inherent and control risk assessments; let us now discuss the objectives of 

the auditors’ substantive procedures.

The fi rst step in substantiating an asset is to verify the existence of the item. For assets 

such as cash on hand, marketable securities, and inventories, existence of the asset usu-

ally may be verifi ed by physical observation or inspection, and by vouching from the 

recorded entry to the documents created when the assets were acquired.

When assets are in the custody of others, such as cash in banks and inventory on con-

signment, the appropriate audit procedure may be direct confi rmation with the outside 

party. The existence of accounts receivable normally is verifi ed by confi rming with cus-

tomers the amounts receivable. To verify the existence of intangibles, the auditors should 

gather evidence that costs have been incurred and that these costs represent probable 

future economic benefi ts.

Usually, the same procedures that verify existence also establish the company’s rights to 

the asset. For example, confi rming cash balances in bank accounts establishes existence 

of the cash and the company’s ownership rights to that cash. Similarly, inspecting market-

able securities verifi es both existence and ownership because the registered owner’s name 

usually appears on the face of the security certifi cate.

With other assets, such as plant and equipment, physical examination establishes exis-

tence but not ownership. Plant and equipment may be rented or leased rather than owned. 

To verify the client’s rights to plant assets, the auditors should inspect documentary 

 evidence such as property tax bills, purchase documents, and deeds.

The client may not hold legal title to all assets that are appropriately included in the 

fi nancial statements. Instead, the client may own rights to use the assets conveyed by 

contracts, such as leases. The ownership of these rights may be established by reviewing 

the underlying contracts.

Effective internal control provides assurance that acquisitions are recorded and helps the 

auditors to establish the completeness of recorded assets. When such controls are found 

to be ineffective, the scope of substantive procedures should be increased, but this is often 

a diffi cult task. When the auditors are testing the completeness of assets, they are looking 

for assets that have been acquired but not recorded in the accounting records. Therefore, 

analyzing recorded entries in the asset accounts will not be effective for this purpose; the 

auditors should take a different approach.

Many tests for unrecorded assets involve tracing from the “source documents” created 

when the assets were acquired to entries in the accounting records. To test for unrecorded 

accounts receivable, for example, the auditors might select a sample of shipping docu-

ments related to sales made during the year and determine that accounts receivable were 

properly recorded.

Observation and physical examination are important to testing the completeness of 

recorded physical assets. To illustrate, during the observation of the client’s physical 

inventory, the auditors are alert for inventory items that are not counted or included in the 

inventory summary. Physically examining equipment may reveal purchases that have not 

been properly capitalized.

Existence 
of Assets

Rights to 
the Assets

Establishing 
Completeness
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Analytical procedures also may be used to bring conditions to light that indicate that 

all assets may not be recorded. For example, a low gross profi t percentage for the current 

year in comparison to prior years may indicate that the client has a substantial amount of 

unrecorded inventory.

As a part of the auditors’ procedures for establishing completeness as well as existence 

of recorded assets, the auditors will verify the client’s cutoff of transactions included in 

the period. The fi nancial statements should refl ect all transactions occurring through the 

end of the period and none that occur subsequently. The term cutoff refers to the process 

of determining that transactions occurring near the balance sheet date are assigned to the 

proper accounting period.

The impact of cutoff errors upon the fi nancial statements varies with the nature of the 

error. For example, a cutoff error in recording acquisitions of plant assets affects the balance 

sheet but probably does not affect the income statement, since depreciation usually is not 

recorded on assets acquired within a few days of year-end. On the other hand, a cutoff error 

in recording shipments of merchandise to customers affects both inventory and the cost of 

sales. In order to improve their fi nancial picture, some clients may “hold their records open” 

to include in the current year cash receipts and revenue from the fi rst part of the next period.

To verify the client’s cutoff of transactions, the auditors should review transactions 

recorded shortly before and after the balance sheet date to ascertain that these transactions 

are assigned to the proper period. Since such documents as checks, receiving reports, and 

shipping documents are usually serially numbered, noting the last serial number issued 

during the period will assist the auditors in determining that a proper cutoff has been 

made in recording transactions.

Determining the proper valuation of assets requires a thorough knowledge of generally 

accepted accounting principles. The auditors should not only establish that the accounting 

method used to value a particular asset is generally accepted, but also determine that the 

method of valuation is appropriate and properly applied in the circumstances. Once the 

auditors are satisfi ed as to the appropriateness of the method, the auditors will perform pro-

cedures to test the accuracy of the client’s application of the method of valuation to the asset.

A number of assets are valued at cost. Therefore, a common audit procedure is to 

vouch the acquisition cost of assets to paid checks and other documentary evidence. If 

the acquisition cost is subject to depreciation or amortization, the auditors should eval-

uate the reasonableness of the cost allocation program and verify the computation of 

the remaining unallocated cost. Increasingly, generally accepted accounting principles 

require assets to be valued at fair values. Assets valued at fair value, or the lower of cost 

or market, and those whose carrying value must be compared to fair value to determine 

whether their values are impaired necessitate an examination of their fair values. Fair val-

ues are audited by comparison to prices on existing markets or by examination of valua-

tion models used to develop the values.

Finally, the amount appearing as an asset on a fi nancial statement is almost always the 

accumulation of many smaller items. For example, the amount of inventory on a fi nan-

cial statement might consist of the cost of thousands or, perhaps, hundreds of thousands 

of individual products. The auditors should test the clerical accuracy of the underlying 

records to determine that they accumulate to the total appearing in the general ledger and, 

therefore, the amount in the fi nancial statements. The auditors often use their audit soft-

ware to perform these tests of clerical accuracy of the records.

Even after all dollar amounts have been substantiated, the auditors should perform pro-

cedures to ensure that the fi nancial statement presentation conforms to the requirements 

of authoritative accounting pronouncements and the general principle of adequate dis-

closure. Procedures falling into this category include the review of subsequent events; 
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search for related party transactions; investigation of loss contingencies; review of dis-

closure of such items as accounting policies, leases, compensating balances, and pledged 

assets; and consideration of the classifi cation and description of items in the fi nancial 

statements.

An Illustration of Audit Plan Design

The preceding general objectives apply to all types of assets. Audit procedures for a 

particular asset account should be designed to address the specifi c audit objectives and 
risks related to that asset. These specifi c objectives and risks vary with the nature of 

the asset and the generally accepted accounting principles that govern its valuation and 

presentation.

In designing an audit plan for a specifi c account, the auditors start by listing the spe-

cifi c objectives related to the account. Then, they identify the inherent risks related to 

each of these specifi c audit objectives. You can think of these risks as declarations of 

“what could go wrong and thereby result in a material misstatement of the account.” 

Figure 6.8 provides a description of the relationships among audit objectives, risks of 

material misstatement, and audit procedures.

Figure 6.8 includes examples of identifi ed risks related to each audit objective and only 

one procedure to address each risk. Usually, a greater number of risks are related to each 

objective and several procedures may have to be performed to address a particular risk. 

For example, the audit objective of determining that receivables are properly presented 

in the balance sheet is not achieved solely by performing procedures focusing on the 

risk of inadequate disclosure of related party transactions. The audit plan should include 

procedures that focus on other risks related to presentation and disclosure, such as pro-

cedures that focus on the risk that the fi nancial statements fail to disclose that receivables 

have been pledged as collateral for debt. In addition, the complete audit plan will include 

tests of the client’s internal control that provide support for the auditors’ assessments of 

control risk.

Chapters 10 through 16 consider the manner in which auditors design tests of con-

trols and substantive procedures for various fi nancial statement accounts. Specifi c 

audit objectives and sample audit procedures are presented for various accounts to 

provide a framework for our discussion. It is important to remember that the audit 

plans presented in the textbook merely illustrate typical procedures. In actual practice, 

audit plans should be tailored to each client’s risks and internal control. The audit 

procedures comprising audit plans may vary substantially from one engagement to the 

next.

The value of audited fi nancial statements is enhanced if the statements are available on 

a timely basis after the year-end. To facilitate an early release of the audit report, audi-

tors normally begin the audit well before the balance sheet date. The period before the 

balance sheet date is termed the interim period. Audit work that can always be started 

during the interim period includes the consideration of internal control, and substantive 

tests of transactions that have occurred to the interim date.

As discussed in Chapter 5, interim tests of certain fi nancial statement balances, such 

as accounts receivable, may also be performed, but this results in additional risk that must 

be controlled by the auditors. Signifi cant misstatements due to error or fraud could arise 

in these accounts during the remaining period between the time that the interim test was 

performed and the balance sheet date. Thus, to rely on the interim test of a signifi cant 

account balance, the auditors should perform additional tests of the account during the 

remaining period.

Performing audit work during the interim period has numerous advantages, in addi-

tion to facilitating the timely release of the audited fi nancial statements. The independent 

Timing of 
Audit Work
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auditors may be able to assess internal control more effectively by observing and testing 

controls at various times throughout the year. Also, they can give early consideration to 

accounting problems. Another advantage is that interim auditing creates a more uniform 

workload for CPA fi rms. With a large client, such as General Motors, the auditors may 

have offi ce space within the client’s buildings and perform audit procedures throughout 

the entire year.

General Audit 
Objectives for 
Assets

Specifi c Audit 
Objectives for 

Accounts Receivable

Risks of Material
Misstatement: “What

Can Go Wrong” Example Audit Procedures

Existence of 
assets

All recorded 
 receivables exist.

Receivables may have been 
recorded that do not exist.

Confi rm a sample of receivables 
by direct communication with 
debtors.

Management may have 
 fraudulently overstated 
 revenue and receivables 
by making inappropriate 
adjusting journal entries.

Review monthly adjusting entries 
for suspicious items.

Rights to assets The client has rights 
to the receivables.

Accounting personnel may 
 erroneously be treating a sale 
of receivables as a liability.

Review confi rmations of 
 liabilities to determine if 
receivables have been sold or 
factored.

Completeness of 
assets

All receivables are 
recorded.

Management may have
shipped items before the end 
of the period but not recorded 
the sales and related
receivables until the
subsequent period.

Select a sample of sales invoices 
in the subsequent period 
and examine the related 
 shipping document for date of 
shipment.

Cutoff of 
transactions

Sales and cash 
receipt transac-
tions are recorded 
in the proper 
period.

Sales and receivables for the 
next period may be recorded 
in the current period.

Vouch sales and cash receipt 
transactions occurring near 
period end.

Valuation of 
assets

Receivables are 
 presented at net 
realizable value.

Allowance for uncollectible 
accounts may be misestimated 
by management.

Investigate the credit ratings 
for delinquent and large 
receivables.

Allowance for sales returns
and allowances may be 
 misestimated by management.

Compare the amount of 
 credits given to customers 
in the  subsequent period to 
the amount estimated by 
management.

Software routine to develop 
aged trial balance of 
receivables may have been 
erroneously programmed.

Obtain an aged trial balance 
of receivables, test its clerical 
accuracy, and reconcile to the 
ledgers.

Financial 
 statement 
 presentation
of assets

Receivables are prop-
erly  presented in 
the balance sheet, 
with appropriate 
disclosures.

Accounting personnel may have 
failed to identify related party 
transactions.

Provide a list of related parties to 
all members of the audit team 
to assist in identifi cation of the 
transactions.

FIGURE 6.8 Relationships among Audit Objectives, Risks of Material Misstatement, and Audit Procedures
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This chapter explained the manner in which auditors plan an audit, obtain an understand-

ing of the client, assess risks of misstatements, and respond to those risks. To summarize:

 1. The audit process may be viewed as including the following six stages: (a) Plan the 

audit; (b) obtain an understanding of the client and its environment, including inter-

nal control; (c) assess the risks of misstatement and design further audit procedures; 

(d) perform further audit procedures; (e) complete the audit; and ( f ) form an  opinion 

and issue the audit report.

 2. Investigating a potential audit client is essential because auditors want to avoid 

accepting clients that have unscrupulous management. As part of their investigation, 

the auditors are required to attempt communication with the predecessor auditors.

 3. In planning the audit, the auditors establish an understanding with the client, ordi-

narily in writing through use of an engagement letter that makes clear the nature of 

the engagement, any limitations on the work, and the responsibilities of the client. 

During planning, auditors develop an overall audit strategy and audit plan, including 

an audit plan. The audit procedures that are contained in the audit plan are designed 

around the assertions of management, which are embodied in the fi nancial state-

ments and the auditors’ assessments of risks and controls.

 4. The auditors perform risk assessment procedures (including inquiries, analytical pro-

cedures, observation and inspection, and other procedures) to obtain an understand-

ing of the client and its environment. They plan their audit to provide reasonable 

assurance that the fi nancial statements are free from material misstatement, whether 

caused by error or fraud.

 5. Auditors are particularly concerned about fraud—both fraudulent fi nancial reporting 

and misappropriation of assets. To identify fraud risks, the auditors have an audit 

team discussion of potential fraud (as well as errors), make inquiries, perform ana-

lytical procedures, and consider the presence of fraud risk factors. The auditors react 

to fraud risks as they do to other risks of material misstatements, with an overall 

response or a modifi cation of the nature, timing, and extent of audit procedures. 

Additionally, the auditors are required in all audits to perform procedures to address 

the risk of management override of internal control.

 6. The auditors should apply the materiality concept, which recognizes that some mat-

ters are important to the fair presentation of fi nancial statements, while others are 

not. Auditors arrive at a measure of materiality for planning purposes and disaggre-

gate it into tolerable misstatements for the various accounts. In evaluating fi ndings, 

auditors also use materiality. While the materiality measures for both planning and 

evaluation include quantitative and qualitative considerations, the planning measure 

emphasizes quantitative considerations, while the evaluation measure emphasizes 

both quantitative and qualitative considerations.

 7. Auditors assess the risks of misstatement they have identifi ed to design further audit 

procedures. Further audit procedures include both tests of controls and substantive 

procedures.

Chapter 
Summary

Analytical procedures (203) Tests that involve comparisons of fi nancial data for the current year 

to that of prior years, budgets, nonfi nancial data, or industry averages. From a planning standpoint, 

analytical procedures help the auditors obtain an understanding of the client’s business, identify fi nancial 

statement amounts that appear to be affected by errors or fraud, or identify other potential problems.

Assertions (190) Representations of management that are communicated, explicitly or implicitly, by 

the fi nancial statements.

Audit committee (193) A committee composed of outside directors (members of the board of directors 

who are neither offi cers nor employees) charged with responsibility for appointing, compensating, and 

overseeing the auditors.

Key Terms 
Introduced or 
Emphasized in 
Chapter 6
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Audit Plan (198) A written or electronic document(s) that includes the nature, timing, and extent of 

audit procedures to be performed by the audit team members in order to obtain suffi cient audit evidence. 

It includes planned risk assessment procedures, planned further audit procedures, and other necessary 

audit procedures.

Audit Program (198) The audit plan. Although the professional standards use the term audit plan, 

many use the term audit program.

Audit risk (207) At the overall engagement level, this is the risk that the auditors may unknowingly 

fail to appropriately modify their opinion on fi nancial statements that are materially misstated. At the 

fi nancial statement assertion level, it is the risk that a particular assertion about an account balance is 

materially misstated.

Business risks (190) Risks that threaten management’s ability to achieve the organization’s objectives.

Control risk (190) The risk that a material misstatement that could occur in an account will not be 

prevented or detected on a timely basis by internal control.

Dual-purpose procedure (test) (217) An audit procedure that serves as a test of controls and 

a substantive test of the details of the transactions that occurred during the year. For example, a test 

of controls over equipment acquisitions may address authorization (providing evidence on control 

effectiveness) and whether the transaction tested has been properly recorded in the year’s acquisitions 

(providing substantive evidence on the dollar amounts). As another example, a substantive procedure 

may reveal a misstatement and be extended to determine the nature of the control that did not operate 

effectively, thereby providing evidence on operating effectiveness.

Engagement letter (196) An agreement between the CPA fi rm and the client as to the terms of the

audit engagement. The terms of the engagement should include: (1) the objectives and scope of the audit, 

(2) auditor and management responsibilities, (3) inherent limitations of the audit, (4) the applicable 

fi nancial reporting framework, and (5) the expected form and content of reports to be issued by the 

auditors.

Engagement risk (193) The risk of loss or injury to the auditors’ reputation by association with a 

client that goes bankrupt or one whose management lacks integrity.

Fraudulent fi nancial reporting (management fraud) (209) Material misstatement of fi nancial 

statements by management with the intent to mislead fi nancial statement users.

Further audit procedures (213) Substantive procedures for all relevant assertions and tests of controls 

when the auditors’ risk assessment includes an expectation that controls are operating effectively, or 

when substantive procedures alone do not provide suffi cient appropriate audit evidence. The auditors 

perform risk assessment procedures to obtain an understanding of the client and its environment, 

including internal control. They then conduct a risk assessment and determine the appropriate further 

audit procedures.

Inherent risk (190) The risk of material misstatement of an assertion about an account without 

considering internal control.

Interim period (223) The time interval from the beginning of audit work to the balance sheet date. 

Many audit procedures can be performed during the interim period to facilitate early issuance of the 

audit report.

Internet (200) An international network of independently owned computers that operates as a giant 

computing network. Data on the Internet are stored on “Web servers,” which are computers scattered 

throughout the world.

Misappropriation of assets (defalcations) (209) Theft of client assets by an employee or offi cer of 

the organization.

Opening balances (199) Those account balances that exist at the beginning of the period. Opening 

balances are based upon the closing balances of the prior period and refl ect the effects of transactions 

and events of prior periods and accounting policies applied in the prior period. Opening balances also 

include matters requiring disclosure that existed at the beginning of the period, such as contingencies 

and commitments.

Overall audit strategy (197) This strategy involves determining overall characteristics of the 

engagement that defi ne its scope, determining the engagement’s reporting objectives to plan the timing 

of procedures, and considering important factors that will determine the focus of the audit team’s efforts. 

When the overall audit strategy has been established, the auditors start the development of a more 

detailed audit plan to address the various matters identifi ed in the audit strategy.

Performance materiality (205) The amount set by the auditors at less than materiality for accounts 

(or individual fi nancial statements) to reduce to an appropriately low level the probability that the 
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Review 
Questions

aggregate of uncorrected and undetected misstatements exceeds materiality for the fi nancial statements 

as a whole.

Predecessor auditors (194) A CPA fi rm that formerly served as auditor but has resigned from the 

engagement or has been notifi ed that its services have been terminated.

Relevant assertion (199) A fi nancial statement assertion that has a reasonable possibility of containing 

a misstatement or misstatements that would cause the fi nancial statements to be materially misstated. 

The determination of whether an assertion is a relevant assertion is based on inherent risk, without 

regard to the effect of controls.

Risk assessment procedures (190) The audit procedures performed to obtain an understanding of the 

entity and its environment, including the entity’s internal control. They are designed to identify and assess the 

risks of material misstatement, whether due to fraud or error, at the fi nancial statement and assertion levels. 

Risk assessment procedures include (a) inquiries of management and others within the entity; (b) analytical 

procedures; and (c) observation and other procedures, including inquiries of others outside the entity.

Shopping for accounting principles (195) Conduct by some enterprises that discharge one 

independent auditing fi rm after seeking out another fi rm that will sanction a disputed accounting 

principle or fi nancial statement presentation.

Signifi cant risks (208) Identifi ed and assessed risks of material misstatement that, in the auditor’s 

judgment, require special audit consideration.

Substantive procedures (190) Tests of account balances and transactions designed to detect any 

material misstatements in the fi nancial statements. The nature, timing, and extent of substantive 

procedures are determined by the auditors’ assessment of risks and their consideration of the client’s 

internal control.

Successor auditors (194) The auditors who have accepted an engagement or who have been invited to 

make a proposal for an engagement to replace the CPA fi rm that formerly served as auditor.

Tests of controls (190) Tests directed toward the design or operation of a control to assess its 

effectiveness in preventing or detecting material misstatements of fi nancial statement assertions.

Time budget (198) An estimate of the time required to perform each step in the audit.

Transaction cycle (215) The sequence of procedures applied by the client in processing a particular 

type of recurring transaction. The term cycle refl ects the idea that the same sequence of procedures is 

applied to each similar transaction. The auditors’ consideration of internal control often is organized 

around the client’s major transaction cycles.

 6–1. What information should a CPA fi rm seek in its investigation of a prospective client?

 6–2. In a public company, what requirements must members of the board of directors satisfy in 

order to serve on the audit committee?

 6–3. State the purpose and nature of an engagement letter.

 6–4. Discuss what is meant by the phrase “shopping for accounting principles.” What mechanisms 

have served to prevent this practice by management?

 6–5. Criticize the following statement: “Throughout this audit, for all purposes, we will defi ne a 

‘material amount’ as $500,000.”

 6–6. Describe the two types of misstatements due to fraud. Which one generally is of more concern 

to the auditors?

 6–7. Many CPA fi rms are taking a business risk approach to audits. Defi ne what is meant by busi-

ness risk. Provide an example of a business risk that could result in a risk of material misstate-

ment of the fi nancial statements.

 6–8. Can a standard audit plan be used for most engagements?

 6–9. “An audit plan is desirable when new staff members are assigned to an engagement, but an 

experienced auditor should be able to conduct an audit without reference to it.” Do you agree? 

Discuss.

 6–10. Describe the risk of material misstatement of an assertion. List the two components that make 

up this risk.

 6–11. Certain audit risks are signifi cant in that they require special audit consideration. Describe the 

typical characteristics of these signifi cant risks.

 6–12. Suggest some factors that might cause an audit engagement to exceed the original time esti-

mate. Would the extra time be charged to the client?
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 6–13. What problems are created for a CPA fi rm when audit staff members underreport the amount 

of time spent in performing specifi c audit procedures?

 6–14. Why is audit work usually organized around balance sheet accounts rather than income state-

ment accounts?

 6–15. Identify the general objectives of the auditors’ substantive procedures with respect to any 

major asset category.

 6–16. What is meant by making a proper year-end cutoff? Explain the effects of errors in the cutoff 

of sales transactions in both the income statement and the balance sheet.

 6–17. What are the purposes of the audit procedures of (a) tracing a sample of journal entries for-

ward to the ledgers and (b) vouching a sample of ledger entries back to the journals?

 6–18. Charles Halstead, CPA, has a number of clients who desire audits at the end of the calendar 

year. In an effort to spread his workload more uniformly throughout the year, he is preparing 

a list of audit procedures that could be performed satisfactorily before the year-end balance 

sheet date. What audit work, if any, might be done in advance of the balance sheet date?

 6–19. Defi ne and differentiate between a test of controls and a substantive procedure.

 6–20. The overall audit strategy, the audit plan, and the time budget are three important working 

papers prepared early in an audit. What functions do these working papers serve in the audi-

tors’ compliance with generally accepted auditing standards? Discuss.

 6–21. Auditing standards require the auditors to have a team meeting regarding the risk of fraud for 

the engagement. What is the purpose of this meeting?

 6–22. How can a CPA make use of the preceding year’s audit working papers in a recurring audit?

 6–23. When planning an audit, the auditors should assess the levels of risk and materiality for the 

engagement. Explain how the auditors’ judgments about these two factors affect the auditors’ 

planned audit procedures.

 6–24. Morgan, CPA, is approached by a prospective audit client who wants to engage Morgan to 

perform an audit for the current year. In prior years, this prospective client was audited by 

another CPA. Identify the specifi c procedures that Morgan should follow in deciding whether 

to accept this client.

 6–25. Mary Deming has been asked to accept an engagement to audit a small fi nancial institution. 

Deming has not previously audited a fi nancial institution.

 a. Describe the types of knowledge about the prospective client and its environment that 

Deming should obtain to plan the engagement.

 b. Explain how Deming may obtain this knowledge.

 c. Discuss how this knowledge of the client and its environment will help Deming in plan-

ning and performing an audit in accordance with generally accepted auditing standards.

 6–26. Assume that you have been assigned to the audit of Lockyer Manufacturing Company. You 

have completed the procedures for gathering information about the company and its environ-

ment, including internal control.

 a. Describe the next stage of the audit process.

 b. Explain how the auditors may respond to high risk audit engagements and high risk audit 

assertions.

 c. Describe the nature of further audit procedures, including when the procedures should 

include tests of controls.

 6–27. A CPA has been asked to audit the fi nancial statements of a nonpublic company for the fi rst 

time. All preliminary discussions have been completed between the CPA, the company, the 

predecessor auditors, and all other necessary parties. The CPA is now preparing an engage-

ment letter. List the items that should be included in the engagement letter.

 6–28. Auditors should plan and perform their audits to provide reasonable assurance of detecting 

material misstatements in fi nancial statements, including those resulting from fraud.

 a. Distinguish between fraudulent fi nancial reporting and misappropriation of assets.

 b. Describe the three fundamental conditions necessary for the commission of fraud. Provide 

an illustration of these three conditions for a case of fraudulent fi nancial reporting.

 c. Describe the three ways in which the auditors may respond to fraud risks in an audit.

LO 6-2

LO 6-2, 3

Required:

LO 6-1, 3, 4, 7

LO 6-3

LO 6-6

Required:
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 a. Develop an estimate of the appropriate amount of planning materiality for Franklin Co., 

and describe how you arrived at the estimate.

 b. Develop an estimate of the appropriate amount of planning materiality for Tyler Co., and 

describe how you arrived at the estimate.

 c. Describe fi ve characteristics of a small misstatement that might render it qualitatively 

material.

 6–30. The auditors sometimes decide to allocate the amount of planning materiality to various fi nan-

cial statement accounts.

 a. Explain why auditors typically decide to allocate planning materiality to individual fi nan-

cial statement accounts.

 b. Describe why the total amount of planning materiality allocated to individual accounts 

may exceed overall materiality.

 6–31. John Wells, CPA, is planning the audit of CVG Services, Inc. As a result of his risk assessment 

procedures, Wells has identifi ed several fraud risks.

 a. Explain in detail how Wells might respond to risks of material misstatement of the fi nan-

cial statements due to fraud.

 b. Describe the auditors’ communication responsibilities in situations in which the auditors 

believe fraud has occurred.

 6–32. Listed below are several of the auditors’ general objectives in performing substantive 

 procedures on an asset account:

 1. Establish the existence of assets.

 2. Establish that the company has rights to the assets.

 3. Establish the completeness of recorded assets.

 4. Verify the cutoff of transactions.

 5. Determine the appropriate valuation of the assets.

 6. Establish the clerical accuracy of the underlying records.

 7. Determine the appropriate fi nancial statement presentation and disclosure of the assets.

 Indicate the general objective (or objectives) of each of the following audit procedures:

 a. Observe the client’s physical inventory.

 b. Locate on the client’s premises a sample of the equipment items listed in the subsidiary 

plant and equipment ledger.

 c. Obtain a listing of inventory and reconcile the total to the general ledger.

 d. Trace a sample of shipping documents to recorded sales transactions.

 e. Identify related parties.

 f. Vouch selected purchases of securities to brokers’ advices.

 6–33. In designing further audit procedures, the auditors should assess the risks of material misstate-

ment of the fi nancial statements.

 a. Describe the auditors’ general approach to such risk assessment.

 b. Identify potential responses to fi nancial statement level risks.

 c. Explain what is meant by a signifi cant risk.

 d. Describe how a signifi cant risk should be treated in an audit.

 6–34. Richard Foster, an assistant auditor, was assigned to the year-end audit work of Sipher 

 Corporation. Sipher is a small manufacturer of language translation equipment. As his fi rst 

assignment, Foster was instructed to test the cutoff of year-end sales transactions. Since Sipher 

Required:

LO 6-5

Required:

LO 6-6

Required:

LO 6-3, 4

Required:

LO 6-4, 5

Required:

LO 6-7

 6–29. In planning every audit, the auditors are required to consider materiality for audit purposes. 

Described below are fi nancial statement data from two separate companies:

LO 6-5

Franklin Co. Tyler Co.

Total assets $34,900,000 $2,700,000
Total revenue 29,600,000 4,500,000
Equity 13,800,000 1,000,000
Net income before taxes 1,600,000 90,000
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uses a calendar year-end for its fi nancial 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.

 6–35. SEC fi lings 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 signifi cant business risks of the company as described in its “Management’s 

Discussion and Analysis.”

 6–36. 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 fi nancial 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 fi rm is signifi cantly 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 profi t 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.

 6–37. The text of the Securities Exchange Act of 1934 may be accessed on the Internet, using the 

following address: 

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

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

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

Required:

LO 6-2, 3, 4, 5

Required:

LO 6-6

Required:

LO 6-3

Required:

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

 6–38. 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 fi nancial 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 fi nancial performance.

 (3) An unreliable accounting system.

 (4) Strained relationships between management and the auditors.

 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 fi nancial offi cer, 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 offi cers or employees.

LO 6-6

LO 6-2
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 c. Which of the following should not normally be included in the engagement letter for an 

audit?

 (1) A description of the responsibilities of client personnel to provide assistance.

 (2) An indication of the amount of the audit fee.

 (3) A description of the limitations of an audit.

 (4) A listing of the client’s branch offi ces selected for testing.

 d. Which portion of an audit is least likely to be completed before the balance sheet date?

 (1) Tests of controls.

 (2) Issuance of an engagement letter.

 (3) Substantive procedures.

 (4) Assessment of control risk.

 e. Which of the following should the auditors obtain from the predecessor auditors before 

accepting an audit engagement?

 (1) Analysis of balance sheet accounts.

 (2) Analysis of income statement accounts.

 (3) All matters of continuing accounting signifi cance.

 (4) Facts that might bear on the integrity of management.

 f. As one step in testing sales transactions, a CPA traces a random sample of sales journal 

entries to debits in the accounts receivable subsidiary ledger. This test provides evidence 

as to whether:

 (1) Each recorded sale represents a bona fi de transaction.

 (2) All sales have been recorded in the sales journal.

 (3) All debit entries in the accounts receivable subsidiary ledger are properly supported by 

sales journal entries.

 (4) Recorded sales have been properly posted to customer accounts.

 g. The primary objective of tests of details of transactions performed as substantive proce-

dures is to:

 (1) Comply with generally accepted auditing standards.

 (2) Attain assurance about the reliability of the accounting system.

 (3) Detect material misstatements in the fi nancial statements.

 (4) Evaluate whether management’s policies and procedures are operating effectively.

 h. The risk that the auditors will conclude, based on substantive procedures, that a material 

misstatement does not exist in an account balance when, in fact, such misstatement does 

exist is referred to as

 (1) Business risk.

 (2) Engagement risk.

 (3) Control risk.

 (4) Detection risk.

 i. Which of the following elements underlies the application of generally accepted auditing 

standards, particularly the standards of fi eldwork and reporting?

 (1) Adequate disclosure.

 (2) Quality control.

 (3) Materiality and audit risk.

 (4) Client acceptance.

 j. Which of the following best describes what is meant by the term “fraud risk factor”?

 (1) Factors that, when present, indicate that risk exists.

 (2) Factors often observed in circumstances where frauds have occurred.

 (3) Factors that, when present, require modifi cation of planned audit procedures.

 (4) Weaknesses in internal control identifi ed during an audit.

LO 6-2, 3

LO 6-7

LO 6-2

LO 6-4

LO 6-1, 7

LO 6-5

LO 6-5

LO 6-6
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 k. Three conditions generally are present when fraud occurs. Select the one below that is not 
one of those conditions.

 (1) Incentive or pressure.

 (2) Opportunity.

 (3) Supervisory position.

 (4) Attitude.

 l. Which of the following is most likely to be an overall response to fraud risks identifi ed in 

an audit?

 (1) Supervise members of the audit team less closely and rely more upon judgment.

 (2) Use less predictable audit procedures.

 (3) Use only certifi ed public accountants on the engagement.

 (4) Place increased emphasis on the audit of objective transactions rather than subjective 

transactions.

(AICPA, adapted)

 6–39. Simulation

Michael Green, CPA, is considering audit risk at the fi nancial statement level in planning the 

audit of National Federal Bank (NFB) Company’s fi nancial statements for the year ended 

December 31, 20X1. Audit risk at the fi nancial statement level is infl uenced by the risks of 

material misstatements (including fraud risks), which may be indicated by a combination 

of factors related to management, the environment, and the entity. For each of the follow-

ing factors, indicate whether they increase or decrease the risk of material misstatement and 

(2) whether they create a risk of fraud.

LO 6-6

LO 6-6, 7

LO 6-3, 4, 6

Factor

Effect on Risks of 
Material Misstatement 
(Increase or Decrease)

Create a Risk 
of Fraud? 

(Yes or No)

 a.  NFB is a continuing audit client.

 b.  The banking industry has been signifi cantly 
impacted by the downturn in the economy in 
recent years.

 c.  NFB operates in a growing, prosperous area 
and has remained profi table over the years.

 d.  Government regulation and overview of the 
banking industry is extensive and effective.

 e.  NFB’s board of directors is controlled by Smith, 
the majority stockholder, who also acts as the 
chief executive offi cer.

 f.  Interest rates have been very volatile recently.

 g.  Management at the bank’s branch offi ces has 
authority for directing and controlling NFB’s 
operations and is compensated based on branch 
profi tability.

 h.  The internal auditor reports directly to Harris, 
a minority shareholder, who also acts as 
chairman of the board’s audit committee.

 i.  The accounting department has experienced 
little turnover in personnel during the fi ve 
years Green has audited NFB.

 j.  During 20X1, NFB increased the effi ciency of 
its accounting operations by installing a new, 
sophisticated computer system.

 k.  NFB’s formula has consistently underestimated 
the allowance for loan losses in current years.

 l.  Management has been receptive to Green’s 
suggestions relating to accounting adjustments.
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 6–41. Simulation

You have been hired to perform the audit of Hanmei, Inc.’s fi nancial statements. When plan-

ning such an audit, you often may need to access the profession’s auditing standards to per-

form research. For each of the following circumstances, select the topic most closely related in 

the Professional Standards topics on the following page. A topic may be selected once, more 

than once, or not at all.

  Transactions

 a. Possible risk factors related to misappropriation of assets

 b. The relationship between materiality used for planning versus evaluation purposes

LO 6-2, 3, 4, 5, 6, 7

 6–40. Simulation

You are working with William Bond, CPA, and you are considering the risk of material mis-

statement in planning the audit of Toxic Waste Disposal (TWD) Company’s fi nancial state-

ments for the year ended December 31, 20X0. TWD is a privately owned entity that contracts 

with municipal governments to remove environmental waste.

Based only on the information below, indicate whether each of the following factors 

would most likely increase (I), decrease (D), or have no effect (NE) on the risk of material 

misstatement.

LO 6-4, 5

Information
Effect on Risk of Material 

Misstatement

 a.  Because municipalities have received increased federal and state funding for envi-
ronmental purposes, TWD returned to profi tability for the fi rst year following 
three years with losses.

 b.  TWD’s Board of Directors is controlled by Mead, the majority stockholder, who also 
acts as the chief executive offi cer.

 c.  The internal auditor reports to the controller and the controller reports to Mead.

 d.  The accounting department has experienced a high rate of turnover of key 
personnel.

 e.  TWD’s bank has a loan offi cer who meets regularly with TWD’s CEO and controller 
to monitor TWD’s fi nancial performance.

 f.  TWD’s employees are paid biweekly.

 g.  TWD has such a strong fi nancial presence in its industry to allow it often to dictate 
the terms or conditions of transactions with its suppliers.

 h.  During 20X1, TWD changed its method of preparing its fi nancial statements from 
the cash basis to generally accepted accounting principles.

 i.  During 20X1, TWD sold one-half of its controlling interest in United Equipment 
Leasing (UEL) Co. TWD retained signifi cant infl uence over UEL.

 j.  During 20X1, litigation fi led against TWD from an action 10 years ago that alleged 
that TWD discharged pollutants into state waterways was dropped by the state. 
Loss contingency disclosures that TWD included in prior years’ fi nancial statements 
are being removed from the 20X1 fi nancial statements.

 k.  During December 20X1, TWD signed a contract to lease disposal equipment from 
an entity owned by Mead’s parents. This related-party transaction is not disclosed 
in TWD’s notes to the 20X1 fi nancial statements.

 l.  During December 20X1, TWD completed a barter transaction with a municipality. 
TWD removed waste from the municipally owned site and acquired title to another 
contaminated site at below market price. TWD intends to service this new site in 20X2.

 m.  During December 20X1, TWD increased its casualty insurance coverage on several 
pieces of sophisticated machinery from historical cost to replacement cost.

 n.  Inquiries about the substantial increase in revenue TWD recorded in the fourth 
quarter of 20X1 disclosed a new operating policy. TWD guaranteed to several 
municipalities that it would refund the federal and state funding paid to TWD if 
any municipality fails a federal or state site clean-up inspection in 20X2.

 o.  An initial public offering of TWD’s stock is planned for late 20X2.
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 a. The auditors are concerned about source documents that refl ect valid transactions that 

have not been recorded in the journals. Which procedure would be most effective?

 (1) Trace from source documents to journals.

 (2) Vouch from journals to source documents.

 (3) Either (1) or (2).

 b. The auditors are concerned about transactions that have been recorded in the journals (and 

subsequently in the ledgers) that are not valid—that is, a transaction is recorded, but it did 

not actually occur (e.g., a fraudulent overstatement of sales). Which procedure would be 

most effective?

 (1) Trace from source documents to journals.

 (2) Vouch from journals to source documents.

 (3) Either (1) or (2).

 c. The auditors are concerned about transactions that have been recorded for improper 

amounts. Which procedure would be most effective?

 (1) Trace from source documents to journals.

 (2) Vouch from journals to source documents.

 (3) Either (1) or (2).

 d. Tracing from source documents to journals most directly tests:

 (1) Completeness (understatements).

 (2) Existence (overstatements).

 e. Vouching from journals (or ledgers) to source documents most directly tests:

 (1) Completeness (understatements).

 (2) Existence (overstatements).

 c. Hanmei, Inc., has transactions with the corporation president’s brother

 d. Comparing a client’s unaudited results for the year with last year’s audited results

 e. Requirements relating to identifying violations of occupational safety and health 

regulations

 f. The need to “brainstorm” among audit team members about how accounts could be inten-

tionally misstated

 g. Details on considering design effectiveness of controls

 h. The importance of considering the possibility of overstated revenues (e.g., through prema-

ture revenue recognition)

  Professional Standards Topics

 1. Analytical procedures

 2. Materiality in planning and performing an audit

 3. Consideration of fraud in a fi nancial statement audit

 4. Understanding the entity and its environment and assessing the risks of material 

misstatement

 5. Consideration of laws and regulations

 6. Management representations

 7. Related parties

 6–42. Assume the following general fl ow of documents in an accounting system. Reply to the 

following questions:

LO 6-4, 5

Source
Documents

Journals Ledgers
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 6–43. For each defi nition (or portion of a defi nition) in the fi rst column, select the term that most 

closely applies. Each term may be used only once or not at all.

LO All

Defi nition (or Portion) Term

 a.  Representations by management that are communicated, explic-
itly or implicitly, in the fi nancial statements.

 b.  A description of the nature, timing, and extent of the audit pro-
cedures to be performed.

 c.  An estimate of the time required to perform each step in the 
audit.

 d.  The purpose of this document is to avoid misunderstandings 
between the auditors and the client.

 e.  The risk of material misstatement of an assertion about an 
account without considering internal control.

 f.  At the overall engagement level, this is the risk that the
auditors may unknowingly fail to appropriately modify their 
opinion on fi nancial statements that are materially misstated.

 g.  An identifi ed risk that requires special audit consideration.
 h.  A risk that threatens management’s ability to achieve the

organization’s objectives.

 1.  Audit plan
 2.  Assertions
 3.  Audit risk
 4.  Representation 

letter
 5.  Business risk
 6.  Control risk
 7.  Engagement letter
 8.  Inherent risk
 9.  Signifi cant risk
10.  Survival risk
11.  Time budget

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

 6–44. You are invited by John Bray, the president of Cheviot Corporation, to discuss with him the 

possibility of your conducting an audit of the company. The corporation is a small, closely 

held manufacturing organization that appears to be expanding. No previous audit has been 

performed by independent certifi ed public accountants. Your discussions with Bray include 

an analysis of the recent monthly fi nancial statements, inspection of the accounting records, 

and discussion of policies with the chief accountant. You also are taken on a guided tour of the 

plant by the president. He then makes the following statement:

Before making defi nite arrangements for an audit, I would like to know about how long it will take 

and about how much it will cost. I want quality work and expect to pay a fair price, but since this is 

our fi rst experience with independent auditors, I would like a full explanation as to how the cost of 

the audit is determined. Will you please send me a memorandum covering these points?

  Write the memorandum requested by John Bray.

 6–45. Precision Industries, Inc., is a manufacturer of electronic components. When a purchase order 

is received from a customer, a sales clerk prepares a serially numbered sales order and sends 

copies to the shipping and accounting departments. When the merchandise is shipped to the 

customer, the shipping department prepares a serially numbered shipping advice and sends a 

copy to the accounting department. Upon receipt of the appropriate documents, the account-

ing department records the sale in the accounting records. All shipments are FOB shipping 
point.

 a. How can the auditors determine whether Precision Industries, Inc., has made a proper 

year-end cutoff of sales transactions?

 b. Assume that all shipments for the fi rst fi ve days of the following year were recorded as 

occurring in the current year. If not corrected, what effect will this cutoff error have upon 

the fi nancial statements for the current year?

Ethics
Case
 6–46. Tammy Potter, a new partner with the regional CPA fi rm of Tower & Tower, was recently 

appointed to the board of directors of a local civic organization. The chairman of the board of 

the civic organization is Lewis Edmond, who is also the owner of a real estate development 

fi rm, Tierra Corporation.

LO 1, 2, 3

LO 6-3, 4, 7

Required:

LO 6-2, 6
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Potter was quite excited when Edmond indicated that his corporation needed an audit and 

he wished to discuss the matter with her. During the discussion, Potter was told that Tierra 

Corporation needed the audit to obtain a substantial amount of additional fi nancing to acquire 

another company. Presently, Tierra Corporation is successful, profi table, and committed to 

growth. The audit fee for the engagement should be substantial.

Since Tierra Corporation appeared to be a good client prospect, Potter tentatively indicated 

that Tower & Tower wanted to do the work. Potter then mentioned that Tower & Tower’s 

quality control policies require an investigation of new clients and approval by the managing 

partner, Lee Tower.

Potter obtained the authorization of Edmond to make the necessary inquiries for the new 

client investigation. Edmond was found to be a highly respected member of the community. 

Also, Tierra Corporation was highly regarded by its banker and its attorney, and the Dun & 

Bradstreet report on the corporation refl ected nothing negative.

As a fi nal part of the investigation process, Potter contacted Edmond’s former tax accoun-

tant, Bill Turner. Potter was surprised to discover that Turner did not share the others’ high 

opinion of Edmond. Turner related that on an IRS audit 10 years ago, Edmond was questioned 

about the details of a large capital loss reported on the sale of a tract of land to a trust. Edmond 

told the IRS agent that he had lost all the supporting documentation for the transaction, and 

that he had no way of fi nding out the names of the principals of the trust. A search by an IRS 

auditor revealed that the land was recorded in the name of Edmond’s married daughter and that 

Edmond himself was listed as the trustee. The IRS disallowed the loss and Edmond was assessed 

a civil fraud penalty. Potter was concerned about these fi ndings, but eventually concluded 

that Edmond had probably matured to a point where he would not engage in such activities.

 a. Present arguments supporting a decision to accept Tierra Corporation as an audit client.

 b. Present arguments supporting a decision not to accept Tierra Corporation as an audit 

client.

 c. Assuming that you are Lee Tower, set forth your decision regarding acceptance of the cli-

ent, identifying those arguments from part (a) or part (b) that you found most persuasive.

Required:

Appendix 6A

Selected Internet Addresses
Accounting and Auditing Websites

American Institute of CPAs—www.aicpa.org

Association of Certifi ed Fraud Examiners—www.acfe.com

The Committee of Sponsoring Organizations of the Treadway Commission (COSO)—www.coso.org

The Institute of Internal Auditors—www.theiia.org

The International Federation of Accountants—www.ifac.org

Large Accounting Firms

BDO USA—www.bdo.com/

Deloitte—www.deloitte.com/

EY—www.ey.com/

Grant Thornton—www.gt.com/

KPMG—www.us.kpmg.com/

McGladrey—www.mcgladrey.com/

PwC—www.pwcglobal.com/

Securities and Exchange Commission

Home page—www.sec.gov/

EDGAR page—www.sec.gov/edgar.shtml

Securities Act of 1933—www.law.uc.edu/CCL/33Act/index.html

Securities Exchange Act of 1934—www.law.uc.edu/CCL/34Act/index.html
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Public Company Accounting Oversight Board

PCAOB—www.pcaob.org

Appendix 6B

Examples of Fraud Risk Factors

Risk Factors Relating to Misstatements Arising
from Fraudulent Financial Reporting
INCENTIVES AND PRESSURES

 1. Financial stability or profi tability is threatened by economic, industry, or entity operating conditions, 

such as (or as indicated by):

 a. High degree of competition or market saturation, accompanied by declining margins.

 b. High vulnerability to rapid changes, such as changes in technology, product  obsolescence, or 

interest rates.

 c. Signifi cant declines in customer demand and increasing business failures in either the industry or 

overall economy.

 d. Operating losses making the threat of bankruptcy, foreclosure, or hostile takeover imminent.

 e. Recurring negative cash fl ows from operations or an inability to generate cash fl ows from opera-

tions while reporting earnings and earnings growth.

 f. Rapid growth or unusual profi tability, especially compared to that of other companies in the same 

industry.

 g. New accounting, statutory, or regulatory requirements.

 2. Excessive pressure exists for management to meet the requirements or expectations of third parties 

due to the following:

 a. Profi tability or trend level expectations of investment analysts, institutional investors, signifi -

cant creditors, or other external parties (particularly expectations that are unduly aggressive 

or unrealistic), including expectations created by management in, for example, overly opti-

mistic press releases or annual report messages.

 b. Need to obtain additional debt or equity fi nancing to stay competitive—including fi nancing of 

major research and development or capital expenditures.

 c. Marginal ability to meet exchange listing requirements or debt repayment or other debt covenant 

requirements.

 d. Perceived or real adverse effects of reporting poor fi nancial results on signifi cant pending transac-

tions, such as business combinations or contract awards.

 3. Information available indicates that management or the board of directors’ personal fi nancial situa-

tion is threatened by the entity’s fi nancial performance arising from the following:

 a. Signifi cant fi nancial interests in the entity.

 b. Signifi cant portions of their compensation (for example, bonuses, stock options, and earn-out 

arrangements) being contingent upon achieving aggressive targets for stock price, operating 

results, fi nancial position, or cash fl ow.

 c. Personal guarantees of debts of the entity.

 4. There is excessive pressure on management or operating personnel to meet fi nancial targets set up by 

the board of directors or management, including sales or profi tability incentive goals.

OPPORTUNITIES

 1. The nature of the industry or the entity’s operations provides opportunities to engage in fraudulent 

fi nancial reporting that can arise from the following:

 a. Signifi cant related party transactions not in the ordinary course of business or with related entities 

not audited or audited by another fi rm.

 b. A strong fi nancial presence or ability to dominate a certain industry sector that allows the entity 

to dictate terms or conditions to suppliers or customers that may result in inappropriate or non-

arm’s-length transactions.
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 c. Assets, liabilities, revenues, or expenses based on signifi cant estimates that involve subjective 

judgments or uncertainties that are diffi cult to corroborate.

 d. Signifi cant, unusual, or highly complex transactions, especially those close to period end that 

pose diffi cult “substance over form” questions.

 e. Signifi cant operations located or conducted across international borders in jurisdictions where 

differing business environments and cultures exist.

 f. Signifi cant bank accounts or subsidiary or branch operations in tax-haven jurisdictions for which 

there appears to be no clear business justifi cation.

 2. There is ineffective monitoring of management as a result of the following:

 a. Domination of management by a single person or small group (in a non- owner-managed 

business) without compensating controls.

 b. Ineffective board of directors or audit committee oversight over the fi nancial reporting process 

and internal control.

 3. There is a complex or unstable organizational structure, as evidenced by the following:

 a. Diffi culty in determining the organization or individuals that have controlling  interest in the 

entity.

 b. Overly complex organizational structure involving unusual legal entities or  managerial lines of 

authority.

 c. High turnover of senior management, counsel, or board members.

 4. Internal control components are defi cient as a result of the following:

 a. Inadequate monitoring of controls, including automated controls and controls over interim 

fi nancial reporting (where external reporting is required).

 b. High turnover rates or employment of ineffective accounting, internal audit, or information 

technology staff.

 c. Ineffective accounting and information systems, including situations involving reportable conditions.

ATTITUDES AND RATIONALIZATIONS
Risk factors refl ective of attitudes and/or rationalizations by board members, management, or employees 

that allow them to engage in and/or justify fraudulent fi nancial reporting may not be susceptible to 

observation by the auditor. Nevertheless, the auditor who becomes aware of the existence of such infor-

mation should consider it in identifying the risks of material misstatement arising from fraudulent 

fi nancial reporting. For example, auditors may become aware of the following information that may 

indicate a risk factor:

 1. Ineffective communication, implementation, support, or enforcement of the entity’s values or ethical 

standards by management or the communication of inappropriate values or ethical standards.

 2. Nonfi nancial management’s excessive participation in or preoccupation with the selection of 

 accounting principles or the determination of signifi cant estimates.

 3. Known history of violations of securities laws or other laws and regulations, or claims against the 

entity, its senior management, or board members alleging fraud or violations of laws and regulations.

 4. Excessive interest by management in maintaining or increasing the entity’s stock price or earnings trend.

 5. A practice by management of committing to analysts, creditors, and other third parties to achieve 

aggressive or unrealistic forecasts.

 6. Management failing to correct known signifi cant defi ciencies on a timely basis.

 7. An interest by management in employing inappropriate means to minimize reported earnings for 

tax-motivated reasons.

 8. Recurring attempts by management to justify marginal or inappropriate accounting on the basis of 

materiality.

 9. A strained relationship between management and the current or predecessor auditor, as exhibited by 

the following:

 a. Frequent disputes with the current or predecessor auditor on accounting, auditing, or reporting matters.

 b. Unreasonable demands on the auditor, such as unreasonable time constraints regarding the com-

pletion of the audit or the issuance of the auditor’s report.

 c. Formal or informal restrictions on the auditor that inappropriately limit access to people or infor-

mation or the ability to communicate effectively with the board of directors or audit committee.

 d. Domineering management behavior in dealing with the auditor, especially involving attempts to 

infl uence the scope of the auditor’s work or the selection or continuance of personnel assigned to 

or consulted on the audit engagement.
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Risk Factors Relating to Misstatements Arising
from Misappropriation of Assets
INCENTIVES AND PRESSURES

 1. Personal fi nancial obligations may create pressure on management or employees with access to cash 

or other assets susceptible to theft to misappropriate those assets.

 2. Adverse relationships between the entity and employees with access to cash or other assets suscep-

tible to theft may motivate those employees to misappropriate those assets. For example, adverse 

relationships may be created by the following:

 a. Known or anticipated future employee layoffs.

 b. Recent or anticipated changes to employee compensation or benefi t plans.

 c. Promotions, compensation, or other rewards inconsistent with expectations.

OPPORTUNITIES

 1. Certain characteristics or circumstances may increase the susceptibility of assets to misap-

propriation. For example, opportunities to misappropriate assets increase when there are the 

following:

 a. Large amounts of cash on hand or processed.

 b. Inventory items that are small in size, of high value, or in high demand.

 c. Easily convertible assets, such as bearer bonds, diamonds, or computer chips.

 d. Fixed assets that are small in size, marketable, or lacking observable identifi cation of 

ownership.

 2. Inadequate internal control over assets may increase the susceptibility of misappropriation of those 

assets. For example, misappropriation of assets may occur because there is the following:

 a. Inadequate segregation of duties or independent checks.

 b. Inadequate management oversight of employees responsible for assets (for example, inadequate 

supervision or monitoring of remote locations).

 c. Inadequate job applicant screening of employees with access to assets.

 d. Inadequate record keeping with respect to assets.

 e. Inadequate system of authorization and approval of transactions (for example, in purchasing).

 f. Inadequate physical safeguards over cash, investments, inventory, or fi xed assets.

 g. Lack of complete and timely reconciliations of assets.

 h. Lack of timely and appropriate documentation of transactions (for example, credits for merchan-

dise returns).

 i. Lack of mandatory vacations for employees performing key control functions.

 j. Inadequate management understanding of information technology, which enables information 

technology employees to perpetrate a misappropriation.

 k. Inadequate access controls over automated records, including controls over and review of com-

puter systems event logs.

ATTITUDES AND RATIONALIZATIONS
Risk factors refl ective of employee attitudes and/or rationalizations that allow them to justify misap-

propriations of assets are generally not susceptible to observation by the auditor. Nevertheless, the audi-

tor who becomes aware of the existence of such information should consider it in identifying the risks 

of material misstatement arising from misappropriation of assets. For example, auditors may become 

aware of the following attitudes or behavior of employees who have access to assets susceptible to 

misappropriation:

 1. Disregard for the need for monitoring or reducing risks related to misappropriation of assets.

 2. Disregard for internal control over misappropriation of assets by overriding existing controls or by 

failing to correct known internal control defi ciencies.

 3. Behavior indicating displeasure or dissatisfaction with the company or its treatment of the employee.

 4. Changes in behavior or lifestyle that may indicate assets have been misappropriated.
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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 net-

working software to business customers. The CPA fi rm of Adams, Barnes & Co. has audited the fi nan-

cial 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.

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—offi cers 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
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 • The analytical ratios working paper, partially completed. (The ratios for 20X5 have been left off.)

 • The overall audit strategy for the audit of the fi nancial statements for the year ended 12/31/X5.

 • A fraud risk assessment.

 • The engagement letter for the audit, presented in Figure 6.2 (pages 196–197) of this chapter.

KEYSTONE COMPUTERS & NETWORKS, INC.
Statements of Income and Retained Earnings

Year Ended December 31, 20X4

Net sales $96,459,566
Cost of goods sold  74,122,435

 Gross profi t $22,337,131

Selling expenses:
 Salaries $3,167,889
 Payroll benefi ts and taxes 913,456
 Advertising and promotion 1,200,786
 Travel and entertainment 609,788
 Miscellaneous   334,890                    

$  6,226,809
Operating and administration expenses:
 Operating salaries $4,878,900
 Administrative salaries 4,234,234
 Payroll benefi ts and taxes 1,812,344
 Rent 797,800
 Utilities 210,495
 Insurance 356,890
 Legal and accounting 457,577
 Bad debt 234,500
 Supplies 556,345
 Depreciation and amortization 334,565
 Software development 289,100
 Miscellaneous   234,556                    

$14,397,306
   Total selling, operating, and

 administrative expenses
$20,624,115

  Operating income $  1,713,016
Interest expense   421,344

  Income before income taxes $  1,291,672
Income taxes:
 Current $     256,765
 Deferred          45,632

  302,397

  Net income $     989,275
Retained earnings, January 1, 20X4 $  1,626,203

Retained earnings, December 31, 20X4 $  2,615,478
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OVERALL AUDIT STRATEGY
OBJECTIVES OF THE ENGAGEMENT
Audit of the fi nancial statements of Keystone Computers & Networks, Inc. (KCN), for the year ended 

December 31, 20X5. Also, the company’s debt agreement with Western Financial Services requires the 

company to furnish the lender a report by our fi rm on KCN’s compliance with various restrictive debt 

covenants.

BUSINESS AND INDUSTRY CONDITIONS
KCN sells and installs computers and networking hardware and software to business customers and 

provides other information technology consulting services. KCN also has begun developing its own 

computer networking software to be sold as a product to its customers. The company’s primary competi-

tive strategy is to maintain a high level of technical expertise and a broad range of services.

KCN’s long-term success is contingent on its ability to attract and retain qualifi ed information tech-

nology personnel. The market for such individuals is very competitive. However, the company has a 

competitive advantage because of its desirable geographic location (Phoenix), which has a large number 

of colleges with technology programs.

The market for computers and related products is extremely competitive. KCN competes with large 

retailers of computers, such as Dell, Hewlett Packard, and Apple. The company also competes with other 

value-added resellers who provide computers and software products and consulting services directly to 

customers. To effectively compete, the company must be able to obtain inventories of state-of-the-art 

equipment on a timely basis. Because the company does not have the buying power of some of its other 

competitors, it generally must charge a higher price for its products. Its customers are willing to pay the 

higher price because of the high level of expertise and service that the company provides.

The market for computer products and technology services is also very sensitive to economic con-

ditions. Recent reports indicate that the U.S. economy will be challenged for the next few years. The 

annual growth in spending for information technology products and services is expected to be 3 percent 

per year for the next three years. In the past year, the company has decided to increase sales by extending 

credit to clients with slightly higher credit risk.

KEYSTONE COMPUTERS & NETWORKS, INC.
Audit Strategy

December 31, 20X5

Date

Prepared by: Warren Love (Senior) August 14, 20X5
Reviewed by: Karen West (Manager) August 28, 20X5
Reviewed by: Charles Adams (Partner) September 5, 20X5

KEYSTONE COMPUTERS & NETWORKS, INC.
Analytical Review Ratios

For the Period Ended December 31, 20X5

Prepared by         WL             
Reviewed by                           

Ratio
Ending 

12/31/X5
Ending 

12/31/X4 Industry

Current ratio 1.2 1.3
Days’ sales in accounts receivable, computed with average 

accounts receivable
33.2 37.0

Allowance for doubtful accounts/accounts receivable 1.1% —
Bad debt expense/net sales 0.2% —
Total liabilities/net worth 2.7 2.9
Return on total assets 8.3% 9.0%
Return on net worth 30.5% 29.0%
Return on net sales 1.0% 2.3%
Gross profi t/net sales 23.2% 24.0%
Selling, operating, and administrative expense/net sales 21.4% 23.9%
Times interest earned 4.1 5.5
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PLANNING MEETINGS
On July 20, Karen West and I met with Loren Steele, controller, and Sam Best, president, of KCN to 

discuss the planning of the audit for the current year. On August 2, a planning meeting was held in our 

offi ce with all members of the engagement team assigned to the audit.

OWNERSHIP AND MANAGEMENT
KCN is a closely held company owned by fi ve stockholders: Terry Keystone, Mark Keystone, John 

Keystone, Keith Young, and Rita Young. Terry and Mark Keystone are active members of the com-

pany’s board of directors. None of the other owners take an active part in the management of the 

business.

OBJECTIVES, STRATEGIES, AND BUSINESS RISKS
KCN’s primary business objectives are to increase revenues by 6 percent and increase net 

income by 8 percent each year for the next three years. Major strategies to achieve those objectives 

include:

 • Aggressive marketing of products and services through increased advertising.

 • Sales to customers with a higher credit risk profi le.

 • New software development.

The primary business risks associated with the company’s strategies include:

 • The U.S. economy may suffer on additional signifi cant downturn.

 • Competitors may engage in predatory pricing to gain market share.

 • Increased advertising expenditures may not produce desired results.

 • Credit losses may exceed the benefi ts of increased sales.

 • Software development activities may not generate viable products.

The company has developed the following responses to these risks:

 • Careful monitoring of economy and industry conditions.

 • Careful monitoring of competitor actions.

 • Hiring of marketing consulting fi rm to evaluate the performance of advertising methods.

 • Daily review of aging of accounts receivable by Loren Steele, controller.

 • Use of carefully controlled software development budget.

MEASUREMENT AND REVIEW OF FINANCIAL PERFORMANCE
Management uses the following measures to monitor the company’s performance:

 • Inventory and receivables turnover.

 • Aging of accounts receivable.

 • Sales and gross margins by type of revenue.

 • Net income.

 • Total inventory balance.

PROCEDURES TO OBTAIN AN UNDERSTANDING OF THE CLIENT AND ITS ENVIRONMENT
The following procedures were performed to update our understanding of the client and its 

environment:

 • Roll forward of information from the prior year’s audit.

 • Inquiries of management:

  Loren Steele 7/20, 8/15

  Sam Best 7/20, 8/16

 • Reading of quarterly board of directors’ meetings held on 4/05 and 7/12.

 • Review of monthly performance reports for January through July.

 • Industry reports—IT and consulting services.

 • Review of KCN’s website.

 • Review of selected articles in The Wall Street Journal.
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SIGNIFICANT RISKS
Several signifi cant risks were noted as a result of obtaining information about KCN and its environment, 

including:

Risk Implications and Response

1.  KCN has engaged in a strategy to sell to custom-
ers with higher credit risk.

2.  The offi cers of the company receive
signifi cant bonuses based on quarterly results.

Comparison of Bases Computation of Planning Materiality

Financial 
Statement Base

Annualized for 
12/31/X5 Base Amount Percentage

Materiality 
Estimate

Sales $92,000,000 Sales $92,000,000  1% $920,000
Total assets 13,000,000 Total assets 13,000,000  1 130,000
Pretax net 

income 320,000
Pretax net 

income 320,000 10 32,000

SIGNIFICANT ACCOUNTING AND AUDITING MATTERS
The company began offering for sale extended warranties on computers during the  current year. We 

need to review the method of revenue recognition to determine whether it complies with the require-

ments of FASB ASC 605-20-25.

In the prior year, KCN began developing networking software products for sale. This year the com-

pany has started capitalizing certain costs of development. We need to review the method of accounting 

for the cost of software development to determine whether it complies with the requirements of FASB 
ASC 985-20-25.

In 20X3, KCN acquired for $1,200,000 a small business accounting system (Plumbtree Systems) 

that it licenses to its customers. Recently, sales of the licenses for the software have begun to decline. 

In addition, a recent article in a trade journal ranked the system poor in relation to its competitors. This 

may indicate that an impairment in the value of the software may have occurred.

PLANNING MATERIALITY
Because the fi rm has experienced steady growth in sales and earnings over the last three years, we 

believe that operating results are the most appropriate basis for estimating planning materiality as 

described below:

Assistant Senior Manager Partner Total

Interim 40 40 10  8  98

Final 40 30 15 12  97

80 70 25 20 195

The range for planning materiality is from $32,000 to $920,000. Based on the company’s steady 

growth in sales and earnings and the fact that the company is not a public company, we have selected 

$300,000 as a reasonable materiality amount for planning purposes.

SCHEDULING AND STAFFING PLAN
Based on discussions with Ms. Steele, the following are tentative dates of importance for the audit:

Begin interim audit work October 15, 20X5

Complete interim audit work by November 15, 20X5

Issue management letter on interim work by November 30, 20X5

Observe physical inventory December 31, 20X5

Begin year-end audit work February 1, 20X6

Complete fi eldwork by February 20, 20X6

Closing conference February 25, 20X6

Issue audit report by March 5, 20X6

Issue letter required by fi nancing agreement by March 5, 20X6

Issue updated management letter by March 10, 20X6

Staffi ng time requirements for the engagement are described below:
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Fraud Risk Assessment
  G-10
  CA
Client: Keystone Computers & Networks, Inc.  CA 8/14/X5

Financial Statement Date: 12/31/X5

Procedure Performed by Comments

1.  Consider the results of the discussion among engagement CA See G-21 for a description
personnel about the risk of material misstatement due to       of the discussion.
fraud.

2.  Consider results of inquiries of management about the CA
risks of fraud and how they are addressed.  

3.  Consider the results of risk assessment analytical procedures. CA
4.  Consider the existence of fraud risk factors listed on G-30 CA 

through G-35.
5.  Consider any other information that might be relevant CA 

to the risk of material misstatement due to fraud. 

Risks of Material Misstatement Due to Fraud 

Management may be motivated to misstate fi nancial results
due to impending sale of the company.  

Responses  

Overall Responses  

Risks were considered in staffi ng the engagement and
determining the appropriate level of supervision.

Alterations of the Nature, Timing, and Extent of Further Audit Procedures  

Risks were considered in designing audit procedures for sales
and accounts receivable and inventories. (See R-6 and R-9.)  

Procedures were performed to address the risk of management
override of internal controls. (See G-23–G-24.)  

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 fi nancial 
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.

 6C–2. In the overall audit strategy for the audit of Keystone Computers & Networks, Inc., on 

page 246 there is a section on signifi cant risks. For each of the risks, identify the implications 

and potential responses.

 6C–3. In the overall audit strategy for the audit of Keystone Computers & Networks, Inc., on 

page 246 there is a section on signifi cant 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.

LO 6-3, 4

LO 6-7

Required:

 6C–1. Planning information for the audit of Keystone Computers & Networks, Inc., appears on 

pages 240–247. Review each major section of the audit plan and briefl y describe the purpose 

and content of the section. Organize your solution in the following manner:

LO 6-3Appendix
6C Problems
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 6C–4. A partially completed analytical ratios working paper for Keystone Computers & Networks, 

Inc., is presented on page 244.

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

 b. After completing part (a), review the ratios and identify fi nancial 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 identifi ed in part (b), list potential reasons for the unexpected account 

balances and related ratios.

LO 6-3, 4

Required:



CHAPTER

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 7-1 Defi ne what is meant by 
internal control.

 LO 7-2 Distinguish among the 
major components of a 
client’s internal control: 
the control environ-
ment, risk assessment, 
control activities, the 
accounting information 
system, and monitoring 
of controls.

 LO 7-3 Describe the auditors’ 
consideration of internal 
control.

 LO 7-4 Discuss the techniques 
used by auditors to 
obtain an understanding 
of internal control.

 LO 7-5 Explain how internal 
control relates to a 
fi nancial statement 
audit.

 LO 7-6 Describe the major types 
of tests of controls.

 LO 7-7 Describe the auditors’ 
responsibility for 
communicating control-
related matters.

 LO 7-8 Describe the nature of 
the audits performed 
under Section 404(b) of 
the Sarbanes-Oxley Act 
of 2002.

Our discussion of internal control in this chapter has four major objectives: fi rst, to 

explain the meaning and signifi cance of internal control; second, to discuss the major 

components of a client’s internal control; third, to show how auditors go about consider-

ing internal control to meet the requirements of a fi nancial statement audit; and fourth, 

to provide an overview of audits of internal control performed under Section 404(b) 

of the Sarbanes-Oxley Act. No attempt is made in this chapter to present in detail the 

controls applicable to particular account balances and classes of transactions. Detailed 

information along those lines will be found in succeeding chapters as each phase of the 

audit is presented.

As discussed in Chapter 1, internal control has attained greatest signifi cance in 

large-scale business organizations. Accordingly, the major part of the discussion in 

this chapter is presented in terms of the large corporation. A separate section is pre-

sented at the end of the chapter, however, dealing with the problem of achieving inter-

nal control in a small business.

The Meaning of Internal Control

Differences of opinion have long existed about the mean-

ing and objectives of internal control. Until the early 1990s, 

many people interpreted the term internal control as the 

steps taken by a business to prevent fraud—both misappro-

priation of assets and fraudulent fi nancial reporting. Others, while acknowledging the 

importance of internal control for fraud prevention, believed that internal control has 

an equal role in assuring control over business processes and compliance with laws and 

regulations. Such differences in interpretation also existed in the professional publica-

tions issued by the American Institute of Certifi ed Public Accountants; The Institute 

of Internal Auditors, Inc.; and the Research Foundation of the Financial Executives 

Institute. It was not until the early 1990s that the various professional organizations 

worked together to develop a consensus on the nature and scope of internal control.

As a result of a number of instances of fraudulent fi nancial reporting in the 1970s 

and early 1980s, the major accounting organizations1 sponsored the National Com-

mission on Fraudulent Financial Reporting (the Treadway Commission) to study the 

causal factors that are associated with fraudulent reporting and make recommendations 

to reduce the incidence of fraudulent reporting. The commission made a number of rec-

ommendations that directly addressed internal control. For example, it emphasized the 

importance of a competent and involved audit committee and an active and objective 

internal audit function in preventing fraudulent practices. It also called on the sponsor-

ing organizations to work together to integrate the various internal control concepts and 

defi nitions in order to develop common criteria to evaluate internal control. Accord-

ingly, the Committee of Sponsoring Organizations (COSO) commissioned a study to:

 • Establish a common defi nition of internal control to serve the needs of different parties.

 • Provide a standard against which businesses and other entities can assess their con-

trol systems and determine how to improve them.

Internal Control 7

 Defi ne what is meant by internal 

control.  

  LO 7-1 

1 The sponsoring organizations include the American Institute of Certifi ed Public Accountants; 
the American Accounting Association; the Financial Executives Institute; The Institute of Internal 
Auditors, Inc.; and the Institute of Management Accountants.
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The original study, titled Internal Control—Integrated Framework, defi nes internal control 

as: was issued in 1993. Since that date COSO has been developing internal control and risk 

management guidance for companies and auditors. In 2013, COSO issued an update to the 

1993 Integrated Framework which defi nes internal control as [emphasis added]:

COSO’s defi nition of internal control emphasizes that internal control is a process, or 

a means to an end, and not an end in and of itself. The process is effected by individuals, 

not merely policy manuals, documents, and forms. By including the concept of reason-
able assurance, the defi nition recognizes that internal control cannot realistically provide 

absolute assurance that an organization’s objectives will be achieved. Reasonable assur-

ance recognizes that the cost of an organization’s internal control should not exceed the 

benefi ts expected to be obtained.

Finally, the defi nition of internal control is comprehensive in that it addresses the 

achievement of objectives in the areas of effectiveness and effi ciency of operations, inter-

nal and external reporting, and compliance with laws and regulations. It encompasses 

the methods by which top management delegates authority and assigns responsibility 

for such functions as selling, purchasing, accounting, and production. Internal control 

also includes the program for preparing, verifying, and distributing to various levels of 

management those current reports and analyses that enable executives to maintain control 

over the variety of activities and functions that are performed in a large organization. The 

use of monitoring techniques, production standards, inspection laboratories, time and 

motion studies, and employee training programs involves engineers and many others far 

removed from accounting and fi nancial activities; yet all of these programs and activities 

are a part of internal control.

When studying auditing it is important to understand that reporting objectives relate 

to the preparation of reports for various stakeholders. The objectives may relate to exter-

nal or internal reporting of fi nancial or nonfi nancial information. External reporting is 

dictated by regulators and standard setters, such as the Financial Accounting Standards 

Board.

In the three areas of internal control—reporting, operations, and  compliance—COSO 

states that a series of control objectives and subobjectives exists. To illustrate this concept, 

consider internal control over fi nancial reporting. At the top level, the overall objective is 

to prepare and issue reliable fi nancial information. At the very detailed level, as applied to 

sales transactions, COSO illustrates the following control objectives (sub-objectives): 

 1. All sales transactions that occur are recorded on a timely basis.

 2. Sales transactions are recorded at correct amounts in the right accounts.

 3. Sales transactions are accurately and completely summarized in the company’s books and 

records.

 4. Presentation and disclosures relating to sales are properly described, sorted, and classifi ed.  

These control objectives are similar to the management assertions that were discussed 

in the preceding two chapters (see, for example, Figure 5.1). This is obviously the case 

because the overall objective of internal control over external fi nancial reporting is to pre-

pare fi nancial statements in accordance with generally accepted accounting principles. 

However, there is one major difference between control objectives and assertions; the 

control objectives are broader in that they relate not only to fi nancial reporting, but also 

to operations and compliance.

Which controls are most relevant to the audit of fi nancial statements? Generally, the 

controls that are relevant to an audit are those that pertain to the reliability of fi nancial 

reporting—that is, those that affect the preparation of fi nancial information for external 

A process, effected by the entity’s board of directors, management, and other personnel, 
designed to provide reasonable assurance regarding the achievement of objectives relating to 
operations, reporting and compliance.
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reporting purposes. However, other controls may be relevant if they affect the reliability 

of data that the auditors use to perform auditing procedures. For example, controls appli-

cable to nonfi nancial data (e.g., production statistics) that the auditors use in performing 

analytical procedures may be relevant to an audit.

Controls designed to safeguard the organization’s assets are relevant to an audit if 

they affect the reliability of fi nancial reporting. For example, controls that limit access to 

the company’s inventories may be relevant to a fi nancial statement audit, while controls 

to prevent the excess use of materials in production generally are not. As long as the 

fi nancial statements refl ect the cost of the materials used, the auditors are not directly 

concerned with the ineffi ciencies of production.

The importance of establishing and maintaining effective internal control is also illustrated by 

the passage of the Foreign Corrupt Practices Act. In the mid-1970s, hundreds of  American 

corporations acknowledged having made payments (bribes and kick-backs) to offi cials in for-

eign countries to obtain business. In most cases, the payments were legal under the laws of 

the countries in which they were made, but they were not in accordance with  American stan-

dards of business ethics. In some instances, these questionable payments were made without 

the authorization or knowledge of the top executives of the corporations involved. By passing 

the Foreign Corrupt Practices Act of 1977, Congress ordered an end to this practice. Pay-

ments to foreign offi cials for the purpose of securing business are specifi cally prohibited for 

all American businesses by the anti-bribery provisions of the act. To prevent top management 

from asserting that they were not aware of the payments, internal control provisions also were 

included in the act. These provisions require all corporations under the jurisdiction of the 
SEC (regardless of whether the corporation has international operations) to maintain a system 

of internal control that will provide reasonable assurance that:

 1. Transactions are executed with the knowledge and authorization of management.

 2. Transactions are recorded as necessary to permit the preparation of reliable fi nancial 

statements and maintain accountability for assets.

 3. Access to assets is limited to authorized individuals.

 4. Accounting records of assets are compared to existing assets at reasonable intervals 

and appropriate action is taken with respect to any differences.

Violations of the Foreign Corrupt Practices Act can result in fi nes up to $1 million and 

imprisonment of the members of management who are responsible. Thus, an effective 

system of internal control, long viewed as essential to the operation of a large organiza-

tion, is required by federal law.

Internal control varies signifi cantly from one organization to the next, depending on such 

factors as organization size, nature of operations, and objectives. Yet certain features 

are essential to satisfactory internal control in almost any organization. In all systems, a 

variety of controls must be designed to accomplish the control objectives. Controls over 

fi nancial reporting are often classifi ed as preventive, detective, or corrective.

Preventive controls are aimed at avoiding the occurrence of misstatements in the 

fi nancial statements. Examples of preventive controls include segregation of duties and 

requiring approval of period-ending journal entries. Detective controls are designed 

to discover misstatements after they have occurred. A policy requiring the preparation of 

monthly bank reconciliations is an example of a control that could detect misstatements 

of cash receipts or disbursements. When detective controls discover a misstatement, a 

corrective control is ordinarily needed to remedy the situation. Maintaining backup 

copies of key transactions and master fi les to allow the correction of data entry errors is a 

common example of a corrective control. It is important to realize that preventive controls 

often operate at the individual transaction level, while detective controls may operate at 

the transaction level or at a higher level.

The Foreign 
Corrupt Practices 
Act of 1977

Means of 
Achieving Internal 
Control
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The various controls designed to achieve a control objective often overlap. That is, the 

controls are complementary in that they function together to achieve the same con-

trol objective. To illustrate, consider the control that requires all cash disbursements to 

be authorized and the complementary control of requiring reconciliations of bank state-

ments. These controls work together to help ensure that unauthorized transactions are 

prevented or detected. Controls are referred to as redundant if they address the same 

fi nancial statement assertion or control objective. Finally, a compensating control 
reduces the risk that an existing or potential control weakness will result in a misstate-

ment. As an example, a small business may not have enough personnel to allow for the 

adequate segregation of duties, but the owner–manager of the business may carefully 

review accounting records and reports to compensate for the weakness.

Internal control of an organization may be viewed as including fi ve components: 

(1)  the control environment, (2) the risk assessment process, (3) control activities, 

(4) the information system relevant to fi nancial reporting and communication (hereafter, 

the accounting information system), and (5) the monitoring activities.

The Control Environment

The control environment may be viewed as the foundation for the other internal control 

components; it is defi ned by the standards, processes, and structures that guide individu-

als in carrying out their duties. The basic principles of the control environment include:

 • Commitment to integrity and ethical values.

 • Board of directors demonstrates independence from management and exercises effec-

tive oversight of internal control.

 • Establishment of effective structure, including reporting lines, and appropriate author-

ities and responsibilities.

 • Commitment to attract, develop, and retain competent employees.

 • Holding employees accountable for internal control responsibilities.

The effectiveness of internal control depends directly upon a commitment to integrity and 

ethical values by the board of directors and senior management. Senior management and 

the board of directors are expected to lead by example in establishing values and expecta-

tions regarding appropriate behavior. When this is done well the organization is said to 

have a strong tone at the top. This commitment to integrity and ethical values is commu-

nicated through the organization’s standards of conduct, and emphasized through direc-

tives, actions, and behavior. An organization should also establish processes to enforce 

standards of conduct, ensuring that deviations are identifi ed and remedied on a timely 

and consistent basis. If management outsources signifi cant activities, assurance should be 

obtained through communication and oversight that the provider of the outsourced activi-

ties adheres to the organization’s standard of conduct. 

The board of directors and its audit committee should demonstrate independence from 

management and properly oversee the development and performance of the organiza-

tion’s internal control. Factors considered here are the skills, expertise, and stature of 

the board’s members, the extent to which the board raises and pursues diffi cult questions 

with management, and its interaction with the internal and external auditors. For SEC 

registrants, the Sarbanes-Oxley Act of 2002 requires that the audit committee be directly 

responsible for the appointment, compensation, and oversight of the work of the CPA 

fi rm (including resolution of any disagreements between management and the CPA fi rm).

As described in Chapter 6, the audit committee should be composed of independent 

directors who are not offi cers or employees of the organization and who do not have 

other relationships that impair their independence. This enables the audit committee to be 

Distinguish among the major 

components of a client’s internal 

control: the control environment, 

risk assessment, control activities, 

the accounting information sys-

tem, and monitoring of controls.

LO 7-2

Commitment to 
Integrity and 
Ethical Values

Effective Board 
of Directors
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effective at overseeing the quality of the organization’s fi nancial reports and internal con-

trol and acting as a deterrent to management override of controls and management fraud. 

In addition, the audit committee should have one or more members who have fi nancial 

reporting expertise.

Other committees of the board of directors are also important to an effective con-

trol environment. The compensation committee oversees the policies and procedures for 

management compensation to help ensure that it is aligned with the strategic objectives 

and risk appetite of the organization. The nomination/governance committees lead the 

selection of competent directors and oversees the evaluation of the board members and 

senior management.

Management should establish, with board of director oversight, an effective 

 organizational structure to properly separate authority, reporting lines, and respon-

sibilities of the various positions within the organization. A well-designed organizational 

structure provides a basis for planning, directing, and control ling operations. It divides 

authority, responsibilities, and duties among members of an organization by dealing with 

such issues as centralized versus decentralized decision making and appropriate segrega-

tion of duties among the various departments.

When management decision making is centralized and dominated by one individual, 

that indi vidual’s abilities and moral character are extremely important to the auditors. 

When a decentralized style is used, procedures to monitor the decision making of the 

many man agers involved become equally important.

Personnel within an organization need to have a clear understanding of their responsibili-

ties and the rules and regulations that govern their actions. Therefore, to enhance the con-

trol environment, management develops employee job descriptions and clearly defi nes 

authority and responsibility within the organization. Policies also may be established 

describing appropriate business practices, knowledge and experience of key personnel, 

and the use of resources.

The organizational structure of an entity should separate responsibilities for 

(1)  authorization of transactions, (2) record keeping for transactions, and (3) custody 

of assets. In addition, to the extent practical, execution of the transaction should be seg-

regated from these other responsibilities. The effectiveness of such structure is usu ally 

obtained by having designated department heads who are evaluated on the basis of the 

performance of their respective departments. The top executives of the major departments 

should be of equal rank and should report directly to the president or to an executive vice 

president. The partial organization chart in Figure 7.1 illustrates such an arrangement. If, 

for example, the controller were a line subordinate to the vice president of production, the 

organizational independence of the accounting department would be greatly impaired.

Responsibilities of Finance and Accounting Departments
Finance and accounting are the two departments most directly involved in the fi nancial 

affairs of a business enterprise. The division of responsibilities between these depart-

ments illustrates the separation of the accounting function from operations and also from 

the custody of assets. Under the direction of the treasurer, the fi nance department is 

responsible for fi nancial operations and custody of liquid assets. Activities of this depart-

ment include planning future cash requirements, establishing customer credit policies, 

and arranging to meet the short- and long-term fi nancing needs of the business. In addi-

tion, the fi nance department has custody of bank accounts and other liquid assets, invests 

idle cash, handles cash receipts, and makes cash disbursements. In short, it is the fi nance 

department that conducts fi nancial activities.

The accounting department, under the authority of the controller, is responsible for 

all accounting functions and, often, the design and implementation of internal control. 

With respect to fi nancial activity, the accounting department records fi nancial transac-

tions but does not handle fi nancial assets. Accounting records establish accountability 

over assets and provide the information necessary for fi nancial reports, tax returns, and 

Effective 
Organizational 
Structure
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daily operat ing decisions. With respect to internal control, the accounting department 

maintains the independent records with which quantities of assets and operating results 

are compared. Often, this reconciliation function is performed by the operations control 
group or some other subdepartment within accounting.

Many of the subdepartments often found within accounting are illustrated in Figure 7.1. 

It is important for many of these subdepartments to be relatively independent of one another. 

For example, if the operations control group reconciles assets on hand to the accounting 

records, it is essential that the operations control personnel not maintain those records.

Ultimately, the effectiveness of internal control is affected by the characteristics of the 

organization’s personnel. Thus, management’s policies and practices for hiring, devel-

oping, and retaining competent employees has a signifi cant effect on the effectiveness 

of the control environment. As an example, standards for hiring the most qualifi ed indi-

viduals with an emphasis on educa tion, experience, and evidence of integrity and ethical 

Attracting, 
Developing, 
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behavior illustrate the organiza tion’s commitment to hiring competent and trustworthy 

people. Effective human resource policies often can mitigate other weaknesses in the 

control environment.

The organization must hold individuals accountable for their internal control responsibil-

ities to assure the effectiveness of the process. Ultimately, it is the board of directors that 

should hold the chief executive offi cer accountable for internal control in the achieve-

ment of the company’s objectives. Expectations should be made clear to employees and 

deviation from internal controls should be thoroughly investigated.

Risk Assessment

Organizations ordinarily face a variety of risks from external and internal sources that 

threaten their ability to meet their objectives in the areas of operations, reporting, and 

compliance. Risk assessment is management’s process for identifying, analyzing, and 

responding to such risks. In performing effective risk assessment, organizations should:

• Clearly specify objectives to allow the identifi cation and assessment of risks related to 

those objectives.

 • Identify and analyze risks to the achievement of its objectives to determine how they 

may be managed.

 • Consider potential fraud relating to the achievement of objectives.

• Identify and assess changes that could impact internal control.

In Chapters 5 and 6, we described the auditor’s risk assessment in a fi nancial statement 

audit. How is the auditors’ risk assessment related to the management’s risk assessment? 

Although there are similarities, the auditors’ risk assessment is primarily concerned with 

evaluating the likelihood of material misstatements in the fi nancial statements. While 

this can encompass reporting, operations and compliance, the scope of management’s 

risk analysis in the areas of operations and compliance, and internal reporting is much 

broader.

Effective risk assessment requires the establishment of performance measures to assess 

the achievement of objectives. This allows management to establish risk tolerance for its 

various objectives, and manage these risks. Risk tolerance is the acceptable level of varia-

tion in performance relative to the achievement of objectives. Risks may exist at the entity 

level or the transaction level. Entity-level risks arise from external or internal factors, such 

Individual 
Accountability

During the audit of a non-
public company, the audi-
tors’ study of organizational 

lines of authority and their use of an internal control ques-
tionnaire disclosed that the receiving department personnel 
were under the direction of the purchasing agent. Accounts 
payable department employees had also been instructed 
to accept informal memoranda from the purchasing agent 
as evidence of receipt of merchandise and propriety of 
invoices.

Because of this defi ciency in internal control, the audi-
tors thoroughly examined purchase invoices and came 

across a number of large December invoices from one sup-
plier bearing the notation “Subject to adjustment at time 
of delivery of merchandise.” Investigation of these trans-
actions disclosed that the merchandise had not yet been 
delivered, but the invoices had been paid. The purchasing 
agent explained that he had requested the advance billing 
in an effort to reduce taxable income for the year under 
audit, during which profi ts had been higher than usual. Fur-
ther investigation revealed that the purchasing agent held 
a substantial personal interest in the suppliers making the 
advance billings, and that top management of the client 
company was not aware of this confl ict of interest.

Illustrative Case Importance of Organizational 
Structure
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as economic, regulatory, technology, and personnel factors. Transaction-level are found 

within divisions, operating units, or functions of the organization. Such risks generally 

relate directly to the fi nancial statement assertions described in Chapter 6. 

Assessing risk involves evaluating likelihood of occurrence and potential impact. It 
also involves consideration of the velocity or speed of occurrence and duration of impact 
of the risk. This assessment allows management to identify the signifi cant risks that 

require a response. Risk responses fall in the following categories:

 • Avoidance. This response involves exiting the activity that gives rise to the risk.

 • Reduction. This response involves taking action to reduce risk likelihood or impact, 

or both. For example, risk reduction might involve managing the risk or adding addi-

tional controls to processes.

 • Sharing. This response involves reducing risk likelihood or impact by transferring or 

sharing a portion of the risk. Techniques for sharing include insurance, hedging, and 

outsourcing.

 • Acceptance. This response involves taking no action because the risk is consistent 

with the risk tolerance of the organization.

Control Activities

Control activities are policies and procedures that help mitigate the risk that the organiza-

tion’s objectives are not met. The basic principles are that management should:

 • Select and develop control activities that mitigate risks of the achievement of organi-

zation objectives to acceptable levels.

 • Select and develop general control activities over technology to support organization 

objectives.

 • Deploy control activities through policies that establish what is expected and in proce-

dures that put policies into action.

While there are many different types of control activities performed in an organiza-

tion, the following types are generally relevant to an audit of the organization’s fi nancial 

statements: performance reviews, transaction processing controls, physical controls, and 

segregation of duties.

These controls include reviews of actual performance as compared to budgets, forecasts, 

and prior period performance; relating different sets of data to one another; and perform-

ing overall reviews of performance. Performance reviews provide management with an 

overall indication of whether personnel at various levels are effectively pursuing the 

objectives of the organization. By investigating the reasons for unexpected performance, 

management may make timely changes in strategies and plans or take other appropriate 

corrective action.

A variety of control activities are performed to check the accuracy, completeness, valid-

ity, and authorization of transactions. The major types include authorizations and approv-

als, verifi cations, physical controls, controls over standing data, reconciliations, and 

supervisory controls.

An important aspect of transaction processing controls is the proper authorization of 

all types of transactions. Authorization of transactions may be either general or specifi c. 

General authorization occurs when management establishes criteria for acceptance of 

a certain type of transaction. For example, top management may establish general price 

lists and credit policies for new customers. Transactions with customers that meet these 

criteria can then be approved by the credit department. Specifi c authorization occurs 

when transactions are authorized on an individual basis. For example, top management 

Performance 
Reviews

Transaction 
Control Activities
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may consider individually and authorize specifi cally any sales transaction in excess of a 

specifi ed amount, say $100,000.

Another control over transaction processing is a system of well-designed forms 

and documents. To illustrate, consider the processing of a credit sales transaction. The 

accounting department receives copies of internal documents prepared by the sales, 

credit, and shipping departments to properly record the transaction. The documents 

inform the accounting department that the sale was authorized and approved and goods 

were shipped to the customer.

A control of wide applicability is the use of serial numbers on documents. Serial num-

bers provide control over the number of documents issued. Checks, tickets, sales invoices, 

purchase orders, stock certifi cates, and many other business papers can be controlled in 

this manner. For some documents, such as checks, it may be desirable to account for the 

sequence used by a monthly or weekly inspection of the documents issued. For other doc-

uments, as in the case of serially numbered admission tickets, control may be achieved 

by noting the last serial number issued each day, and thereby computing the total value of 

tickets issued during the day. In computerized accounting systems, the computer assigns 

numbers to the transactions and documents and ensures that all transactions are processed.

Physical controls include those that provide physical security over both records and 

other assets. Activities that safeguard records may include maintaining control at all times 

over unissued prenumbered documents, as well as other journals and ledgers, and restrict-

ing access to computer programs and data fi les.

Only authorized individuals should be allowed access to the company’s valuable 

assets. Direct physical access to assets may be controlled through the use of safes, locks, 

fences, and guards. Improper indirect access to assets, generally accomplished by falsify-

ing fi nancial records, must also be prevented. This may be accomplished by safeguarding 

the fi nancial records, as described above.

Periodic reconciliations should be made between accounting records and the physical 

assets on hand. Investigation of the cause of any discrepancies will uncover weak nesses 

either in procedures for safeguarding assets or in maintaining the related account ing records. 

Without these comparisons, waste, loss, or theft of the related assets may go undetected.

Figure 7.2 illustrates the use of an independently maintained record to establish 

accountability for assets. It is not essential that all three parties in the diagram (A, B, and 

C) be employees of the company; one or more may be an outside party or an electronic 

device. For example, if A is a bank with custody of cash on deposit, B would be the com-

pany employees maintaining records of cash receipts and disbursements, and C might be 

a computer program that performs periodic bank reconciliations. Or, if A is a salesclerk 

with custody of cash receipts from sales, B could be a cash register with a locked-in 

tape, and C could be the departmental supervisor. Regardless of the nature of the par-

ties involved, the principle remains the same: Accounting records should be  maintained 

 independently of custody of the related assets and should be reconciled at reasonable 

intervals to asset quantities on hand.

A manufacturer of golf clubs 
operated a large storeroom 
containing thousands of sets 

of golf clubs ready for shipment. Detailed perpetual inven-
tory records were maintained by the employee in charge of 
the storeroom. A shortage of several sets of clubs developed 
as a result of theft by another employee who had acquired 
an unauthorized key to the storeroom. The employee 
responsible for the storeroom discovered the discrepancy 

between the clubs in stock and the quantities of clubs as 
shown by the records. Fearing criticism of his record keep-
ing, he changed the inventory records to agree with the 
quantities on hand. The thefts continued, and large losses 
were sustained before the shortages were discovered. If the 
inventory records had been maintained by someone not 
responsible for physical custody of the merchandise, there 
would have been no incentive to conceal shortages by falsi-
fying the records.

Illustrative Case Importance of Segregation of 
Custody and Record Keeping
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Management should also establish supervisory controls that assess whether other 

transaction control activities are operating properly. Usually supervisory controls are 

focused on high-risk transactions.

Transaction-level controls may be broken into two categories: general control activities 

which apply to all or multiple types of transactions, and application controls that apply 

to the processing of a single type of transaction. To illustrate, controls that restrict access 

to technology to only authorized users provide general control over technology helping 

to ensure the reliability of all types of transactions. Controls over the authorization and 

processing of payroll transactions are application controls that only affect the reliability 

of payroll transactions. Chapter 8 provides a description of general controls and applica-

tion control activities in an information technology environment.

A fundamental concept of internal control is that no one department or person should 

handle all aspects of a transaction from beginning to end. We have already discussed the 

segregation of responsibilities among departments. In a similar manner, no one individual 

should perform more than one of the functions of authorizing transactions, recording 

transactions, and maintaining custody over assets. Also, to the extent pos sible, individu-

als executing the specifi c transaction should be segregated from these functions. The goal 

is to not allow an individual to have incompatible duties that would allow him or her 

to both perpetrate and conceal errors or fraud in the normal course of his or her duties.

A credit sales transaction may be used to illustrate appropriate authorization and seg-

regation procedures. Top management may have generally authorized the sale of mer-

chandise at specifi ed credit terms to customers who meet certain requirements. The credit 

department may approve the sales transactions by ascertaining that the extension of credit 

and the terms of sale are in compliance with company policies. Once the sale is approved, 

the shipping department executes the transaction by obtaining custody of the merchan-

dise from the inventory stores department and shipping it to the customer. The accounting 

department uses copies of the documentation created by the sales, credit, and shipping 

departments as a basis for recording the transaction and billing the customer. With this 

segregation of duties, no one department or individual can initiate and execute an unau-

thorized transaction.

Fidelity Bonds
Control activities are not a guarantee against losses from dishonest employees. It is often 

the most trusted employees who engineer large embezzlements. That they are so highly 

trusted explains why they have access to cash, securities, and company records and are in 

a position that makes embezzlement possible.

General Controls 
and Application 
Controls
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Many organizations purchase fi delity bonds to cover employees handling cash or other 

negotiable assets. Fidelity bonds are a form of insurance in which a bonding com pany 

agrees to reimburse an employer, within limits, for losses attributable to theft or embez-

zlement by bonded employees. Companies with only a few employees at risk may obtain 

individual fi delity bonds; larger concerns may prefer to obtain a blanket fi del ity bond 

covering a number of employees. Before issuing fi delity bonds, underwriters investigate 

thoroughly the past records of the employees to be bonded. This service offers added 

protection by preventing the employment of persons with dubious records in posi tions of 

trust. Bonding companies are much more likely to prosecute fraud cases vig orously than 

are employers; general awareness of this fact is another deterrent against dishonesty on 

the part of bonded employees.

The Accounting Information System2

Information is needed at all levels of an organization to assist management in meeting the 

organization’s objectives. The basic principles here are that management:

 • Obtains and uses relevant, quality information to support the functioning of other 

internal control components.

 • Communicates internally the information necessary to support the functioning of other 

components of internal control.

 • Communicates with external parties regarding matters affecting the functioning of 

other components of internal control.

An organization’s accounting information system consists of the methods and records 

established to record, process, summarize, and report an entity’s transactions and to main-

tain accountability for the related assets, liabilities, and equity. Accordingly, an account-

ing information system should:

 1. Identify and record all valid transactions.

 2. Describe on a timely basis the transactions in suffi cient detail to permit proper clas-

sifi cation of transactions for fi nancial reporting.

 3. Measure the value of transactions in a manner that permits recording their proper mon-

etary value in the fi nancial statements.

 4. Determine the time period in which transactions occurred to permit recording of trans-

actions in the proper accounting period.

 5. Present properly the transactions and related disclosures in the fi nancial statements.

In addition to the typical system of journals, ledgers, and other record keeping devices, 

an accounting information system should include a chart of accounts and a manual 

of accounting policies and procedures as aids for communicating policies. A chart of 
accounts is a classifi ed listing of all accounts in use, accompanied by a detailed descrip-

tion of the purpose and content of each. A manual of accounting policies and procedures 

states clearly in writing the methods of treating transactions. In combination, the chart of 

accounts and manual of accounting policies and procedures should provide clear guid-

ance that will allow proper and uniform handling of transactions.

Proper communication involves providing employees with an understanding of their 

individual roles and responsibilities relating to fi nancial reporting. Open communication 

channels are essential to proper functioning of an information system. Personnel that pro-

cess information should understand how their activities relate to the work of others and 

the importance of reporting exceptions and other unusual items to an appropriate level of 

management.

2 Internal Control-Integrated Framework refers to this component as information and communica-
tion. However, the accounting information system is of primary importance to an audit of fi nancial 
statements.
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Monitoring of Controls

Monitoring of controls, the last component of internal control, is a process to assess the 

quality of internal control performance over time. The basic principles are that the orga-

nization should:

 • Select, develop, and perform ongoing and separate monitoring evaluations to deter-

mine that the components of internal control are present and functioning.

 • Evaluate and communicate internal control defi ciencies in a timely manner to those 

responsible for taking corrective action, including senior management and the board 

of directors and its audit committee as appropriate.

The fi rst bullet above mentions ongoing and separate monitoring evaluations.  Ongoing 
monitoring evaluations include regularly performed supervisory and management activi-

ties, such as continuous monitoring of customer complaints, or reviewing the reason-

ableness of management reports. Separate evaluations are monitor ing activities that are 

performed on a nonroutine basis, such as periodic audits by the internal auditors.

An important aspect of the organization’s monitoring system is the internal audit func-

tion. Internal auditors investigate and appraise internal control and the effi ciency with 

which the various units of the organization are performing their assigned functions, and 

they report their fi ndings and recommendations to management and the audit commit-

tee. As representatives of top management, internal auditors are interested in determin-

ing whether each branch or department has a clear understanding of its assignment; is 

adequately staffed; maintains good records; properly safeguards cash, inventories, and 

other assets; and cooperates harmoniously with other departments. In addition, internal 

auditors monitor management and help prevent management override of internal control. 

The manner in which the CPAs use the work of internal auditors is discussed later in this 

chapter; the internal auditing profession is discussed in detail in Chapter 21.

Limitations of Internal Control

Internal control can do much to protect against both errors and fraud and to ensure the 

organization’s objectives are achieved. Still, it is important to recognize the existence of 

inherent limitations of internal control. Custom, culture, and the corporate governance sys-

tem may inhibit fraud, but they are not absolute deterrents. Mistakes may be made in the 

performance of controls as a result of a misunderstanding of instructions, mistakes of judg-

ment, carelessness, distraction, or fatigue. Errors in judgment may also occur in designing, 

maintaining, or monitoring controls. Control activities—whether manual or automated—

dependent upon separation of duties may be circumvented by collusion among two or more 

people. In addition, inappropriate management may override of internal control. Manage-

ment, for example, may enter into side agreements with customers that alter the terms and 

conditions of the company’s standard contract in ways that would preclude revenue recog-

nition, or management may improperly modify the accounting records.

The extent of the controls adopted by a business also is limited by cost considerations. 

It is not feasible from a cost standpoint to establish controls that provide absolute protec-

tion from fraud and waste; reasonable assurance in this regard is generally the best that 

can be achieved.

Enterprise Risk Management

Many organizations have established an enterprise risk management system. Enterprise risk 

management extends beyond internal control to focus on how the organization can maxi-

mize value for stakeholders by effectively managing all risks and opportunities. In 2004, 

Internal Audit 
Function
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the Committee of Sponsoring Organizations (COSO) issued Enterprise Risk Management–

Integrated Framework. 

Advantages of an enterprise risk management framework include:

 • Aligning the organization’s risk tolerance and its strategy.

 • Enhancing risk response decisions by focusing on the best techniques for managing 

risk—risk avoidance, reduction, sharing, and acceptance.

 • Reducing operational surprises and losses.

 • Identifying and managing multiple and cross-enterprise risks.

 • Seizing opportunities.

 • Improving the deployment of capital.

Similar to COSO’s internal control framework, the enterprise risk management (ERM) 

framework has the following eight components.

 1. Internal environment. The internal environment is the basis for all other components 

of ERM, providing discipline and structure. It encompasses the tone of the organi-

zation and sets the basis for how risk is viewed and addressed by an organization’s 

people, including risk management philosophy and risk tolerance, and integrity and 

ethical values.

 2. Objective setting. The organization’s mission sets forth in broad terms what the orga-

nization aspires to achieve. Strategic objectives are high-level goals aligned with the 

organization’s mission. These high-level objectives are linked and integrated with the 

specifi c objectives established for various activities. By setting objectives, the organi-

zation can identify critical risk factors, which are the key things that must go right for 

the objectives to be met.

 3. Event identifi cation. An event is an incident that occurs or might occur that affects 

implementation of strategy or achievement of objectives. Events may be negative (risks), 

positive (opportunities), or both. Risks require a response while opportunities should be 

channeled back to management’s strategy or objective-setting processes. Some events 

may be external in nature, such as those resulting from economic, natural environment, 

political, social, or technological factors. Other events result from internal factors such 

as the organization’s infrastructure, personnel, processes, or technology.

 4. Risk assessment. Risks must be analyzed, considering likelihood and impact, as a bas-

isfor determining how they should be managed.

 5. Risk response. In this aspect of ERM, management selects risk responses that are 

consistent with the risk tolerance of the organization including avoidance, reduction, 

sharing, and acceptance. 

 6. Control activities. Policies and procedures should be established and implemented to 

help ensure that the risk responses are effectively carried out.

Management override is 
often as simple as posting 
improper adjusting journal 

entries to modify fi nancial results. In a complaint fi led by 
the Securities and Exchange Commission against WorldCom, 
Inc., the SEC accused senior management of disguising the 
true performance of the company by using undisclosed and 
improper accounting that overstated income by capitalizing 

various costs that should have been treated as expenses. The 
New York Times reported that the company’s ex- controller 
admitted to investigators that he was aware of the expense 
shifts, but that fi nancial pressures being faced by the com-
pany left him with little choice. The ability of management 
to override internal control is diffi cult to prevent. Compa-
nies must rely upon active participation by the audit com-
mittee and an effective internal audit department.

Illustrative Case Management Override
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 7. Information and communication. Relevant information must be identifi ed, captured, 

and communicated to enable people to carry out their responsibilities regarding risk 

management.

 8. Monitoring. The entire ERM process should be monitored to make needed modifi -

cations. Monitoring is accomplished by ongoing management activities and separate 

evaluations, such as those performed by internal auditors.

It is not necessary for an organization to implement an enterprise risk management sys-

tem that meets these criteria in order to have effective internal control. However, man-

agement of organizations that implement these systems should do a much better job of 

managing business risks.

Corporate Governance and Its Relationship to Internal Control

As described in Chapter 1, corporate governance is “the system by which companies are 

directed and controlled.”3 It includes the policies, procedures, and mechanism that are 

established to ensure that the company operates in the best interests of its major stake-

holders, including owners, customers, suppliers, employees, and society as a whole. For 

a corporation, the major instruments of corporate governance include management com-

pensation systems, the boards of directors (including major committees), external (inde-

pendent) auditors, internal auditors, attorneys, regulators, creditors, securities analysts, and 

internal control systems.

The concept of corporate governance is somewhat broader than internal control in that 

it is not only concerned with the effectiveness of fi nancial reporting, but it also encom-

passes ethical treatment of all major stakeholders, compliance with laws, regulations, 

customary business practices, and effective risk management. Since management plays 

the major role in determining how various stakeholders are treated, corporate governance 

is primarily concerned with controlling management and providing incentives for appro-

priate management behavior. 

From an internal standpoint, the control environment is particularly signifi cant to corpo-

rate governance. It is important that the board exercises an independent oversight of manage-

ment, including taking a major role in risk management of the corporation. In particular, the 

audit committee of the board should provide effective oversight of management. The com-

pensation committee should assure that management is compensated in a manner that does 

not provide management with incentives to engage in inappropriate behavior. An indepen-

dent internal audit function is also a signifi cant internal mechanism for corporate governance.

The major external mechanisms of corporate governance include the external audi-

tors, regulators (such as the SEC), external auditors, creditors, underwriters, securities 

analysts, and major shareholders.

Financial Statement Audits: The Role of Internal Control

Recall from Chapter 6 that the overall approach that auditors use in a fi nancial statement 

audit includes:

 1. Plan the audit.

 2. Obtain an understanding of the client and its environment, including internal control.

 3. Assess the risks of misstatement and design further audit procedures.

 4. Perform further audit procedures.

 5. Complete the audit.

 6. Form an opinion and issue the audit report.

Describe the auditors’ consider-

ation of internal control.

LO 7-3

3 The Committee on the Financial Aspects of Corporate Governance, The Financial Aspects of 
 Corporate Governance, 1992.
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Risk of Material Misstatement

Inherent Risk Control Risk

Results of the risk assessment are used to design the nature, timing, and extent of 
further audit procedures. Recall from Chapters 5 and 6 that the possible further audit 
procedures include tests of controls and substantive procedures. The design of 

further audit procedures depends upon the results obtained while obtaining an under-

standing of internal control and assessing the risks of material misstatement. The auditors 

make decisions about the proper combination of tests of controls (which allow a lower 

assessment of control risk) and substantive procedures (which restrict detection risk). 

The following three sections provide details on how auditors obtain an understanding of 

internal control, how they assess the risks of material misstatement, and how they design 

and perform tests of controls.

Obtain an Understanding of the Client and Its Environment, 
Including Internal Control

As discussed in Chapter 6, the auditors perform risk assessment procedures to obtain an 

understanding of the client and its environment, including internal control. This under-

standing provides auditors with information to assess the risks of material misstatement 

and with information on the types of further audit procedures that should be performed. For 

example, to perform substantive procedures to verify the existence of accounts receivable, 

the auditors need to know and understand the nature of the underlying source documents.

In making a judgment about the extent of the understanding of internal control that is 

necessary, the auditors should realize that the information will subsequently be used to:

 • Identify types of potential misstatements.

 • Consider factors that affect the risks of material misstatement.

 • Design tests of controls (when applicable) and substantive procedures.

Internal control is most directly related to stages 2 through 4.

The auditors use risk assessment procedures to obtain an understanding of inter-

nal control. The understanding obtained, combined with the auditors’ other evidence, 

allows them to assess the risk of material misstatement. Recall that the risk of misstate-

ment is composed of inherent risk and control risk as:

The MF Global case clearly 
illustrates the importance of 
the risk management aspect 

of corporate governance. MF Global was a  multinational 
futures broker and bond dealer. In March of 2010 Jon 
 Corzine (former senator, New Jersey governor, and CEO of 
Goldman Sachs) was appointed CEO and chairman of MF 
Global. Under his leadership, the fi rm undertook a risky 
investment strategy, including huge bets on the sovereign 
debt of European countries with fi scal problems. As the 
amounts invested in these risky instruments increased, the 
then chief risk offi cer (CRO) made a series of presentations 

to the board of directors describing the risks related to 
the investment strategy. Corzine and the board of direc-
tors concluded that the potential risks presented by the 
CRO were implausible. Shortly thereafter, the CRO was 
replaced by another CRO that appeared to be less con-
cerned about the risks involved in management’s invest-
ment strategy. 

In October of 2011, the fi rm announced that it had en-
coun tered a signifi cant amount of losses, including the loss 
of hundreds of millions of investor funds that were sup-
posed to be segregated. Subsequently, MF Global collapsed 
and fi led for bankruptcy.

Illustrative Case Risk Management and 
Corporate Governance
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As we have discussed in Chapter 6, in addition to audit evidence on internal control, 

audit evidence is collected on the industry in which the client operates and on its overall 

environment. Previous year audit results may also provide relevant information relating 

to the current audit. Also, while performing risk assessment procedures, auditors may 

realize the need to obtain additional staff support with specialized skills, such as someone 

with a specialized understanding of information technology. As an example, a profes-

sional with information technology skills may be needed on the audit team due to the 

complexity of the client’s systems.

While obtaining an understanding of internal control, the auditors consider its design 

and determine that it has been implemented (placed in operation). It is helpful to realize 

that considering the design of a control and determining that it is implemented represent 

two different operations. For example, the client may provide a detailed fl owchart of the 

design of controls over the payroll function. To determine whether it has been imple-

mented, the auditors ordinarily observe the process and make certain that it seems as 

described. Yet, at this point, no detailed testing of that function (i.e., tests of controls) will 

ordinarily have been performed.

The auditors also consider inherent risks, judgments about materiality, and the nature 

of the client’s operations.

In all audits, the auditors’ understanding of internal control should encompass each of the 

internal control components—the control environment, risk assessment, control activi-

ties, the accounting information and communication system, and monitoring.

The Control Environment
The auditors should obtain suffi cient knowledge to understand management’s attitudes, 

awareness, and actions concerning the control environment. It is important that the audi-

tors concentrate on the substance of controls, rather than their form. For example, an 

organization may have, but not enforce, a code of conduct prohibiting unethical activities.

The company’s antifraud programs are of particular importance to the auditors because 

the professional standards require that the auditor evaluate whether such programs are 

suitably designed and implemented. This includes broad programs designed to prevent, 

deter, and detect fraud, as well as more specifi c controls. As indicated earlier in this chap-

ter, Appendix 7A provides examples of fraud programs and controls.

Risk Assessment
The auditors should obtain an understanding of the client’s process for identifying and 

responding to business risks. This understanding includes how management identifi es these 

risks, estimates their signifi cance, and decides upon actions to manage them. If the cli-

ent has implemented an enterprise risk management system, the auditors will obtain an 

understanding of the processes and controls that are implemented in the system. An under-

standing of the risk assessment process assists the auditors in identifying risks of material 

misstatement, since many such risks arise as a result of business risks faced by the client.

Factors such as the following might be indicative of increased fi nancial reporting risk 

for a client:

 • Changes in the organization’s regulatory or operating environment.

 • Changes in personnel.

 • New or revamped information systems.

 • Rapid growth of the organization.

 • Changes in technology affecting production processes or information systems.

 • New business models, products, or activities.

 • Corporate restructurings.

 • Expansion or acquisition of foreign operations.

 • Adoption of new accounting principles or changing accounting principles.

Required Auditor 
Understanding of 
Internal Control 
Components
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Control Activities
While obtaining an understanding of the other internal control components (the control 

environment, risk assessment, the accounting information system, and monitoring), audi-

tors generally obtain some knowledge about the client’s control activities. For example, 

while obtaining an understanding of documents relating to cash transactions, it is likely 

that the auditors will discover whether the bank accounts are reconciled. Whether it is 

necessary for the auditors to devote additional attention to obtaining an understanding of 

the other control activities depends on the circumstances of the engagement.

The auditors may fi nd it necessary to understand and test certain control activities to 

audit a particular assertion. For example, when auditing a charitable organization that 

receives signifi cant cash donations, the auditors may be unable to effectively plan the 

audit for the completeness assertion for cash contributions without understanding and 

testing controls related to cash receipts. In other circumstances, the auditors may con-

clude that it would be too costly to audit a particular assertion using only substantive pro-

cedures; the most effi cient course of action is to increase their understanding and testing 

of the client’s internal control.

The Accounting Information System
To understand the accounting information system, the auditors should become familiar with:

 • The classes of transactions that are signifi cant to the fi nancial statements.

 • How the incorrect processing of transactions is resolved.

 • How the information captures signifi cant nonroutine transactions and accounting 

estimates.

 • The procedures used to prepare fi nancial statements and related disclosures, and how 

misstatements may occur.

 • How fi nancial reporting roles and responsibilities and signifi cant matters relating to 

fi nancial reporting are communicated.

In obtaining an understanding of the client’s accounting information system and the 

related control activities, auditors generally fi nd it useful to divide the overall system into 

its major transaction cycles. The term transaction cycle refers to the policies and the 

sequence of procedures for processing a particular type of transaction. For example, the 

accounting system in a manufacturing business might be subdivided into the following 

major transaction cycles:

 1. Revenue (or sales and collections) cycle—including processes, procedures, and poli-

cies for obtaining orders from customers, approving credit, shipping merchandise, 

preparing sales invoices (billing), recording revenue and accounts receivable, and han-

dling and recording cash receipts.

 2. Acquisition (or purchases and disbursements) cycle—including processes, procedures, 

and policies for initiating purchases of inventory, other assets, and services; plac-

ing purchase orders, inspecting goods upon receipt, and preparing receiving reports; 

recording liabilities to vendors; authorizing payment; and making and recording cash 

disbursements.

 3. Conversion (production) cycle—including processes, procedures, and policies for 

storing materials, placing materials into production, assigning production costs to 

inventories, and accounting for the cost of goods sold.

 4. Payroll cycle—including processes, procedures, and policies for hiring, terminating, 

and determining pay rates; timekeeping; computing gross payroll, payroll taxes, and 

amounts withheld from gross pay; maintaining payroll records; and preparing and dis-

tributing paychecks.

 5. Financing cycle—including processes, procedures, and policies for authorizing, exe-

cuting, and recording transactions involving bank loans, leases, bonds payable, and 

capital stock.
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 6. Investing cycle—including processes, procedures, and policies for authorizing,  executing, 

and recording transactions involving investments in fi xed assets and securities.

The transaction cycles for a particular company depend upon the nature of the com-

pany’s business activities. A bank, for example, has no production cycle, but has both a 

lending cycle and a demand deposits cycle. Also, different auditors may elect to defi ne a 

given company’s transaction cycles in different ways. For example, the sales and collec-

tions cycle may alternatively be defi ned as two separate transaction cycles for (1) the pro-

cessing and recording of credit sales, and (2) the handling and recording of cash receipts. 

The important point to recognize is that dividing internal control into transaction cycles 

enables the auditor to focus upon the controls that affect the reliability of assertions about 

specifi c accounts in the fi nancial statements.

Monitoring of Controls
Finally, the auditors should obtain a suffi cient understanding of the entity’s monitoring 

methods relating to fi nancial reporting to understand how those procedures are used to 

initiate actions to address inadequate performance. The auditors will also consider how 

the work of the internal auditors contributes to internal control. The auditors’ consider-

ation of the work of internal auditors is described later in this chapter.

Certain areas are particularly diffi cult for management to control. If potentially signifi -

cant, those areas require special audit consideration. In terms of the audit risk model, 

the risk of material misstatement is very high for certain assertions in these areas. These 

assertions requiring special audit consideration often involve nonroutine transactions or 

accounting estimates.

Nonroutine transactions are those that are unusual, due to either size or nature, 

and occur relatively infrequently. A variety of risks relating to signifi cant  nonroutine 

 transactions arise due to factors such as management or other employee  intervention—

often manual—to specify accounting treatment of complex calculations. In addition, 

these transactions may be with related parties. Similarly, many accounting  estimates are 

of high risk due to their subjective or complex nature, or the need to make assumptions 

about the effects of future events. Examples include accounts valued at fair value and 

revenue accounts that may require estimates subject to differing  interpretation (e.g., sales 

in which the amount of actual realization is diffi cult to measure).

When determining whether an identifi ed risk of misstatement requires special audit 

consideration, the auditors consider factors such as the following:

 • Complexity of calculations involved.

 • Risk of fraud.

 • Selection and application of accounting policies.

 • Internal and external circumstances giving rise to business risks (e.g., technological 

change in the industry).

 • Recent developments in the industry and economy.

How do auditors obtain an understanding of a client’s internal control? Procedures to 

obtain audit evidence about the design and implementation of relevant controls may 

include inquiring of entity personnel, observing the application of specifi c controls, 

inspecting documents and reports, and tracing transactions through the information sys-

tem relevant to fi nancial reporting. Auditors ordinarily use one or a combination of these 

approaches to obtain the needed understanding of internal control. One restriction exists, 

however, in that inquiry alone is not suffi cient to evaluate the design of a control and to 

determine whether it has been implemented.

Areas Diffi cult 
to Control

Risk Assessment 
Procedures for 
Internal Control

Discuss the techniques used by 

auditors to obtain an understand-

ing of internal control.

LO 7-4
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In repeat engagements, the auditors will stress areas shown as having questionable 

controls in prior years. It is imperative, however, that auditors recognize that the pattern 

of operations is an ever-changing one—controls that were adequate last year may now be 

ineffective.

Auditors may determine the duties and responsibilities of client personnel by 

inspecting organization charts and job descriptions and interviewing client personnel. 

Many clients have procedures manuals and fl owcharts describing the approved prac-

tices to be followed in all phases of operations. Another excellent source of infor-

mation is in the reports, working papers, and audit programs of the client’s internal 

auditing staff.

The auditors’ understanding of internal control encompasses not only the design of 

controls, but also whether they have been implemented (placed in operation). Imple-

mented means that the control actually exists and is in use; that is, it does not just exist in 

theory or on paper.

While obtaining an understanding of internal control, the auditors may also obtain 

evidence about the operating effectiveness of various controls. The distinction between 

knowing that a control has been implemented and obtaining evidence on its operating 
effectiveness is important. To properly perform an audit, auditors are required to determine 

that the major controls have been implemented; they are not required to evaluate their 

operating effectiveness. However, if the auditors wish to assess control risk at a level below 

maximum, they should obtain evidence of the operating effectiveness of those controls. 

This evidence is obtained by performing tests of controls, which are discussed later in this 

chapter.

As the external auditors obtain a working knowledge of internal control, they should 

document the information in their working papers. The form and extent of this docu-

mentation is affected by the size and complexity of the client, as well as the nature of 

the client’s internal control. The documentation usually takes the form of internal control 

questionnaires, written narratives, or fl owcharts.

Internal Control Questionnaire
The traditional method of describing internal control is to fi ll in a standardized internal 
control questionnaire. Many public accounting fi rms have developed their own ques-

tionnaires for this purpose. The questionnaire usually contains a separate section for each 

major transaction cycle, enabling the work of completing the questionnaire to be divided 

conveniently among several audit staff members.

Most internal control questionnaires are designed so that a “no” answer to a question 

indicates a weakness in internal control and requires the auditors to identify types of 

potential misstatements arising therefrom. In addition, questionnaires may provide for a 

distinction between major and minor control weaknesses, an indication of the sources of 

information used in answering questions, and explanatory comments regarding control 

defi ciencies. A disadvantage of standardized internal control questionnaires is their lack 

of fl exibility. They often contain many questions that are “not applicable” to specifi c 

systems, particularly systems for small companies. Also, the situation in which an inter-

nal control strength compensates for a weakness may not be obvious from examining a 

completed questionnaire. An internal control questionnaire relating to cash receipts is 

illustrated in Figure 7.3.

An internal control questionnaire is intended as a means for the auditors to document 

their understanding of internal control. If completion of the questionnaire is regarded 

as an end in itself, there may be a tendency for the auditors to fi ll in the “yes” and 

“no” answers in a mechanical manner, without any real understanding or study of the 

 transaction cycle. For this reason, some public accounting fi rms prefer to use written nar-

ratives or fl owcharts in lieu of, or in conjunction with, questionnaires.

Documenting the 
Understanding of 
Internal Control
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Written Narratives of Internal Control
Written narratives of internal control are memoranda that describe the fl ow of 

transaction cycles, identifying the employees performing various tasks, the documents 

prepared, the records maintained, and the division of duties. Figure 7.4 is a written narra-

tive, describing internal control over cash receipts received in the form of checks.

Flowcharts of Internal Control
Many CPA fi rms consider systems fl owcharts to be more effective than questionnaires or 

narrative descriptions in documenting their understanding of a client’s accounting infor-

mation system and the related control activities. A systems fl owchart is a  diagram—a 

symbolic representation of a system or a series of procedures with each procedure shown 

in sequence. To the experienced reader, a fl owchart conveys a clear image of the system, 

FIGURE 7.3
Internal Control 
Questionnaire

Are all persons receiving or disbursing cash bonded?

Is all incoming mail opened by a responsible employee who 
does not have access to accounting records?

Does the employee assigned to the opening of incoming mail 
prepare a list of all checks and money received?

a) Is a copy of the listing of mail receipts forwarded to the 
accounts receivable department for comparison with the credits 
to customers’ accounts?
b) Is a copy of this list turned over to an employee other than 
the cashier for comparison with the cash receipts records?

Are receipts from cash sales and other over-the-counter 
collections recorded by sales registers or point-of-sale terminals?

Are the daily totals of cash registers or other mechanical devices 
verified by an employee not having access to cash?

Are physical facilities and mechanical equipment for receiving 
and recording cash adequate and conducive to good control?

Is revenue from investments, rent, concessions, and similar 
sources scheduled in advance so that nonreceipt on due date 
would be promptly investigated?

Do procedures for sale of scrap materials provide for direct 
reporting to accounting department concurrently with transfer of 
receipts to cashier?

Are securities and other negotiable assets in the custody of 
someone other than the cashier?

Are collections by branch offices deposited daily in a bank 
account subject to withdrawal only by home office executives?

Are each day’s receipts deposited intact and without delay by an 
employee other than the accounts receivable bookkeeper?

Are the duplicate deposit tickets returned by the bank and 
compared with the cash receipts record and mailroom list of 
receipts by an employee other than the cashier or accounts 
receivable bookkeeper?

Are the duplicate deposit tickets properly filed and available for 
inspection by auditors?

Are NSF checks or other items returned by the bank delivered 
directly to an employee other than the cashier and promptly 
investigated?

Is the physical arrangement of offices and accounting records 
designed to prevent employees who handle cash from having 
access to accounting records?

Not
Appl. Yes No

Weakness
Major Minor

Remarks

Answer

Question

Names and Positions of Client Personnel Interviewed:

Client Audit Date

Prepared by

Senior Review

Date

Date

Manager Review

Partner Review

Date

Date

Internal Control Questionnaire
Cash Receipts—Sales Cycle

Lorraine Martin—Cashier;   Helen Ellis— Head Bookkeeper;   Wm. Dale—Manager

Bennington Co., Inc. December 31, 200X

V.M. Harris Sept. 6, 0X

H. Ellis is head
bookkeeper

See mitigating
control in #13

W. Dale
Manager

Chronological
sequence

Small company
doesn’t permit
this

W. Dale
Manager

1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

15.

16.
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FIGURE 7.4
Written Narrative on 
Internal Control

Bennington Co., Inc.
Cash Receipts Procedures

December 31, 200X

All checks are received by mail. Lorraine Martin, cashier, picks up the mail every morning at 
the post offi ce and delivers it unopened to Helen Ellis, the head bookkeeper.

Ellis opens and distributes the mail. Customers’ checks are given to Martin, who inputs 
them as a batch into the cash receipts application program, which prepares duplicate 
deposit slips, records the cash, and posts the accounts receivable subsidiary ledger. Martin 
deposits the checks intact at the First National Bank and returns with a validated duplicate 
deposit slip, which Ellis fi les chronologically.

Any customers’ checks charged back by the bank are given by Ellis to the manager, 
 William Dale, who follows up and redeposits the checks. Ellis also forwards monthly bank 
statements unopened to Dale. Dale reconciles the monthly bank statement, compares the 
dates and amounts of deposits with the entries in the cash receipts journal, and reviews the 
propriety of sales discounts recorded in the cash receipts journal.

Martin, Ellis, and Dale are all bonded.
Val Martin Harris

September 6, 200X

showing the nature and sequence of procedures, division of responsibilities, sources and 

distribution of documents, and types and location of accounting records and fi les. The 

standard symbols used in systems fl owcharting are illustrated in Figure 7.5; however, 

the symbols used and the fl owcharting technique vary somewhat among different public 

accounting fi rms.

Separate systems fl owcharts are prepared for each major transaction cycle. Each fl ow-

chart is divided into vertical columns representing the various departments (or employ-

ees) involved in processing the transactions. Departmental responsibility for procedures, 

documents, and records is shown by reviewing the related fl owcharting symbol beneath 

the appropriate departmental heading. Flowcharts usually begin in the upper left-hand 

corner; directional fl owlines then indicate the sequence of activity. The normal fl ow of 

activity is from top to bottom and from left to right. These basic concepts of systems 

fl owcharting are illustrated in Figure 7.6.

The advantage of a fl owchart over a questionnaire or a narrative is that a fl owchart 

provides a clearer, more specifi c portrayal of the client’s system. There is less opportunity 

for misunderstanding, omitted areas, or ambiguous statements when one uses lines and 

symbols rather than words to describe internal control. Furthermore, in each successive 

annual audit, updating a fl owchart is a simple process requiring only that the auditor add 

or change a few lines and symbols.

A possible disadvantage of fl owcharts is that internal control weaknesses are not 

identifi ed as prominently as in questionnaires. A “no” answer in an internal control 

questionnaire is a conspicuous red fl ag calling attention to a dangerous situation. 

A  fl owchart may not provide so clear a signal that a particular control is absent or 

is not being properly enforced. For that reason, some CPA fi rms use both fl owcharts 

and  questionnaires to describe internal control. The fl owchart clearly depicts internal 

 control, while the questionnaire serves to remind the auditors of controls that should 

be present.

The Walk-Through
After describing internal control in their working papers, the auditors often will verify 

that it has been implemented by performing a walk-through of each transaction cycle. 

The term walk-through refers to tracing one or two transactions through each step 

in the cycle. To perform a walk-through of the sales and collections cycle, for exam-

ple, the auditors might begin by selecting several sales orders and following the related 



270 Chapter Seven

transactions through the client’s sequence of procedures. The auditors would determine 

whether such procedures as credit approval, shipment of merchandise, preparation of 

sales invoices, recording of the accounts receivable, and processing of the customers’ 

remittances were performed by appropriate client personnel and in the sequence indicated 

in the audit working papers. If the auditors fi nd that internal control functions differently 

from the working paper description, they will modify the working papers to describe the 

actual process.

FIGURE 7.5
Widely Used 
Flowcharting Symbols

Check

Prepare
Sales

Invoice

Print
Purchase

Order

4

Filed
by Date

A

Customer

Received 
Cash from 
Customer

Yes

No

Magnetic
Disk

Online
Storage

Magnetic
Tape

Decision—Indicates alternative courses of action resulting from a yes 
or no decision.

Input/Output—Used in place of an off-page connector to indicate information
entering or exiting the flowchart.

Off-Page Connector—Indicates source or destination of items entering
or exiting the flowchart.

Connector—Exit to or entry from another part of the flowchart. Used to avoid
excessive crossing of flowlines. Exit and entry connectors are keyed by letters
or numbers.

Annotation—Used for explanatory comments, such as filing sequence
(by date, alphabetical, etc.). 

Flowlines—Lines indicating the directional flow of documents. Normally
downward or to the right unless otherwise indicated by arrowheads. 

Offline Storage—A file or other storage facility for documents or computer
records.

Process—Any operation, whether performed manually, mechanically, or by
computer. Often used interchangeably with the manual process symbol.

Manual Process—Any manual operation, such as preparation of a sales
invoice or reconciliation of a bank statement.

Document—Any paper document, such as a check or sales invoice.

Display—Indicates a step that displays information.

Special Symbols for Computer Systems
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Assess the Risks of Material Misstatement

The auditors should identify and assess the risks of material misstatement at both the 

fi nancial statement level and the relevant assertion level for account balances, transaction 

classes, and disclosures. The general approach followed during risk assessment is to use all 

the audit evidence obtained on the client and its environment, including internal control, to:

 • Identify risks.

 • Relate the identifi ed risks to what can go wrong at the relevant assertion level.

Explain how internal control 

relates to a fi nancial statement 

audit.

LO 7-5

  FIGURE 7.6   Cash Receipts Flowchart  
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 • Consider whether the risks are of a magnitude that could result in a material 

misstatement.

 • Consider the likelihood that the risks could result in a material misstatement.

The auditors’ understanding of the entity’s internal control is a key input in identify-

ing the risks of material misstatement. For example, the auditors use their understanding 

of the client’s information system to identify risks of material misstatement that relate 

directly to the recording of transactions such as the following:

 • Routine transactions (e.g., revenue, purchases, and cash receipts and disbursements).

 • Nonroutine transactions (e.g., taking of inventory, calculating depreciation expense).

 • Estimation transactions (e.g., determining the allowance for doubtful accounts).

Since strong controls over an area are likely to result in the proper recording of trans-

actions, the expected effectiveness of internal control is often a key factor in assessing 

the risks of material misstatement. Yet when the auditors assess the risks of material mis-

statement at this stage of the audit, they have little information on the actual effectiveness 

of controls. Ordinarily they know the system as it has been described to them, and they 

have determined that it has been implemented. This allows them to assess only the effec-

tiveness of the design of the system. If they wish to rely on the controls with respect to 

particular assertions, they should perform tests of controls to obtain audit evidence about 

their actual effectiveness.4

Risks at the fi nancial statement level are those that relate to the overall fi nancial state-

ments and potentially affect many individual assertions. The following are examples of 

risks at the fi nancial statement level:

 • Preparing the fi nancial statements, including the development of signifi cant account-

ing estimates and the preparation of the notes.

 • Selecting and applying signifi cant accounting policies.

 • IT general controls (these controls are discussed in further detail in Chapter 8).

 • The control environment.

Risks such as these potentially affect many relevant assertions in that they cannot effec-

tively be isolated. In addition to the various accounts they may affect, these risks are dif-

fi cult for the auditors because assessing the associated risks often requires considerable 

judgment. For example, poorly controlled access to the IT system may allow unauthor-

ized personnel to access and inappropriately change data of many types. Questions about 

the integrity of management also may raise a variety of questions relating to the fi nancial 

statements. Because of these characteristics of fi nancial statement level risks, an overall 

response by the auditor is often required. This response might include:

 • Assigning more experienced staff or those with specialized skills.

 • Providing more supervision and emphasizing the need to maintain professional 

skepticism.

 • Incorporating additional elements of unpredictability in the selection of further audit 

procedures to be performed.

 • Increasing the overall scope of audit procedures, including their nature, timing, or 

extent.

Assess Risks at 
the Financial 
Statement Level

4 As we have indicated in Chapter 5, the process is not as sequential as implied. Auditors will 
at some points have performed tests of controls while obtaining an understanding of internal 
control. The point we make here is that simply obtaining an understanding of the system and its 
implementation is not ordinarily suffi cient to evaluate its operating effectiveness. As indicated later 
in this chapter, however, an exception to this general rule sometimes exists for certain automated 
controls whose very implementation implies operating effectiveness.



Internal Control 273

Some risks of misstatement relate to one or a few relevant assertions. For example, 

risks associated with the failure to recognize an impairment loss on a long-lived asset 

affect only the valuation assertion and related impairment loss associated with that asset. 

Risks related to inaccurate counting of inventory at year-end affect the valuation of inven-

tory and the accuracy of cost of goods sold.

When auditors assess risks at the relevant assertion level, they consider both the design 

of the control and its implementation. When the design itself is defi cient, the issue of 

whether the control has been implemented loses importance since it is unlikely that the 

control will be effective. Ordinarily, the auditors will then consider whether the situation 

results in a risk of material misstatement and the need for substantive procedures to deter-

mine whether such a material misstatement exists.

When the design seems strong, auditors should determine that it has been implemented 

and that it exists more than simply “on paper.” Determining whether it has been imple-

mented ordinarily involves observing the procedure. The auditors may also decide to 

perform further audit procedures to determine whether the controls operate effectively— 

these procedures are tests of controls.

A decision to perform tests of controls is based on both the auditors’ consideration of 

whether controls are likely to be operating effectively and whether testing those controls is 

likely to be cost effective. In other words, the auditors should ask themselves, “Is the time 

required to perform tests of controls to justify a lower assessment of control risk justifi ed in 

terms of its resulting decrease in the scope of substantive procedures?” The lower assessed 
level of control risk (or risk of material misstatement) is appropriate only when the audi-

tors have evidence on the operating effectiveness obtained by performing tests of controls.

The auditors’ approach also may be dictated by other audit evidence that is available 

and by the nature of the client’s information system. For example, when the client uses a 

sophisticated information technology system, the auditors may conclude that substantive 

procedures cannot, in and of themselves, provide suffi cient audit evidence. When this is 

the case, there may be no other option than relying upon a combination of tests of con-

trols and substantive procedures.

Design and Perform Further Audit Procedures

After assessing the risks of material misstatement, the auditors consider what can go 

wrong and design further audit procedures. Further audit procedures ordinarily consist 

of substantive procedures and, when the assessed level of risk presumes that controls 

operate effectively, tests of controls. At this point, the risk assessments are preliminary 

because the auditors may be assuming that controls that have not been tested are operat-

ing effectively. The preliminary assessments of control risk are often referred to as the 

planned assessed level of control risk.
Tests of controls can focus on either fi nancial statement or assertion level controls. 

Ordinarily, controls that operate at the fi nancial statement level, such as the control envi-

ronment or IT general controls, are only indirectly related to particular assertions. The 

emphasis for tests of controls should ordinarily be upon the operating effectiveness of 

controls that are directly related to relevant assertions. In addition, the auditors will con-

sider the need to obtain audit evidence on the effective operation of fi nancial statement 

level controls for which the effectiveness of direct controls depends.

The auditors perform tests of controls to obtain evidence about the operating effective-

ness of controls. The approach is to (1) identify the controls likely to prevent or detect 

material misstatements and (2) perform tests of controls to determine whether they are 

operating effectively. Tests of controls address the following:

 • How controls were applied.

 • The consistency with which controls were applied.

 • By whom or by what means (e.g., electronically) the controls were applied.

Assess Risks at 
the Relevant 
Assertion Level

Tests of Controls

Describe the major types of tests 

of controls.

LO 7-6
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As indicated previously, the auditors may have gathered some evidence about the effec-

tiveness of certain controls while they performed procedures to obtain an understanding 

of internal control and determined that the controls were implemented. For example, in 

evaluating the design of the control environment, the auditors may have made inquiries 

about management’s use of budgets, observed management’s comparison of monthly 

budgeted and actual expenses, and inspected reports pertaining to the investigation of 

variances. For effi ciency purposes, the auditors may have decided to perform virtually all 

of the tests of controls during the process of obtaining an understanding of internal con-

trol. However, for many audits the auditors will design additional tests of controls at this 

point to support their planned assessed level of control risk. The auditors will use their 

understanding of the client’s internal control to design these additional tests of controls.

Nature of Tests of Controls
The audit procedures used to test the effectiveness of internal control include:

 • Inquiries of appropriate client personnel.

 • Inspection of documents and reports.

 • Observation of the application of controls.

 • Reperformance of the controls.

Tests of controls focus on the operation of controls rather than on the accuracy of 

fi nancial statement amounts. To illustrate this distinction, assume that the client has 

implemented the control of requiring a second person to review the quantities, prices, 

extensions, and footing of each sales invoice. The purpose of this control is to prevent 

material errors in the billing of customers and the recording of sales transactions.

To test the operating effectiveness of this control of requiring a second person review, 

the auditors may make inquiries of client personnel and observe application of the proce-

dure. They might also select a sample of, say, 20 sales invoices prepared throughout the 

year. They would inspect the invoice copy for the initials of the reviewer and reperform the 

procedure by comparing the quantities to those listed on the related shipping documents, 

comparing unit prices to the client’s price lists and verifying the extensions and footings. 

The results of this test provide the auditors with evidence as to the existence and valuation 

of the recorded sales and accounts receivable. If numerous deviations from the control are 

found, the auditors will expand their substantive procedures with respect to existence and 

valuation of accounts receivable and sales transactions. For example, a substantive test of 

fi nancial statement amounts might involve selecting a sample of recorded sales transactions 

to determine that they have been properly recorded and included in the year’s total sales.

The control described above leaves documentary evidence of performance, the review-

er’s initials, that allows it to be tested by sampling. Controls that do not leave documen-

tary evidence of performance should be tested entirely through observation by the auditors 

and inquiry of client personnel. Segregation of duties, for example, is tested by observing 

the client’s employees as they perform their duties, and inquiring as to who performed 

those duties throughout the period under audit. The auditors also should determine whether 

employees performed incompatible duties when other employees were absent from work 

on sick leave or vacation.

Timing of Tests of Controls
Timing of the performance of tests of controls depends upon the auditors’ objectives. If the 

auditors test the operation of controls at a particular time, their audit evidence generally 

relates only to that time (e.g., tests of counting procedures performed during the annual 

physical inventory counting at period end). However, tests of certain controls provide evi-

dence about operating effectiveness throughout the period (e.g., tests of general controls 

pertaining to modifying and using a computer program). For many controls, the auditors 

will want evidence on operating effectiveness by sampling from throughout the period.

Extent of Tests of Controls
The general approach to increasing the evidence from a test of control is to increase the 

extent of the test (e.g., increase the number of items tested). However, automated controls 
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provide an exception to this approach. Because of the inherent consistency of operation 

of automated controls, the auditors often use an audit approach of determining that the 

control is working at a point in time and that no inappropriate changes were made to the 

program during the period. In such cases, determining that a control has been imple-

mented may be suffi cient to serve as audit evidence on operating effectiveness. Chapter 9 

discusses determining sample sizes for tests of controls.

Evidence from Tests of Controls Performed in Prior Audits
When the client has been audited in prior years, the auditors may have obtained evidence 

about the operating effectiveness of controls from tests performed in those audits. If the 

auditors plan to use this evidence, they should obtain evidence about whether changes in 

specifi c controls have occurred subsequent to the prior year’s audit. If there have been 

changes, the new controls should be tested in the current audit to provide a basis for reduc-

ing control risk. However, if the auditors determine that the controls have not changed, 

they may rely on evidence of operating effectiveness obtained from prior years’ audits. 

But to what extent may they rely upon them? Both AICPA and International Auditing 
Standards require that tests of control be performed at least every third audit. PCAOB 

standards do not allow testing controls every third audit—PCAOB standards provide that 

annually some evidence regarding operating effectiveness should be obtained when con-

trols are relied upon.

After the auditors have completed the tests of controls, they should determine if it is 

necessary to revise their assessed levels of control risk (or risks of material misstate-

ment) based on the results of those tests. If the results indicate that controls operated as 

effectively as had been assumed, no revision is necessary. The original audit plan is still 

appropriate. However, if the results reveal that controls are less effective than had been 

originally thought (i.e., control risk is higher than originally assessed), the auditors will 

revise their planned assessments and carefully consider the possible misstatements that 

may exist in the fi nancial statements. Then, they will design additional substantive audit 

procedures to address the additional risk of misstatement.

Although unlikely, a fi nal possibility is that controls are found to operate more effec-

tively than expected. In this case, modifi cations may include a decrease in the extent of 

substantive audit procedures.

The auditors’ assessment of the risk of material misstatement (or separate assessments of 

inherent and control risks) determines the nature, timing, and extent of substantive audit 

procedures for the various assertions in the fi nancial statements. For assertions with a 

high risk of material misstatement, the auditors will plan substantial substantive proce-

dures. On the other hand, when the assessments of the risk of material misstatement of an 

assertion are low, the substantive procedures will be restricted or in some circumstances 

eliminated for that assertion. Chapters 10 through 16 provide details of the way in which 

auditors design substantive procedures for various accounts and assertions.

The auditors’ consideration of internal control is complex. Figure 7.7 is a fl owchart 

that highlights the major steps in the auditors’ consideration of internal control.

The auditors’ consideration of internal control is documented as a part of the overall risk 

assessment and evidence accumulation process. In addition to documenting their overall 

understanding of internal control, the auditors should document:

 • The overall responses to address the assessed risks of material misstatement at the 

fi nancial statement level.

 • The nature, timing, and extent of the further audit procedures.

 • The linkage of those procedures with the assessed risks at the relevant assertion level.

Revise the Risk 
of Material 
Misstatement 
Based on the 
Results of Tests 
of Controls

Design and 
Perform 
Substantive 
Procedures

Documentation
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FIGURE 7.7
The Auditors’ 
Consideration of 
Internal Control

 • The results of the audit procedures.

 • The conclusions reached with regard to the use of the current audit evidence about the 

operating effectiveness of controls that was obtained in a prior audit.

Figure 7.8 provides an illustration of a working paper summarizing the auditors’ assess-

ment of inherent risk, control risk, and the combined risk of material misstatement.

Obtain understanding of the client
and its environment.

Obtain understanding of internal
control (design and implementation).

Document the understanding
of internal control.

Control Environment
Risk Assessment
Control Activities
Accounting Information and Communication System
Monitoring

Yes

No

Questionnaires
Written Narratives
Flowcharts

Substantive procedures or a
combination of tests of controls
and substantive procedures

Assess risks of
material misstatement.

Consider internal control and results
of other risk assessment procedures

Perform tests of controls
and evaluate results.

Inquiry
Inspection
Observation
Reperformance

Design further
audit procedures.

Is
assessment

based on an expectation
that controIs operate

effectively?

Do
controls operate
as effectively as

expected?

Modify planned
substantive procedures.

Perform
substantive procedures.

No

Yes

Perform the planned
substantive procedures.
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Modifying audit plans (programs) for various levels of control risk while considering 

other  factors such as levels of materiality and inherent risk involves complex judgments. 

How many additional items should the auditors test to compensate for high control risk? 

Is the risk of material misstatement for a particular assertion low enough to make it fea-

sible to test the assertion at an interim date rather than at year-end? Without guidance 

from the CPA fi rm, different auditors within that fi rm might arrive at different answers to 

these questions. In fact, research on these types of audit judgments has revealed just that; 

there is a good deal of variance in auditors’ decisions.

CPA fi rms initially reacted to this problem by developing policies that place limits 

on individual auditors’ decisions. The establishment of minimum audit sample sizes 

for particular types of tests is an example of such a policy. More recently, CPA fi rms 

have attempted to add even more structure to auditors’ decisions through the use of 

decision aids or guides. An audit decision aid is a checklist, standard form, or com-

puter program that helps the auditors make a particular decision by ensuring that they 

consider all relevant information or by assisting them in combining the information to 

make the decision. By reducing the variance in auditors’ judgments, decision aids pro-

mote the performance of audits that meet fi rm and professional requirements.

Much of the work performed by internal auditors is similar in nature to that performed 

by external auditors. This raises the question of how the work of internal auditors may be 

used by the external auditors. Statement on Auditing Standards No. 128 (AU-C 610 and 

PCAOB 322), “Using the Work of Internal Auditors,” indicates that the external (inde-

pendent) auditors may use the work in the following two ways: 

 1. Obtaining audit evidence by using the internal auditors’ work performed as a part of 

their normal responsibilities, and

 2. Using internal auditors to provide direct assistance on the external audit.

As indicated in the discussion of the components of internal control, the internal audit 

function is an important part of the client’s internal control, risk management and gov-

ernance system. In performing their monitoring and control  function, internal auditors 

perform procedures that are similar to those performed by the external auditors. For 

example, internal auditors usually perform tests of controls, tests of compliance with 

laws and regulations, and substantive tests that are relevant to the audit of the client’s 

fi nancial statements. 

In determining whether the internal auditors’ work will be used, the external audi-

tors begin by obtaining an understanding of the work to determine if it is relevant to 

their audit. They make inquiries about such matters as the internal auditors’ activities and 

plans. If the external auditors decide the work is relevant and it would be effi cient to use 

it, they should assess the competence and objectivity of the internal audit function, and 

determine whether the internal auditors apply a systematic and disciplined approach to 

performing the work, including the application of appropriate quality control. 

In evaluating the competence of the internal audit function, the external auditors 

evaluate the internal auditors’ policies for hiring, training and assigning personnel to 

engagements. They evaluate whether the internal audit function is adequately and appro-

priately staffed. They also consider whether individual auditors are adequately trained 

and profi cient by evaluating their education level, professional experience, and profes-

sional certifi cations. Finally, the external auditors investigate the internal auditors’ poli-

cies, programs, procedures, working papers, and reports, and the extent to which internal 

auditors’ activities are supervised and reviewed.

Objectivity is evaluated by considering the organizational status of the director of 

internal audit, including whether the director reports to those charged with governance of 

the entity, such as the audit committee of the board of directors. The internal audit func-

tion should be free from confl icting responsibilities, and have no constraints on its audit 

Decision Aids 
for Audit Plan 
Modifi cation

Using the Work of 
Internal Auditors
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activities. Decisions regarding employment of the director of internal audit should rest 

with those charged with governance. In addition, the internal audit function should have 

policies that prevent individual auditors from being assigned to an engagement where 

they have a confl ict of interest.

If, after assessing internal audit competence, objectivity, and approach, the external 

auditors decide to use some of the internal auditors’ work, they should review that work 

and reperform some of the audit procedures. In deciding the nature and extent of the work 

to be used in a particular audit area, the external auditors should consider the judgment 

involved in planning and performing the procedures and evaluating the evidence, and the 

risk of material misstatement of the related account. In addition, judgments about assess-

ments of risk, the materiality of misstatements, the suffi ciency of tests performed, and 

other matters affecting the opinion must be those of the external auditors.

The internal auditors also may provide direct assistance to the external auditors in 

preparing working papers and performing certain audit procedures. In such cases, the 

external auditors should direct, supervise, review and test the work. In determining the 

nature and extent of the work that can be assigned to the internal auditors, the external 

auditors should consider whether there are any signifi cant threats to objectivity or com-

petence in performing the work. They should also consider the assessed risk of material 

misstatement of the area being audited, and the amount of judgment involved in planning 

and performing the procedures and evaluating the audit evidence. Examples of work that 

should not be assigned to internal auditors include making required inquiries of manage-

ment related to the identifi cation of fraud risks and determining the procedures to respond 

to such risks.5

When the external auditors decide to use the work of the internal auditors, they should 

communicate how the work will be used to those charged with governance. In addition, 

if they plan to use the internal auditors for direct assistance they should obtain written 

acknowledgement from management and those charged with governance that the internal 

auditors will be allowed to perform the work free from any interference. 

Service organizations provide processing services to companies (user entities) that 

decide to outsource a portion of their processing. For example, a CPA’s client (the user 

entity) may outsource its payroll function to a service organization. AICPA AU-C 402 

(PCAOB 324) requires the auditors of the user entity to obtain an understanding of how 

the entity uses the services of the service organization, including the nature and signifi -

cance of the services and the effect on internal control. If the auditors are unable to obtain 

a suffi cient understanding from the user entity, they should obtain that understanding 

through performing one or more of procedures:

 • Contact the service organization, through the user entity, to obtain specifi c information.

 • Visit (or engage another auditor to visit) the service organization and perform neces-

sary procedures about the relevant controls at the service organization.

 • Obtain and consider the report of a service auditor on the service organization’s 

controls as described below.

When there is a low degree of interaction between the user entity’s controls and those 

at the service organization, the auditors may fi nd that controls applied by the user entity 

are adequate to ensure that material errors or fraud in transactions are detected. For exam-

ple, the user entity’s personnel may develop input control totals and compare them to 

the service organization’s output. They may also reperform computer calculations on a 

test basis. When such controls are adequate, the auditors need test only client controls to 

Consideration 
of Outsourced 
Computer 
Processing 
to Service 
Organizations

5 International auditing standards indicate that internal auditors may not provide direct assistance 
to perform procedures that involve (1) making signifi cant judgments, (2) areas of higher assessed 
risk of misstatement where judgment is involved in performing the audit procedure or evaluating 
the audit evidence, (3) areas with which the internal auditors have been involved, and (4) certain 
other procedures, such as maintaining control over external confi rmation requests.
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obtain appropriate evidence; there is no need to perform audit procedures (e.g., tests of 

controls) at the service organization. 

As interaction between the service organization and user entity increases, the auditors 

may contact the service organization and, if necessary, perform procedures to obtain the 

required understanding. In addition, if the audit plan includes a presumption that certain con-

trols operate effectively, the auditors should obtain evidence of their operating effectiveness 

regardless of whether those controls are applied by the client or by the service organization. 

Most service organizations perform similar processing services for numerous clients. 

If the auditors of each user entity were to visit the service organization for the purpose of 

reviewing controls, they would ask similar questions and perform similar tests. It is often 

advantageous for the service organization to engage its own audit fi rm (called a service 

auditor) to study its controls that are likely to be relevant to user entities’ internal control 

over fi nancial reporting.6 The user auditors may then elect to rely on this report as an 

alternative or in addition to performing procedures at the service organization themselves.

Reports of Service Auditors
AICPA AT 801 (PCAOB 324), “Reporting on Controls at a Service Organization,” pres-

ents two types of reports that service auditors may provide:

 • Type 1 report—A report on a management’s description of a service organization’s 

system and the suitability of the design of controls.

 • Type 2 report—A report on a management’s description of a service organization’s 

system and the suitability of the design and operating effectiveness of controls 
(throughout the period covered by the service auditor’s report).

In determining the suffi ciency and appropriateness of the audit evidence provided by 

the service auditors’ report, the user auditors should consider the professional compe-

tence of the service auditors and their independence with respect to the service organiza-

tion. When the user auditors’ risk assessment includes an expectation that controls at the 

service organization operate effectively, the user auditors should obtain a Type 2 report 

(if available), or perform appropriate tests of controls. If the service auditors’ report pro-

vides an adequate basis for the user auditors’ assessment, usually there is no need for the 

user auditors to perform their own tests at the service organization.

6 As described in Chapter 20, the AICPA has established three service organization controls (SOC) 
reporting options for examination services performed by service auditors. The report described in 
this section is referred to as a “SOC 1” report. SOC 2 and SOC 3 reports are addressed in Chapter 20.

A corporation has an emplo-
yee benefi t plan that uses 
a bank trust department 

to make investment decisions and provide reports on the 
plan’s assets. When the employee benefi t plan’s fi nancial 
statements are audited, the plan’s auditors need information 
about the plan’s internal control over fi nancial reporting, 
including controls at the bank trust department. To provide 
this information to the plan auditors, a CPA (service auditor) 
performs an examination of controls at the bank trust 
department and issues a report with detailed information 
on those controls. The service auditors’ report includes an 
opinion on whether the bank trust department’s description 

of its control system is fairly presented and whether 
controls at the bank trust department that may affect user 
entities’ fi nancial reporting are suitably designed—a Type 1 
report. In addition, if so engaged, the service auditors will 
include in the report an opinion on whether the controls 
were operating effectively and describe tests controls 
performed—a Type 2 report. The auditors of the benefi t 
plan’s fi nancial statements use the service auditors’ report 
to obtain information needed to audit the employee 
benefi t plan’s fi nancial statements.

* Adapted from Service Organization Controls: Managing Risks 
by Obtaining a Service Auditor’s Report, AICPA 2010.

Illustrative Case Auditor Use of a Service 
Organization Report*
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While establishing and maintaining effective internal control is an important responsibility 

of management, providing independent oversight over internal control and the company’s 

fi nancial reporting process is the responsibility of the audit committee or a similar body 

charged with governance. The auditors may provide assistance to both management and the 

audit committee by communicating internal control defi ciencies and material weaknesses 

(and an explanation of their potential effects) that they have identifi ed during the audit pro-

cess, often along with recommendations for corrective action. This is a service in addition 

to issuance of the audit report. In fulfi lling this responsibility, the auditors should under-

stand the concepts of a defi ciency in internal control, a signifi cant defi ciency, and a material 

weakness. Auditing standards require communication of the latter two.

A defi ciency in internal control over fi nancial reporting exists when the design 

or operation of a control does not allow management or employees, in the normal course 

of performing their assigned functions, to prevent or detect material misstatements on a 

timely basis. A signifi cant defi ciency is a defi ciency in internal control over fi nancial 

reporting (or combination of defi ciencies) that is less severe than a material weakness, yet 

important enough to merit attention by those responsible for oversight of the company’s 

fi nancial reporting.7

A material weakness is a defi ciency in internal control over fi nancial reporting (or 

a combination of defi ciencies) such that there is a reasonable possibility that a material 

misstatement of the company’s fi nancial statements will not be prevented or detected on a 

timely basis. Figures 7.9 and 7.10 illustrate the relationships among control defi ciencies, 

signifi cant defi ciencies, and material weaknesses.

As indicated previously, the auditors are required to communicate both signifi cant 

defi ciencies and material weaknesses to management and those charged with governance. 

This communication must be in writing. Figure 7.11 presents an example of a letter to 

an audit committee. Notice that the last paragraph of the letter limits its use to the audit 

committee, management, and others in the organization.

Because timely communication is particularly important to management, the auditors 

ordinarily report signifi cant defi ciencies and material weaknesses as they are discovered 

during the course of the audit. The exact timing is infl uenced by the urgency of needed 

corrective follow-up action, but such communication should be no later than 60 days fol-

lowing the report release date.

Auditors communicate defi ciencies that are less than signifi cant to management 

(either orally or in writing) when they believe that they deserve management’s attention. 

Communication 
of Control-Related 
Matters

Describe the auditors’ responsi-

bility for communicating control-

related matters.

LO 7-7

FIGURE 7.9
Comparison of Control 
Defi ciencies in Internal 
Control Defi ciency Severity

Required Communication 
to Management and 
Those Charged with 

Governance?

Less than 
Signifi cant 
Defi ciency

Not directly considered To management if 
defi ciency merits 
management’s 
attention*

Signifi cant 
Defi ciency

Less severe than a 
material weakness

Yes

Material 
Weakness

Reasonable possibility 
of a material 
misstatement

Yes

*As discussed in Chapter 18, PCAOB Standard 5 requires written communication of all such defi ciencies to management when an 

audit of internal control is performed. 

7 The COSO Internal control framework uses the term major defi ciency to refer to a defi ciency 
that management concludes does not reduce to an acceptable level the risk of achieving the 
organization’s objectives.
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FIGURE 7.10
Relationships among 
Control Defi ciencies

Deficiency in Internal
Control

Less than a Significant
Deficiency

Significant Deficiency Material Weakness

These matters are typically communicated to management in a management letter. 
This letter serves as a valuable reference document for management and also may serve 

to minimize the auditors’ legal liability in the event of a defalcation or other loss result-

ing from a weakness in internal control. Many auditing fi rms place great emphasis 

upon providing clients with a thorough and carefully considered management letter. 

These fi rms recognize that such a report can be a valuable and constructive contribu-

tion to the effi ciency and effectiveness of the client’s operations. The quality of the 

auditors’ recommendations refl ects their professional expertise and creative ability and 

the thoroughness of their investigation. The auditors may also communicate these less 

than signifi cant defi ciencies to those charged with governance when they are asked to 

provide such information. 

Internal Control Reporting by Public Companies 
and Their Auditors

The Sarbanes-Oxley Act of 2002 requires public (issuer) companies to provide reports on 

internal control by both management and the auditors. The requirements for the report by 

the auditors go well beyond those of the reports to management and those charged with 

governance described in the preceding section; it must be based on an audit of internal 

control. In Chapter 18, we present detailed information on audits of internal control, but 

in this section we provide a brief overview of the audit and reporting requirements of the 

Sarbanes-Oxley Act.

Section 404 of the Sarbanes-Oxley Act is composed of two subsections. Section 404(a) 

requires each annual report (e.g., Form 10-K) fi led with the Securities and Exchange 

Commission to include a report in which management (1) acknowledges its responsibil-

ity for establishing and maintaining adequate internal control over fi nancial reporting 

(hereafter, internal control), and (2) provides an assessment of internal control effective-

ness as of the end of the most recent fi scal year (the “as-of date”). To have an adequate 

basis to issue this report, management must:

 • Accept responsibility for the effectiveness of internal control.

 • Evaluate the effectiveness of internal control using suitable control criteria.

 • Support the evaluation with suffi cient evidence.

Section 404(b) of the act requires the company’s auditors to attest to, and report on, 

internal control over fi nancial reporting. As implemented, section 404(b) applies to pub-

lic companies with a market capitalization of $75,000,000 or more. Public Company 

Accounting Oversight Board (PCAOB) standards provide guidance to the auditors for 

meeting Section 404(b)’s requirements. PCAOB standards (1) describe an integrated 
audit that addresses both the fi nancial statements and internal control and (2) provide 

specifi c requirements for the audit of internal control.

Recall from Chapter 1 that essential to performing an attest engagement is the exis-

tence of suitable criteria that serve as the standards or benchmarks to measure and 

present the subject matter. The Committee of Sponsoring Organizations (COSO) internal 

Describe the nature of the audits 

performed under Section 404(b) of 

the Sarbanes-Oxley Act of 2002.

LO 7-8
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FIGURE 7.11 Report to Audit Committee

March 12, 20X2

Audit Committee of the Board of Directors
Fleet Feet Shoe Stores, Inc.
2567 University Blvd.
San Diego, California 92105

Committee members:
In planning and performing our audit of the financial statements of Fleet Feet Shoe Stores, Inc., for the year 
ended December 31, 20X1, we considered its internal control over financial reporting in order to determine 
our auditing procedures for the purpose of expressing our opinion on the financial statements and not to 
provide assurance on internal control. Our consideration of internal control would not necessarily disclose 
all deficiencies in internal control that might be significant deficiencies or material weaknesses. However, as 
discussed below, we noted certain deficiencies involving internal control that we consider to be significant 
deficiencies and material weaknesses under auditing standards established by the American Institute of 
Certified Public Accountants. A significant deficiency is a deficiency in internal control over financial 
reporting (or combination of deficiencies) that is less severe than a material weakness, yet important 
enough to merit attention by those responsible for oversight of the company's financial reporting.

A material weakness is a deficiency in internal control over financial reporting (or a combination of 
deficiencies) such that there is a reasonable possibility that a material misstatement of the company's 
financial statements will not be prevented or detected on a timely basis. We believe that the following  
deficiency constitutes a material weakness:

Capitalization of certain repairs and maintenance expense items.  A material amount of certain of these 
expense items was improperly recorded into the property and plant asset accounts. The company’s 
controls related both to the original recording and to the review of that recording were ineffective in 
preventing or detecting the misstatements. We recommend that a competent accounting clerk be given 
the responsibility for reviewing items capitalized in property and plant asset accounts.

We consider the following deficiency to be a significant deficiency in internal control:

Failure to prepare certain receiving reports.  Personnel at individual stores failed to prepare receiving 
reports for shipments of goods directly from wholesalers. This significant deficiency increases the 
chance that the company will pay for merchandise that has not been received. We recommend that a 
policy be established requiring the preparation of receiving reports for all shipments received from 
suppliers.

This report is intended solely for the information and use of the audit committee (board of directors, board 
of trustees, or owners in owner-managed enterprises), management, and others within the organization 
(and specified regulatory agency) and is not intended to be and should not be used by anyone other than 
these specified parties.

Sincerely,

Wilson & Quinn, CPAs 

Certified Public Accountants

1134 California Street

San Diego, California 92110

Wilson & Quinn

James Wilson
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control framework provides “suitable control criteria” for management’s internal control 

report and the auditors’ audit of internal control. Therefore, for an integrated audit, there 

are two sets of suitable criteria involved: COSO for the internal control audit and the 

applicable fi nancial reporting framework for the fi nancial statement audit.

As you would expect, the requirements to perform an integrated audit result in an 

increase in audit procedures directed toward testing the effectiveness of internal control. 

As we have discussed throughout this chapter, evidence to support the auditors’ opinion 

on fi nancial statements comes from a combination of tests of controls and substantive 

procedures. For fi nancial statement audits, the auditors have a choice about the mix of 

the evidence obtained from testing controls versus the evidence obtained from substan-

tive procedures. Auditors may decide not to test particular controls in fi nancial statement 

audits, frequently because it is more effi cient to perform substantive procedures.

When the auditors perform an integrated audit, the option of not testing controls for a 

signifi cant account is not available, because controls over all signifi cant accounts should 

be tested to provide a basis for the opinion on internal control. The auditors should have 

suffi cient evidence to provide an opinion on internal control at the as of date, ordinarily 

the last day of the reporting period.

To integrate the internal control audit and the fi nancial statement audit, most auditors 

plan the internal control audit and then determine the additional testing that is neces-

sary to support an opinion on the fi nancial statements. The internal control audit may be 

viewed as having the following fi ve stages:

 1. Plan the engagement.

 2. Use a top-down approach to identify controls to test.

 3. Test and evaluate design effectiveness of internal control.

 4. Test and evaluate operating effectiveness of internal control.

 5. Form an opinion on the effectiveness of internal control over fi nancial reporting.

1. Plan the Engagement
In an integrated audit, the planning of the internal control audit is coordinated with the 

planning of the fi nancial statement audit. For both audits, the auditors consider matters 

related to the client’s industry, business, and regulatory environment and its internal con-

trol, as discussed in Chapter 6. The auditors’ procedures to obtain the required knowl-

edge of the client’s internal control at the planning stage of the engagement will differ 

signifi cantly depending upon the nature of the client and the auditors’ previous experi-

ence with that client. For example, when the auditors have previously performed audits 

for the client, the auditors begin the integrated audit with more information than in a 

circumstance in which the client is new.

The auditors should determine whether management has addressed controls over all 

relevant assertions related to all signifi cant accounts and disclosures in the fi nancial state-

ments. Those controls are of various types and include controls over:

 • Initiating, authorizing, recording, processing, and reporting signifi cant accounts and 

disclosures.

 • Selecting and applying appropriate accounting principles.

 • Fraud, through antifraud programs.

 • Various types of signifi cant transactions, including overall company-level controls and 

information technology general controls, and transactions related to the period end 

fi nancial reporting process (e.g., consolidating adjustments, reclassifi cations, and fi nal 

adjustments).

2. Use a Top-Down Approach to Identify Controls to Test
As described previously, in an audit of fi nancial statements, the auditors should 

obtain an understanding of the design of controls in each of the major internal control 

 components—control environment, risk assessment, control activities, information and 

Overall Approach 
for an Audit of 
Internal Control
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communication, and monitoring. In an integrated audit, the auditors have this informa-

tion available through performance of the fi nancial statement audit. The approach used 

in the internal control audit is “top-down” in the sense that it starts at the top—the fi nan-

cial statements and entity-level controls—and links the fi nancial statement elements and 

entity-level controls to signifi cant accounts, relevant assertions, and to the major classes 

of transactions. The goal is to focus on testing those controls that are most important to 

the auditor’s conclusion on internal control, while avoiding those that are less important. 

The procedures used to obtain an understanding of the relevant controls are the same 

procedures used to gain this understanding in a fi nancial statement audit. As is the case 

with fi nancial statement audits, documentation of the understanding is accomplished with 

fl owcharts, checklists, questionnaires, and memos.

3. Test and Evaluate Design Effectiveness
Auditors next evaluate the design of controls—if the design is not effective, then it makes 

no sense to test whether the controls operate effectively. To test design effectiveness, the 

auditors identify the company’s control objectives and risks in each fi nancial reporting 

area and then identify relevant controls that satisfy each control objective. Once they have 

identifi ed the relevant controls, the auditors evaluate the likelihood of control failure, the 

magnitude of any related misstatement due to such failure, and the degree to which other 

compensating controls achieve the same control objectives. Then they assess whether the 

controls, if operating properly, can effectively prevent or detect misstatements that could 

be material. Procedures performed by the auditors to evaluate design effectiveness include 

inquiry, observation, additional walk-throughs, inspection of relevant documentation, and 

specifi c evaluation of whether the controls are likely to prevent or detect misstatements.

4. Test and Evaluate Operating Effectiveness
Tests of the operating effectiveness of controls are used to determine whether the controls 

function as designed and whether the individuals performing the controls possess the 

necessary authority and qualifi cations. An integrated audit requires the auditors to test 

controls for all relevant assertions about major accounts. These tests should be designed 

to provide a high level of assurance that these controls are operating effectively. Gener-

ally, the more frequently a control operates, the more often it should be tested, and con-

trols that are more critical should be tested more extensively.

5. Form an Opinion on the Effectiveness of Internal Control
The auditors’ report on internal control under PCAOB standards expresses an opinion on 

whether the company maintained, in all material respects, effective internal control over 

fi nancial reporting.

An unqualifi ed audit opinion may be issued when no material weaknesses in internal 

control have been identifi ed as existing at year-end and when there have been no restrictions 

on the scope of the auditors’ work. If one or more material weaknesses in internal control 

are found, an adverse opinion should be issued. Scope limitations may result in either a 

qualifi ed opinion or a disclaimer of opinion, depending on the signifi cance of the limitation.

Internal Control in the Small Company

The preceding discussion of internal control and its consideration by the independent 

auditors has been presented in terms of large corporations. In the large concern, excellent 

internal control may be achieved by extensive segregation of duties so that no one per-

son handles a transaction completely from beginning to end. In the very small concern, 

with only one or two offi ce employees, there is little or no opportunity for division of 

duties and responsibilities. Consequently, internal control tends to be weak, if not com-

pletely absent, unless the owner/manager recognizes its importance and participates in 

key activities.
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Because of the absence of strong internal control in small concerns, the independent 

auditors must rely much more on substantive procedures of account balances and transac-

tions than is required in larger organizations. Although it is well to recognize that internal 

control can seldom be strong in a small business, this limitation is no justifi cation for 

ignoring available forms of control. Auditors can make a valuable contribution to small 

client companies by encouraging the installation of such controls as are practicable in the 

circumstances. The following specifi c practices are almost always capable of use in even 

the smallest business:

 1. Record all cash receipts immediately.

 a. For over-the-counter collections, use cash registers easily visible to customers. 

Record register readings daily.

 b. Prepare a list of all mail remittances immediately upon opening the mail and retain 

this list for subsequent comparison with bank deposit tickets and entries in the cash 

receipts journal.

 2. Deposit all cash receipts intact daily.

 3. Make all payments by serially numbered checks, with the exception of small disburse-

ments from petty cash.

 4. Reconcile bank accounts monthly and retain copies of the reconciliations in the fi les.

 5. Use serially numbered sales invoices, purchase orders, and receiving reports.

 6. Issue checks to vendors only in payment of approved invoices that have been matched 

with purchase orders and receiving reports.

 7. Balance subsidiary ledger with control accounts at regular intervals and prepare and 

mail customers’ statements monthly.

 8. Prepare comparative fi nancial statements monthly in suffi cient detail to disclose sig-

nifi cant variations in any category of revenue or expense.

Adherence to these basic control practices signifi cantly reduces the risk of material 

error or fraud going undetected. If the size of the business permits a segregation of the 

duties of cash handling and record keeping, a fair degree of control can be achieved. If 

it is necessary that one employee serve as both accounting clerk and cashier, then active 

participation by the owner in certain key functions is necessary to prevent or detect the 

concealment of fraud or errors. In a few minutes each day, the owner, even though not 

trained in accounting, can create a signifi cant amount of internal control by personally 

(1) reading daily cash register totals, (2) reconciling the bank account monthly, (3) sign-

ing all checks and canceling the supporting documents, (4) approving all general jour-

nal entries, and (5) critically reviewing comparative monthly statements of revenue and 

expense.

This chapter explained the meaning and signifi cance of internal control, the major com-

ponents of the client’s internal control, and the manner in which auditors consider inter-

nal control. To summarize:

 1. Internal control is a process, effected by the entity’s board of directors, manage-

ment, and other personnel, designed to provide reasonable assurance regarding the 

achievement of objectives in the categories of (a) operations, (b) reporting, and 

(c) compliance with applicable laws and regulations.

 2. The fi ve components of internal control include the control environment, risk assess-

ment, control activities, the accounting information and communication system, and 

monitoring. The portion of internal control relevant to auditors is that which pertains 

to the entity’s ability to prepare reliable fi nancial statements.

 3. Auditor responsibility with respect to internal control includes obtaining an under-

standing of internal control, assessing the risks of misstatement, and designing 

Chapter 
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As-of date (282) A concept applied to internal control reporting by the Sarbanes-Oxley Act of 2002 

and PCAOB Standard No. 5. The internal control reports of both management and the auditors are as of 

the fi nal day of the reporting period—the “as-of date.”

Assessed level of control risk (273) The level of control risk used by the auditors in determining the 

acceptable detection risk for a fi nancial statement assertion and, accordingly, in deciding on the nature, 

timing, and extent of substantive procedures.

Audit decision aid (278) A standard checklist, form, or computer program that assists auditors in 

making audit decisions by ensuring that they consider all relevant information or that aids them in 

weighting and combining the information to make a decision.

Compensating control (252) A control that reduces the risk that an existing or potential control 

weakness will result in a failure to meet a control objective (e.g., avoiding misstatements). Compensating 

controls are ordinarily controls performed to detect, rather than prevent, the original misstatement from 

occurring.

Complementary controls (252) Controls that function together to achieve the same control objective.

Control risk (263) The possibility that a material misstatement due to error or fraud in a fi nancial 

statement assertion will not be prevented or detected by the client’s internal control.

Corrective control (251) A control established to remedy control problems (e.g., misstatements) that 

are discovered through detective controls.

Defi ciency in internal control (281) A situation in which the design or operation of a control does 

not allow management or employees, in the normal course of performing their functions, to prevent or 

detect misstatements on a timely basis. A defi ciency in design exists when either a control necessary 

to meet a control objective is missing or the existing control is not designed to operate effectively. A 

further audit procedures (tests of controls). The understanding of internal control 

should include knowledge about the design of relevant controls and whether they 

have been implemented by the client.

 4. In assessing the risks of material misstatement (the “risk assessment”), the auditors 

consider (a) what can go wrong at the relevant assertion level, (b) whether the risks 

are of a magnitude that could result in a material misstatement, and (c) the likelihood 

that the risk could result in a material misstatement. Risks ordinarily exist at the 

overall fi nancial statement level as well as at the account balance, class of transac-

tion, and disclosure levels.

 5. Auditors perform tests of controls when the risk assessment includes an expecta-

tion of the operating effectiveness of controls. The risk assessment includes such an 

expectation when (1) substantive procedures alone do not provide suffi cient appropri-

ate audit evidence, or (2) auditors wish to reduce the scope of substantive procedures 

through performance of tests of controls. Auditors will ordinarily wish to reduce the 

scope of substantive procedures and perform tests of controls in circumstances in 

which they believe such an approach is cost justifi ed. However, in all circumstances 

for relevant assertions some substantive procedures should be performed.

 6. Tests of controls address (a) how controls were applied, (b) the consistency with 

which controls were applied, and (c) by whom or by what means the controls were 

applied. Tests of controls include inquiries of appropriate client personnel, inspection 

of documents and reports, observation of the application of controls, and reperfor-

mance of controls.

 7. Auditors are required to communicate all signifi cant defi ciencies and material weak-

nesses to management and those charged with governance.

 8. Large public companies are required to have an integrated audit in accordance with 

the Sarbanes-Oxley Act of 2002 and Public Company Accounting Oversight Board 

Standard No. 5. Integrated audits consist of both an audit of internal control and an 

audit of the fi nancial statements. The audit report on internal control includes both 

an opinion on management’s assessment of internal control and the auditors’ own 

assessment of internal control.

Key Terms 
Introduced or 
Emphasized in 
Chapter 7
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defi ciency in operation exists when a properly designed control does not operate as designed, or when 

the person performing the control does not possess the necessary authority or qualifi cations to perform 

the control effectively.

Detective controls (251) Controls designed to discover control problems soon after they occur.

Fidelity bonds (259) A form of insurance in which a bonding company agrees to reimburse an 

employer for losses attributable to theft or embezzlement by bonded employees.

Foreign Corrupt Practices Act (251) Federal legislation prohibiting payments to foreign offi cials for 

the purpose of securing business. The act also requires all companies under SEC jurisdiction to maintain 

a system of internal control providing reasonable assurance that transactions are executed only with the 

knowledge and authorization of management.

Further audit procedures (263) Substantive procedures for all relevant assertions and tests of 

controls when the auditors’ risk assessment includes an expectation that controls are operating 

effectively. The auditors perform risk assessment procedures to obtain an understanding of the client 

and its environment, including internal control. They then conduct a risk assessment and determine the 

appropriate further audit procedures.

Incompatible duties (258) Assigned duties that place an individual in a position to both perpetrate 

and conceal errors or fraud in the normal course of job performance.

Inherent risk (263) The risk of material misstatement of a fi nancial statement assertion, assuming 

there are no related controls.

Integrated audit (282) An audit where auditors, in addition to an opinion on the fi nancial statements, 

express an opinion on the effectiveness of a company’s internal control over fi nancial reporting, in 

accordance with PCAOB Auditing Standard No. 5. Public companies with a market capitalization of 

$75,000,000 or more are required to undergo integrated audits.

Internal auditors (278) Corporation employees who design and execute audit programs to test the 

effectiveness and effi ciency of all aspects of internal control. The primary objective of internal auditors is 

to evaluate and improve the effectiveness and effi ciency of the various operating units of an organization 

rather than to express an opinion as to the fairness of fi nancial statements.

Internal control (249) A process, effected by the entity’s board of directors, management, and other 

personnel, designed to provide reasonable assurance regarding the achievement of objectives in the 

categories of (1) operations, (2) reporting, and (3) compliance.

Internal control questionnaire (267) One of several methods of describing internal control in 

audit working papers. Questionnaires are usually designed so that “no” answers prominently identify 

weaknesses in internal control.

Management letter (282) A report to management containing the auditors’ recommendations for 

correcting any defi ciencies disclosed by the auditors’ consideration of internal control. In addition to 

providing management with useful information, a management letter may also help limit the auditors’ 

liability in the event a control weakness subsequently results in a loss by the client.

Material weakness (281) A defi ciency in internal control over fi nancial reporting (or a combination 

of defi ciencies) such that there is a reasonable possibility that a material misstatement of the company’s 

fi nancial statements will not be prevented or detected on a timely basis.

Organizational structure (253) The division of authority, responsibility, and duties among members 

of an organization.

Planned assessed level of control risk (273) The level of control risk the auditors assume in designing 

further audit procedures, which include an appropriate combination of tests of controls and substantive 

procedures.

Preventive controls (251) Controls that deter control problems before they occur.

Redundant controls (252) Duplicate controls that achieve a control objective.

Relevant assertions (273) Assertions that have a meaningful bearing on whether an account balance, 

class of transaction, or disclosure is fairly stated. For example, valuation may not be relevant to the 

cash account unless currency translation is involved; however, existence and completeness are always 

relevant.

Risk assessment procedures (263) Audit procedures performed to obtain an understanding of 

the client and its environment, including its internal control. Some of the information obtained by 

performing these procedures may be used by the auditor as audit evidence to support assessments of 

the risks of material misstatement. Risk assessment procedures include (a) inquiries of management and 

others within the entity, (b) analytical procedures, and (c) observation and other procedures, including 

inquiries of others outside the entity.
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Risk Tolerance (255) The acceptable level of variation in performance relative to the achievement 

of objectives. For example, a company may expect staff to respond to all customer complaints within 

24 hours, but accept that up to 10% of complaints receive a response within 36 hours.

Service auditor (279) A practitioner that reports on the internal controls at a service organization.

Service organization (279) An organization or segment of an organization that provides services to 

user entities that are relevant to the user entities’ internal control over fi nancial reporting. 

Signifi cant defi ciency (281) A defi ciency in internal control over fi nancial reporting (or combination 

of defi ciencies) that is less severe than a material weakness, yet important enough to merit attention by 

those responsible for oversight of the company’s fi nancial reporting.

Substantive procedures (tests) (263) Procedures performed by the auditor to detect material mis-

statements in account balances, classes of transactions, and disclosures.

Suitable criteria (282) Criteria are the standards or benchmarks used to measure and present the 

subject matter and against which the CPA evaluates the subject matter. Suitable criteria are established 

or developed by groups composed of experts that follow due process procedures, including exposure of 

the proposed criteria for public comment. Suitable criteria must have each of the following attributes: 

objectivity, measurability, completeness, and relevance.

Systems fl owchart (268) A symbolic representation of a system or series of procedures with each 

procedure shown in sequence. Systems fl owcharts are a widely used method of describing internal 

control in audit working papers.

Tests of controls (263) Procedures performed by the auditor to test the operating effectiveness of 

controls in preventing or detecting material misstatements at the relevant assertion level. These tests 

are performed when the auditor’s risk assessment includes an expectation of the operating effectiveness 

of controls, including circumstances in which planned substantive procedures alone do not provide 

suffi cient appropriate audit evidence.

Transaction cycle (263) The sequence of procedures applied by the client in processing a particular 

type of recurring transaction. The auditors’ working paper description of internal control often is 

organized around the client’s major transaction cycles.

User auditor (280) An auditor that audits and reports on the fi nancial statements of a user entity.

User entity (279) An entity that uses the services of a service organization and whose fi nancial 

statements are being audited. 

Walk-through (269) A procedure in which an auditor follows a transaction from origination through 

the company’s processes, including information systems, until it is refl ected in the company’s fi nancial 

records, using the same documents and information technology that company personnel use. Walk-

through procedures usually include a combination of inquiry, observation, inspection of relevant 

documentation, and reperformance of controls.

Written narrative of internal control (268) A written summary of internal control for inclusion in 

audit working papers. Written narratives are more fl exible than questionnaires, but by themselves are 

practical only for describing relatively small, simple systems.

 7–1. What is internal control?

 7–2. Identify the fi ve components of an organization’s internal control.

 7–3. List the principles related to an organization’s control environment.

 7–4. How does separation of the record keeping function from custody of assets contribute to inter-

nal control?

 7–5. Name three factors you consider of greatest importance in protecting a business against losses 

through embezzlement.

 7–6. Describe what is meant by the risk assessment component of internal control and how it con-

tributes to internal control.

 7–7. Describe the two types of monitoring and provide an example of each.

 7–8. Identify the four types of control activities and describe how each type contributes to effective 

internal control.

 7–9. One basic concept of internal control is that no one employee should handle all aspects of a 

transaction. Assuming that a general category of transactions has been authorized by top man-

agement, how many employees (or departments) should participate in each transaction, as a 

minimum, to achieve strong internal control? Explain in general terms the function of each of 

these employees.

Review 
Questions
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 7–10. Compare the objectives of the internal auditors with those of the independent auditors.

 7–11. What consideration, if any, may external auditors give to the work of a client’s internal audit staff?

 7–12. Describe the relationship between corporate governance and internal control.

 7–13. What are the purposes of the consideration of internal control required by generally accepted 

auditing standards?

 7–14. A prospective client informs you that all offi cers and employees of the company are bonded, 

and he requests that under these circumstances you forgo a consideration of internal control in 

order to reduce the cost of an audit. Construct a logical reply to this request.

 7–15. Suggest a number of sources from which you might obtain the information needed to prepare 

a description of internal control in the audit working papers.

 7–16. “All experienced auditors would design exactly the same audit plan (program) for a particular 

audit engagement.” Do you agree? Explain.

 7–17. Under what circumstances are tests of controls effi cient audit procedures?

 7–18. How is the auditors’ understanding of the client’s internal control documented in the audit 

working papers?

 7–19. What is a management letter? What is the letter’s signifi cance?

 7–20. List and describe the eight components of the COSO Enterprise Risk Management Framework.

 7–21. You have discussed with the president of Vista Corporation several material weaknesses in inter-

nal control that have come to your attention during your audit. At the conclusion of this discus-

sion, the president states that he will personally take steps to remedy these problems and that there 

is no reason for you to bring these matters to the attention of the board of directors. He explains 

that he believes the board should deal with major policy decisions and not be burdened with day-

to-day management problems. How would you respond to this suggestion? Explain fully.

 7–22. Distinguish between the two subsections of Section 404 of the Sarbanes-Oxley Act of 2002.

 7–23. List the fi ve stages of the auditors’ overall approach in an audit of internal control performed 

in accordance with PCAOB requirements.

 7–24. Management is responsible for designing and maintaining its organization’s internal control. 

In designing internal control, management must consider controls related to each of the fi ve 

major internal control components: the control environment, risk assessment, the accounting 

information system, control activities, and monitoring.

 a. Management is considering controls for the following three control environment factors. 

For each, describe how the factor contributes to effective internal control.

 (1) Integrity and ethical values.

 (2) Commitment to competence.

 (3) Board independence and effective oversight.

 b. Explain how risk assessment contributes to effective internal control, and identify four fac-

tors that result in increased fi nancial reporting risk.

 c. Identify the fi ve major objectives of an accounting information system.

 d. Describe the purpose of the following two types of control activities.

 (1) Performance reviews.

 (2) transaction processing.

 e. Explain the two types of monitoring and provide an example of each.

 7–25. The defi nition of internal control as contained in COSO’s Internal Control–Integrated Frame-
work and the professional standards is quite broad and comprehensive.

 a. Defi ne internal control and its purpose.

 b. Explain the major concepts that are included in the defi nition of internal control.

 c. List and describe the fi ve components of internal control.

 d. Identify the major limitations of internal control.

 7–26. Auditors may restrict substantive procedures based on the results of tests of controls.

 a. Discuss and contrast the concepts of the planned assessment of control risk and the revised 

assessment of the risk after tests of controls have been performed.

 b. Using internal control for the existence assertion for accounts receivable, provide an 

example that distinguishes among the concepts discussed in part (a) above.

LO 7-2

Required:
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 7–27. The auditors’ consideration of internal control begins with obtaining an understanding of the 

client’s internal control.

 a. Describe the remaining stages of the auditors’ consideration.

 b. Provide examples of audit procedures that are performed at each stage (including the stage 

of obtaining an understanding).

 7–28. Henry Bailey, CPA, is planning the audit of The Neighborhood Store, a local grocery coop-

erative. Because The Neighborhood Store is a small business operated entirely by part-time 

volunteer personnel, internal control is weak. Bailey has decided that he will assess control 

risk at the highest level for all assertions and not restrict audit procedures in any area. Under 

these circumstances, may Bailey omit the consideration of internal control in this engage-

ment? Explain.

 7–29. Adherence to generally accepted auditing standards requires, among other things, a 

proper understanding of the existing internal control. The most common approaches to 

documenting the understanding of internal control include the use of a questionnaire, 

preparation of a written narrative, preparation of a flowchart, or a combination of these 

methods.

 a. Discuss the advantages to CPAs of documenting internal control by using:

 (1) An internal control questionnaire.

 (2) A written narrative.

 (3) A fl owchart.

 b. If they are satisfi ed that no material weaknesses in internal control exist after completing 

their description of internal control, is it necessary for the CPAs to conduct tests of con-

trols? Explain.

 7–30. Management is responsible for establishing effective internal control for its organization, 

including measures to prevent, deter, and detect fraud. Appendix 7A on pages 300–302 

describes antifraud programs and measures.

 a. What are the three major categories of antifraud measures and the measures that should be 

established under each category?

 b. Under the measure of “create a positive workplace environment” provide:

 (1) Two examples of antifraud controls.

 (2) Two examples of factors that detract from a positive workplace environment.

(AICPA, adapted)

 7–31. Assume that you are auditing the fi nancial statements of Wexler, Inc. As you are reviewing 

the work on internal control, you become concerned about the adequacy of documentation. 

Describe the required documentation of internal control matters.

 7–32. During your fi rst audit of a medium-size manufacturing company, the owner, John Bell, 

explains that in order to establish clear-cut lines of responsibility for various aspects of the 

business, he has made one employee responsible for the purchasing, receiving, and storing of 

merchandise. A second employee has full responsibility for maintenance of accounts receiv-

able records and collections from customers. A third employee is responsible for personnel 

records, timekeeping, preparation of payrolls, and distribution of payroll checks. Bell asks 

your opinion concerning this plan of organization. Explain fully the reasons supporting your 

opinion.

 7–33. Internal auditing is a staff function found in virtually every large corporation. The internal 

audit function is also performed in many smaller companies as a part-time activity of individ-

uals who may or may not be called “internal auditors.” The differences between the audits by 

external auditors and the work of internal auditors are more basic than is generally recognized.

 a. Briefl y discuss the auditing work performed by the independent public accountant and the 

internal auditor with regard to:

 (1) Auditing objectives.

 (2) General nature of auditing work.

 b. In conducting their audit, the independent auditors may use the work of the internal audi-

tors. Identify the two ways the external auditors may use the work of the internal auditors.

 7–34. Randall, Inc., is a private company that manufactures heavy machinery. The company has an 

active audit committee and board of directors. The audit committee consists of two outside 

LO 7-3

Required:

LO 7-3, 5

LO 7-3, 4, 5

Required:

LO 7-1

Required:

LO 7-3, 4

LO 7-1

LO 7-4

Required:

LO 7-3, 4
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directors and Howard Kress, the company chief fi nancial offi cer. The audit committee meets 

quarterly to provide oversight of fi nancial reporting, including reviewing new accounting 

policies and unusual transactions. Howard Kress personally reviews and approves any related 

party transactions. Internal audits of operating units are performed by the internal auditor, who 

reports directly to Laura Howe, the chief operating offi cer.

The company has a written code of conduct, and employees agree to adhere to the code 

when they are hired. The company also has a hotline for confi dential reporting of unethical 

behavior that is staffed by the corporate controller. The audit committee reviews summaries of 

all incidents and investigations performed.

Identify the weaknesses in Randall’s system of corporate governance and provide suggestions 

for improvement in the system. Organize your answer as follows:

Required:

Weakness Recommended Improvement

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

 7–35. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reason for your 

selection.

 a. Which of the following would be least likely to be considered an objective of internal 

control?

 (1) Checking the accuracy and reliability of accounting data.

 (2) Detecting management fraud.

 (3) Encouraging adherence to managerial policies.

 (4) Safeguarding assets.

 b. An entity’s ongoing monitoring activities often include:

 (1) Periodic audits by internal auditors.

 (2) The audit of the annual fi nancial statements.

 (3) Approval of cash disbursements.

 (4) Management review of weekly performance reports.

 c. A primary objective of procedures performed to obtain an understanding of internal con-

trol is to provide the auditors with:

 (1) Knowledge necessary to determine the nature, timing, and extent of further audit 

procedures.

 (2) Audit evidence to use in reducing detection risk.

 (3) A basis for modifying tests of controls.

 (4) An evaluation of the consistency of application of management policies.

 d. An auditor may compensate for a weakness in internal control by increasing the extent of:

 (1) Tests of controls.

 (2) Detection risk.

 (3) Substantive tests of details.

 (4) Inherent risk.

 e. Controls over fi nancial reporting are often classifi ed as preventative, detective, or correc-

tive. Which of the following is an example of a detective control?

 (1) Segregation of duties over cash disbursements.

 (2) Requiring approval of purchase transactions.

 (3) Preparing bank reconciliations.

 (4) Maintaining backup copies of key transactions.

LO 7-1

LO 7-2

LO 7-3

LO 7-3
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Objective 
Questions
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 f. Which of the following symbols indicate that a fi le has been consulted?LO 7-4

(1)

(2)

(3)

(4)

 g. When a CPA decides that the work performed by internal auditors may have an effect on 

the nature, timing, and extent of the CPA’s procedures, the CPA should consider the com-

petence and objectivity of the internal auditors. Relative to objectivity, the CPA should:

 (1) Consider the organizational level to which the internal auditors report the results of 

their work.

 (2) Review the internal auditors’ work.

 (3) Consider the qualifi cations of the internal audit staff.

 (4) Review the training program in effect for the internal audit staff.

 h. Effective internal control in a small company that has an insuffi cient number of employees 

to permit proper separation of responsibilities can be improved by:

 (1) Employment of temporary personnel to aid in the separation of duties.

 (2) Direct participation by the owner in key record keeping and control activities of the 

business.

 (3) Engaging a CPA to perform monthly write-up work.

 (4) Delegation of full, clear-cut responsibility for a separate major transaction cycle to 

each employee.

 i. Which of the following is not an advantage of establishing an enterprise risk management 

system within an organization?

 (1) Reduces operational surprises.

 (2) Provides integrated responses to multiple risks.

 (3) Eliminates all risks.

 (4) Identifi es opportunities.

 j. Which of the following is not ordinarily a procedure for documenting an auditor’s under-

standing of internal control for planning purposes? 

 (1) Checklist.

 (2) Confi rmation.

 (3) Flowchart.

 (4) Questionnaire.

 k. To have an adequate basis to issue a management report on internal control under Section 

404(a) of the Sarbanes-Oxley Act, management must do all of the following, except:

 (1) Establish internal control with no material weakness.

 (2) Accept responsibility for the effectiveness of internal control.

 (3) Evaluate the effectiveness of internal control using suitable control criteria.

 (4) Support the evaluation with suffi cient evidence.

LO 7-4, 6

LO 7-2

LO 7-2

LO 7-2

LO 7-8
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 l. When the auditors are performing a fi rst-time internal control audit in accordance with the 

Sarbanes-Oxley Act and PCAOB standards, they should:

 (1) Modify their report for any signifi cant defi ciencies identifi ed.

 (2) Use a “bottom-up” approach to identify controls to test.

 (3) Test controls for all signifi cant accounts.

 (4) Perform a separate assessment of controls over operations.

 7–36. You are performing an audit of Systex Corporation and evaluating various controls. Clas-

sify the following controls as being primarily preventive (P), detective (D), or corrective (C). 

Explain your answers.

 a. Annual physical inventory.

 b. Monthly reconciliation of bank accounts.

 c. Segregation of duties over purchasing.

 d. Supervisory approval of time cards.

 e. Dual signatures for checks.

 f. Adjustment of perpetual inventory records to physical counts.

 g. Management review of budget/actual information.

 h. Internal audits of payroll.

 7–37. Listed below are controls that have been developed by the management of Cirus Manufactur-

ing Co.

 1.  Management surveys customers about their satisfaction with the company’s service.

 2.  The human resources department investigates the educational background of prospective 

employees.

 3.  Invoices are reviewed for accuracy before they are mailed to customers.

 4.  Management periodically evaluates the threats to preparing reliable fi nancial statements.

 5.  The internal auditors periodically evaluate the controls in the various departments of the 

company.

 6.  Management has developed and distributed a code of conduct.

 7.  Budgets and forecasts are used by the production departments to control expenses.

 8.  The accounting department uses a manual of accounting policies and procedures.

 9.  Entry into the warehouse is strictly controlled by security personnel.

 10.  Management has prepared and distributed an organizational chart.

For each of the controls, identify the internal control component and, if applicable, the sub-

component or principle to which it relates.

 7–38. Auditors should have an understanding of the various terms that relate to their consideration 

of internal control of an organization.

For each term presented below, select the category that most clearly defi nes or includes the 

term. The categories may be selected once, more than once, or not at all.

LO 7-8

LO 7-1

LO 7-2

Required:

LO 7-1, 2, 3, 4, 6

Required:

Term Category

 1. Accounting information system
 2. Control environment
 3. Flowchart
 4. Controls over operating effectiveness
 5. Less severe than a material weakness
 6. Monitoring
 7. Questionnaire
 8. Walk-through
 9.  Allows a reasonable possibility of a 

 material misstatement
10.  Reasonable assurance

 a.  Generally of no concern to auditors
 b.  Control condition
 c.  Component of internal control
 d.  Documentation
 e. Implemented
 f.  Material weakness
 g.  Test of control
 h.  Signifi cant defi ciency
 i.  Relationship of costs and benefi ts

 7–39. For each term in the fi rst column, fi nd the closest defi nition (or portion of a defi nition) in the 

second column. Each defi nition may be used only once or not at all.

LO 7-2, 6
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 7–40. Answer the following questions relating to tests of controls and control risk.

 a. Tests of controls do not address:

 (1) How controls were applied.

 (2) How controls were originated.

 (3) The consistency with which controls were applied.

 (4) By what means the controls were applied.

 b. Which of the following is least likely to be a test of controls?

 (1) Inquiries of client personnel.

 (2) Inspection of documents.

 (3) Observation of confi rmations.

 (4) Reperformance of controls.

 c. Tests of controls ordinarily are designed to provide evidence of:

 (1) Balance correctness.

 (2) Control implementation.

 (3) Disclosure adequacy.

 (4) Operating effectiveness.

 d. The preliminary assessments of control risk are often referred to as:

 (1) The assessed level of control risk.

 (2) The planned assessed level of control risk.

 (3) Control risk.

 (4) Internal control objectives risk.

LO 7-3

Term Defi nition (or Portion)

 a.  Compensating control
 b.  Complementary control
 c.  Corrective control
 d.  Defi ciency in internal 

control
 e.  Material weakness 

in internal control
 f. Walk-through
 g. Transaction cycle

 1.  A control established to remedy misstatements 
that are discovered

 2.  A control that functions together with another 
control to achieve the same control objective

 3.  A control that reduces the risk that an existing or 
potential control weakness will result in a failure 
to meet a control objective

 4.  A control that reduces the risk of misstatement 
by remediating control defi ciencies through 
automated means

 5.  A defi ciency in internal control such that there 
is a reasonable possibility that a material 
misstatement will not be prevented or detected 
on a timely basis

 6.  A defi ciency in internal control that is less severe 
than a material weakness, but more severe than a 
signifi cant defi ciency

 7.  A situation in which a control does not allow 
management or employees, in the normal course 
of performing their functions, to prevent or 
detect misstatements on a timely basis

 8.  Duplicate controls that achieve a control 
objective

 9.  Procedures cycled periodically through the 
auditors’ internal control deviation analysis

10.  The sequence of procedures applied by the 
client in processing a particular type of recurring 
transaction

11.  A procedure in which an auditor follows a 
transaction from origination through the 
company’s processes, including information 
systems, until it is refl ected in the company’s 
fi nancial records
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All applicable problems are available with McGraw-Hill’s Connect® Accounting.

 7–41. Orange Corp., a high-technology company, utilizes the following procedures for recording 

materials and transferring them to work in process.

(1)  Upon receipt of raw materials by stores, the storekeeper prepares a stock-in report with 

part number and quantities, fi les the original by date, and sends a copy to accounting.

(2)  The inventory accounting clerk uses the stock-in report to post the perpetual inventory 

records using standard costs and fi les the stock-in report by date.

(3)  Raw materials requisitions, which show part number and quantity, are prepared by the 

manufacturing clerk and approved by the supervisor of manufacturing. A copy of the 

requisition is sent to accounting, and the original is fi led by job order.

(4)  The inventory accounting clerk reviews the requisitions for completeness, transfers the 

cost from raw materials to work in process, and fi les the requisitions by date.

Prepare a fl owchart that describes the client’s system of recording raw materials and transfer-

ring them to work in process.

 7–42. Island Trading Co., a client of your CPA fi rm, has requested your advice on the following 

problem. It has three clerical employees who must perform the following functions:

(1) Maintain general ledger.

(2) Maintain accounts payable ledger.

(3) Maintain accounts receivable ledger.

(4) Maintain cash disbursements journal and prepare checks for signature.

(5) Issue credit memos on sales returns and allowances.

(6) Reconcile the bank account.

(7) Handle and deposit cash receipts.

Assuming that there is no problem as to the ability of any of the employees, the company 

requests your advice on assigning the above functions to the three employees in such a manner 

as to achieve the highest degree of internal control. It may be assumed that these employees 

will perform no other accounting functions than the ones listed and that any accounting func-

tions not listed will be performed by persons other than these three employees.

 a. List four possible unsatisfactory combinations of the above-listed functions.

 b. State how you would recommend distributing the above functions among the three 

employees. Assume that, with the exception of the nominal jobs of the bank reconcilia-

tion and the issuance of credits on returns and allowances, all functions require an equal 

amount of time.

 7–43. Prospect Corporation, your new audit client, processes its sales and cash receipts in the fol-

lowing manner:

(1)  Sales. Salesclerks prepare sales invoices in triplicate. The original and second copy are 

presented to the cashier, and the third copy is retained by the sales clerk in the sales book. 

When the sale is for cash, the customer pays the sales clerk, who presents the money to 

the cashier with the invoice copies.

A credit sale is approved by the cashier from an approved credit list. After receiv-

ing the cash or approving the invoice, the cashier validates the original copy of the sales 

invoice and gives it to the customer. At the end of each day, the cashier recaps the sales 

and cash received, fi les the recap by date, and forwards the cash and the second copy of all 

sales invoices to the accounts receivable clerk.

The accounts receivable clerk balances the cash received with cash sales invoices and 

prepares a daily sales summary. Cash sales are posted by the accounts receivable clerk 

LO 7-3

Required:

LO 7-1, 3

Required:

LO 7-4

Problems

 e. At the completion of the audit, the auditors are least likely to know:

 (1) The assessed level of control risk.

 (2) The planned assessed level of control risk.

 (3) Actual control risk.

 (4) The scope of tests of controls.
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to the cash receipts journal, and the daily sales summary is fi led by date. Cash from cash 

sales is included in the daily bank deposit (preparation of the bank deposit is described 

with cash receipts in the following section). The accounts receivable clerk posts credit 

sales invoices to the accounts receivable ledger and then sends all invoices to the inven-

tory control clerk in the sales department.

The inventory clerk posts to the inventory control cards and fi les the sales invoices 

numerically.

(2)  Cash receipts. The mail is opened each morning by a mail clerk in the sales department. 

The mail clerk prepares a remittance advice (showing customer and amount paid) for each 

check and forwards the checks and remittance advices to the sales department supervisor. 

The supervisor reviews the remittance advices and forwards the checks and advices to the 

accounting department supervisor.

The accounting department supervisor, who also functions as credit manager in 

approving new credit and all credit limits, reviews all checks for payments on past-due 

accounts and then gives the checks and remittance advices to the accounts receivable 

clerk, who arranges the advices in alphabetical order. The remittance advices are posted 

directly to the accounts receivable ledger cards. The checks are endorsed by stamp and 

totaled. The total is posted to the cash receipts journal. The remittance advices are fi led 

chronologically.

After receiving the cash from the previous day’s cash sales from the cashier, the 

accounts receivable clerk prepares the daily deposit slip in triplicate. The original and 

second copy of the deposit slip accompany the bank deposit, and the third copy is fi led by 

date. The bank deposit is sent directly to National Bank.

 a. Prepare a systems fl owchart of internal control over sales transactions as described in part 

(1) above.

 b. Prepare a systems fl owchart of internal control over cash receipts as described in part 

(2) above.

 7–44. You have been asked by the board of trustees of a local church to review its accounting 

procedures. As part of this review you have prepared the following comments relating to 

the collections made at weekly services and record keeping for members’ pledges and 

contributions:

(1)  The church’s board of trustees has delegated responsibility for fi nancial management and 

the fi nancial records to the fi nance committee. This group prepares the annual forecast 

and approves major disbursements, but is not involved in collections or record keeping. 

No internal or independent audit has been considered necessary in recent years because 

the same trusted employee has kept church records and served as fi nancial secretary for 

15 years.

(2)  The offering at the weekly service is taken by a team of ushers. The head usher counts 

the offering in the church offi ce following each service. He then places the offering and 

a notation of the amount counted in the church safe. The next morning the fi nancial sec-

retary opens the safe and recounts the offering. He withholds about $100 to meet cash 

expenditures during the coming week and deposits the remainder of the offering intact. In 

order to facilitate the deposit, members who contribute by check are asked to draw their 

checks to cash.

(3)  At their request, a few members are furnished prenumbered, predated envelopes in which 

to insert their weekly contributions. The head usher removes the cash from the envelopes 

to be counted with the loose cash included in the offering and discards the envelopes. No 

record is maintained of issuance or return of the envelopes, and the envelope system is not 

encouraged.

(4)  Each member is asked to prepare a contribution pledge card annually. The pledge 

is  regarded as a moral commitment by the member to contribute a stated weekly 

amount.  Based upon the amounts shown on the pledge cards, the fi nancial secre-

tary  furnishes a letter requesting members to support the tax deductibility of their 

contributions.

Describe the weaknesses and recommend improvements in procedures for:

 a. Offerings given at weekly services.

 b. Record keeping for members’ pledges and contributions.

Required:

LO 7-4

Required:
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Weakness Recommended Improvement

In-Class 
Team Case
 7–45. Assume that you have been hired by Willington, CPA, as a new staff assistant. He informs you 

that his approach to audits has always been to assess control risk at the maximum and perform 

all the substantive procedures he considers necessary. However, he has recently read an article 

in The Journal of Accountancy that indicates that a more effi cient audit may sometimes be 

achieved by performing some tests of controls and thereby assessing control risk at a lower 

level. Willington shows you the following table that came from the article:

LO 7-3, 4, 5

Assessed Level of Control Risk

Inherent Risk Low Moderate Maximum

Low Highest allowable 
detection risk (lowest 
allowable scope of 
 substantive procedures)

High detection risk (low 
scope of substantive 
procedures)

Moderate detection 
risk (moderate 
scope of substantive 
procedures)

Moderate High detection risk (low 
scope of substantive 
procedures)

Moderate detection 
risk (moderate 
scope of substantive 
procedures)

Low detection risk 
(very high scope 
of substantive 
procedures)

Maximum Moderate detection risk 
(moderate scope of 
substantive procedures)

Low detection risk 
(very high scope 
of substantive 
procedures)

Lowest detection 
risk (highest scope 
of substantive 
procedures)

Willington understands that the table is only for illustrative purposes and that other “in 

between” levels of the various risks are possible, but he wants you to use the ones in the 

table to help him understand the trade-offs between tests of controls and substantive proce-

dures. He understands that these risks would be assessed at the assertion level for the vari-

ous accounts, but he wants to better understand how the various tests performed in an audit 

“tie together.” To keep things simple, he says to assume that inherent risk is at the maximum 

level in all cases.

He has roughed out a table that he wants you to complete for the following three cases:

 Case A: Controls, as described by management, appear strong, and Willington wishes to test them to 

the extent possible. In this case, he realizes that the results of the tests of controls may reveal 

that the controls are not operating effectively. Accordingly, Case A has three subcases:

 A(1) Controls are found to be strong and operate effectively.

 A(2) Controls are found to operate moderately effectively.

 A(3) Controls, despite management’s description, are found to be ineffective.

 Case B: Controls, as described by management, appear strong, but Willington wishes to use his old 

approach of not testing them.

 Case C: Controls, as described by management, appear weak.

Organize your answer sheets as follows:

(AICPA, adapted)
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 Required: Fill out the chart on the following page using the following reply options.

Question Reply Options

1.  At what level is the planned Low 
assessed level of control risk?   Moderate
   Maximum

2.  Describe the scope of tests None 
of control that will be    Tests performed
performed. 

3.  At what level is the assessed  Low 
level of control risk?   Moderate
   Maximum

 a. Acceptable b. Scope of Substantive Procedures
 Level of 
 Detection Risk 

4.  What are the (a) acceptable  Lowest Highest scope—Heavy emphasis on 
level of detection risk and        externally generated evidence, 
(b) the resulting scope of        performed at year-end, 
substantive procedures?       and/or using larger samples

 Low  High scope—Emphasis on externally 
  generated evidence, performed at 
  year-end, and/or using larger samples

 Moderate  Moderate—Balance between 
  externally generated evidence 
  and internally generated evidence 
  performed at year-end or interim 
  period, and/or with moderate sample 
  sizes

 High  Low scope—Emphasis on internally 
  generated evidence, performed at 
  interim dates, and/or using smaller 
  samples

 Highest  Lowest scope—Heavy emphasis 
  on internally generated evidence, 
  performed at interim dates, and/or 
  using smaller samples
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Appendix 7A

Antifraud Programs and Control Measures
The AICPA, with a number of other organizations, prepared a document—Management 
Antifraud Programs and Controls: Guidance to Help Prevent, Deter, and Detect Fraud. 

That document suggests three categories of measures:

 1. Create and maintain a culture of honesty and high ethics.

 2. Evaluate the risks of fraud and implement processes, procedures, and controls to miti-

gate those risks.

 3. Develop an appropriate oversight process.

Figure 7.12 summarizes the measures and provides examples.

 Case A—Controls Appear Strong; Auditor Decides  Case B— Case C—
 to Test Controls to Extent Possible Controls Controls 
  Appear  Appear 
  Strong but Weak
  Auditor Does 
  Not Test 

1.  At what level is the 
planned assessed level of  
control risk?* (low; 
moderate; maximum)

2.  Describe the scope of tests 
of controls that will be 
performed. (none; tests 
performed)

Results of Tests of Controls A(1)—Controls A(2)—Controls A(3)—Controls 
 Strong Operating Operating 
 (Operating Moderately Ineffectively 
 Effectively) Effectively

3.  At what level is the assessed 
level of control risk? (low; 
moderate; maximum)

4.  (a) What is the acceptable 
level of detection risk? 
(lowest; low; moderate; 
high; highest)

5.  (b) Describe the scope 
(nature, timing, and 
extent) of substantive 
procedures. (highest; high; 
moderate; low; lowest)

* Inherent risk is assessed at the maximum level; evaluation of controls is based on management’s description.

300 Chapter Seven
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1. Create and Maintain a Culture of Honesty and High Ethics

Measure Examples of Measure

Set tone at the top •  Establish, communicate, and enforce a corporate code of conduct with employee 
involvement.

•  Management’s activities should show employees that dishonest or unethical behavior will 
not be tolerated.

•  Examples of factors that detract from a positive tone:
 ■  Statement by management of an absolute need to meet operating and fi nancial targets.
 ■  Establishment of unachievable goals.

Create a positive  workplace 
environment

•  Encourage and empower employees to help create a positive workplace.
•  Allow employees to participate in developing and updating the code of conduct.
•  Encourage employees and give them the means to communicate concerns about potential 

violations of the code of conduct without fear of retribution.
•  Examples of factors that detract from a positive workplace environment:
 ■  Top management that does not seem to care about or reward appropriate behavior.
 ■  Negative feedback and lack of recognition for job performance.
 ■  Perceived inequities in the organization.
 ■  Autocratic rather than participative management.
 ■  Low organizational loyalty or feelings of ownership.
 ■  Unreasonable budget expectations or other fi nancial targets.
 ■  Fear of delivering “bad news” to supervisors and/or management.
 ■  Less than competitive compensation.
 ■  Poor training and promotion opportunities.
 ■  Lack of clear organizational responsibilities.
 ■  Poor communication practices or methods within the organization.

Hire and promote 
 appropriate 
employees

•  Conduct background investigations on individuals being considered for employment or for 
promotion to a position of trust.

•  Thoroughly check a candidate’s education, employment history, and personal references.
•  Train new employees about the entity’s values and code of conduct.
•  Incorporate into regular performance reviews an evaluation of how each individual has 

contributed to creating an appropriate workplace environment in line with the entity’s 
values and code of conduct.

•  Periodically objectively evaluate compliance with the entity’s values and code of conduct.

Properly train 
employees

•  Training should include information on the company’s values and its code of conduct.
•  Training should include information on the need to communicate certain matters and the 

manner in which it should be done.
•  Conduct refresher training.
•  Require periodic confi rmation by employees of their responsibilities.

Discipline •  Expectations about the consequences of committing fraud should be clearly communicated 
throughout the company.

•  Appropriate actions should be taken in response to alleged fraud, including:
 ■  A thorough investigation of the incident.
 ■  Appropriate and consistent actions against violators.
 ■  Relevant controls should be assessed and improved.
 ■  Communications and training should reinforce the entity’s values, code of conduct, and 

expectations.

FIGURE 7.12 Antifraud Measures

(Continued )
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2. Evaluate the Risks of Fraud and Implement Processes, Procedures, and Controls to Mitigate Those Risks

Measure Examples of Measure

Identify and measure fraud 
risks

•  Consider vulnerability of company to fraudulent fi nancial reporting, misappropriation of 
assets, and corruption (bribery and other such illegal acts).

•  Consider organizational, industry, and country-specifi c characteristics that infl uence the risk 
of fraud.

Mitigate fraud risks •  Change certain activities (e.g., cease doing business in certain locations).
•  Change certain processes (e.g., implement lockbox system at a bank instead of receiving 

payments at the company’s various locations).

Implement and moni-
tor controls and other 
measures

•  Evaluate whether controls have been implemented in areas of high risk of fraud.
•  Implement appropriate oversight measure by board of directors or audit committee to 

control for risk of management override of controls.

3. Develop an Appropriate Oversight Process

Measure Examples of Measure

Management •  Oversee activities of employees by implementing and monitoring processes and controls.

Audit committee (or board 
of directors where no 
audit committee exists)

•  Evaluate management’s identifi cation of fraud risks, implementation of antifraud measures, 
and creation of an appropriate “tone at the top.”

•  Consider likelihood of management override.
•  Consider communicating with management one or two levels below senior management.
•  Have an open and candid dialogue with independent auditors on management’s risk 

assessment process and internal control.

Internal auditors •  Determine whether fraud has been committed.
•  Evaluate fraud risks.
•  Deter fraud.

Independent auditors •  Assist management and audit committee in assessment of company’s process for 
identifying, assessing, and responding to fraud risks.

FIGURE 7.12 Continued
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8
Consideration of Internal 
Control in an Information 
Technology Environment

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 8-1 Contrast the character-
istics of an information 
technology–based sys-
tem with those of a less 
sophisticated system.

 LO 8-2 Describe the nature of 
various types of infor-
mation technology–
based systems.

 LO 8-3 Describe the appropriate 
organizational structure 
in an information tech-
nology environment.

 LO 8-4 Distinguish among gen-
eral control activities, 
application control activ-
ities, and user control 
activities in an informa-
tion technology–based 
system.

 LO 8-5 Explain the manner 
in which the auditors 
obtain an understanding 
of internal control in an 
information technology 
environment.
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In a traditional IT environment, information is processed on a large mainframe com-

puter by a separate information systems department, often using software developed 

or modifi ed by employees of that department. The other departments of the company, 

referred to as user departments, send their data to the information systems department 

and receive computer-generated reports when processing is complete. However, in 

recent years, commercially available software packages are replacing client-developed 

software and many information processing activities have been decentralized.

Commercially available computer software varies from applications costing less 

than $300 that are in essence electronic checkbooks (e.g., Quicken, Money) or basic 

general ledger systems (e.g., Quickbooks) to ERP systems costing into the tens, and 

even hundreds, of millions of dollars (e.g., systems by J.D. Edwards, BAAN, Oracle, 

Peoplesoft, and SAP).

Computer applications are frequently implemented by personnel within user depart-

ments, using off-the-shelf software packages. This eliminates the need for the cli-

ent to employ computer programmers for those applications. A typical small business 

uses a relatively small computer1 to run an off-the-shelf general ledger package that 

provides the basis for its accounting system. Indeed, the computing power of such a 

computer often is suffi cient to meet all the accounting needs of a small business.

A typical large business has a client/server IT architecture in which a number 

of “client” computers are connected either to the corporate mainframe system or to 

another “server” computer. Data are entered and reports are generated at the various 

locations by user department personnel; the nature of the application determines the 

combination of processing performed on the client and server computers.

Although IT has created some challenging problems for professional accountants, 

it has also broadened the horizons of these professionals and expanded the range and 

value of the services they offer. Technology is more than a tool for performing routine 

accounting tasks with unprecedented speed and accuracy. It makes possible the devel-

opment of information that could not have been gathered in the past because of time 

and cost limitations. When a client maintains accounting records with a complex and 

sophisticated IT-based system, auditors often fi nd it helpful, and even necessary, to 

utilize technology in performing many auditing procedures.

This chapter will consider some of the most signifi cant ways in which auditing 

work is affected by IT, but it cannot impart extensive technical knowledge. Indepen-

dent auditors will fi nd additional familiarity with IT to be of ever-increasing value in 

the accounting profession.

1 A number of terms have evolved to describe a relatively small computer, including 
microcomputer, desktop computer, personal computer, workstation, user operated computer, 
and, simply, computer. Also, portable versions of these computers include laptops, notebooks, 
tablets, and various other electronic mobile devices. While some continue to distinguish 
among these terms, increases in computing power and versatility have blurred many original 
distinctions.
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Nature of IT-Based Systems

Before we consider the impact of IT on the work of the certifi ed public accountant, we 

need to understand the nature of IT and its capabilities. An IT-based system usually con-

sists of a digital computer and peripheral equipment known as hardware and equally essen-

tial software, consisting of various programs and routines for operating the system.

Hardware
The principal hardware component of a digital computer is the central processing unit 
(CPU). The CPU processes programs of instructions for manipulating (moving and 

changing) data. The data may be numbers, characters, images (in digital form), sound (in 

digital form), or anything else that can be represented by a set of on/off characters (bits).

Digital computer circuitry has two states in that any given circuit may be on or off. 
Using an internal code, or machine language, capable of representing with two symbols 

any kind of data, all data may be expressed internally by the computer by a combination 

of on and off circuits. An example of a machine language is the binary number system.

Peripheral to the central processing unit are devices for recording input and devices for 

secondary storage, output, and communications. Peripheral devices in direct communica-

tion with the CPU are said to be online, in contrast to offl ine equipment not in direct 

communication with the CPU.

A fi rst step in IT processing is to convert the data to machine-readable form. This is 

the role of recording and input devices, such as optical scanners, electronic cash registers, 

and bar code readers.

Secondary storage devices are used to augment the capacity of the storage unit of the 

CPU. Examples of secondary storage devices are magnetic tape, magnetic disk, and opti-

cal compact disk drives. Magnetic and optical compact disk drives have the advantage of 

direct (random) access, which allows for faster location and retrieval of data. Mag-

netic tapes and magnetic cartridges allow for only sequential access; data are retrieved 

by a linear search.

Machines also must be used to translate the output of the computer back into a

recognizable code or language. Output equipment includes printers and display terminals.

Software
Information technology–based systems use two major types of software: system soft-

ware and application software. System software consists of programs that control 

and coordinate hardware components and provide other support to application software. 

The system software known as the operating system is important to the control of IT 

operations because it may be used to control access to programs and stored data and to 

maintain a log of all system activities. Common operating systems include Unix, Linux, 

Mac OS, and Windows. Other system software includes utility programs, for recurring 

tasks such as sorting, sequencing, and merging of data, and specialized security (access 
control) software.

Programs designed to perform a specifi c data processing task, such as payroll process-

ing, are known as application software. Early application programs were laboriously 

written in machine language, but today programming languages such as COBOL (com-

mon  business-oriented language),  C11, and JAVA are much like English. Programming 

in C++ and other source languages is made possible by another type of software, the 

compiler, which is a computer program used to translate a source-language program into 

machine language. The machine-language version of a program is called an object program.

In some ways, IT-based systems enhance the reliability of fi nancial information. Informa-

tion technology processes transactions uniformly and eliminates the human errors that 

may occur in a manual system. On the other hand, defects in programs can result in pro-

cessing all transactions incorrectly. Also, errors or fraudulent items that do occur in IT 

processing may not be detected by the client’s personnel because few people are involved 
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with information processing. Thus, IT precision does not ensure that the output will be 

reliable.

Information technology–based systems differ as to their characteristics. A system, 

regardless of its size, may possess one or more of the following elements:

 1. Batch processing.

 2. Online capabilities.

 3. Database storage.

 4. IT networks.

 5. End user computing.

Batch Processing
When batch processing is used, input data are gathered and processed periodically 

in discrete groups. An example of batch processing is accumulating all of a day’s sales 

transactions and processing them as a “batch” at the end of that day. While batch IT-based 

systems do not provide up-to-the-minute information, they are often more effi cient than 

other types of systems.

Online Capabilities
Online systems allow users to have direct (online) access to the data stored in the system. 

Online systems may be divided into two types: (1) online transaction processing (OLTP) 

and (2) online analytical processing (OLAP) systems.

Online transaction processing (OLTP) systems are used to process various types of 

accounting and other transactions. When an online system is in use, individual transactions 

may be entered directly from the originators at remote locations. The transactions may be 

held in a transaction fi le and later posted to the records as a batch, or real-time processing 

may be used. In online real-time (OLRT) systems, transactions are processed immedi-

ately and all accounting records are updated instantaneously. These systems are frequently 

found in banks and other fi nancial institutions. Online real-time systems allow a teller at 

any branch to update a customer’s account immediately by recording deposits or with-

drawals on a computer terminal. Similarly, customers are able to transact business directly 

with the system by inserting an identifi cation card in an automatic teller machine (ATM).

The use of an online real-time system results in signifi cant changes in internal control. 

Original source documents may not be available to support input into the system, and the 

overall amount of the hard copy (printed) audit trail may be substantially reduced. In these sys-

tems, essential controls should be programmed into the software. For example, the validity of 

data should be checked by the computer as transactions and data are entered into the system.

Online analytical processing (OLAP) involves the use of software technology that 

enables a user to query the system and conduct various analyses, ordinarily directly from the 

user’s desktop computer. For example, management of an airline may download its online 

transaction processing reservation database into a data warehouse—another database that 

allows more effi cient detailed statistical and graphical analysis of the reservation information. 

Massive amounts of data, “big data,” may be stored and analyzed from various perspectives 

through data mining techniques. Management may then use the statistical reports and analy-

ses generated by the OLAP system to make various operating decisions. The data also may 

be used in conjunction with decision support systems or expert systems. Decision support 
 systems combine models and data in an attempt to solve unstructured problems with exten-

sive user involvement. Alternatively, an expert system guides decision processes in a well-

defi ned area and allows decisions comparable to those of an expert. As an example, banks may 

use expert systems to assess the credit risk of potential loan customers.

Database Storage
In a traditional IT-based system, each computer application has its own application data 
fi les. For example, the master fi le of accounts receivable is an application data fi le, 

maintained by the accounts receivable department, that contains customer account activ-

ity for a period of time and information about each customer. Much of the information in 
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this fi le is also included in the customer master fi le maintained by the sales department. 

While this data redundancy has a storage cost, a bigger issue is data inconsistencies that 

may arise because the information may not be up-to-date in all fi les.

In a database system, separate application fi les are replaced with integrated data-

base fi les that are shared by many users and application programs. A database system 

eliminates much data redundancy, and since the database is normally stored on a direct 

access device, the system responds quickly to users’ requests for information. Both batch 

or online real-time systems can use database storage.

From a control standpoint, it is essential that the database be secured against improper 

access or alteration. Organizations that use database systems often create a database 
administrator function, with responsibility for implementing and maintaining central 

databases and controlling access to the data.

IT Networks
The advent of telecommunications—the electronic transmission of information by 

radio, wire, fi ber optics, microwave, laser, and other electromagnetic systems—has 

made it possible to transfer information between computers. Networks of computers 

linked together through telecommunication links enable companies to communicate 

information back and forth between geographically dispersed business locations. Indeed, 

this has led to the creation and development of electronic commerce.

Networks that span a large geographical area are called wide area networks 
(WANs). In contrast, a local area network (LAN) is a communications network that 

allows resources, data, and program sharing within a limited geographical area. An exam-

ple is a network that connects computers and printers within a single building.

Networking enables companies to implement distributed data processing, in 

which information and programs are shared by a large number of users. The network 

may provide company executives with online access to the vast amount of data stored in 

a number of the company’s computers. Users may selectively retrieve data and process it 

to their personal specifi cations with microcomputers located in their departments. Cloud 
computing allows  independent providers to deliver applications over the Internet that 

may be accessed by clients through web browsers and mobile devices. Applications pro-

vided to clients may include data access, data processing, and data storage.

Because data in an IT network may potentially be altered at any location that can 

access the system, weak controls at a single location can jeopardize the reliability of the 

entire networked system. Accordingly, security controls should be established at each 

location to ensure that data can be changed and accessed only by authorized personnel.

Many companies take advantage of Internet technology in establishing their net-

works. Some companies use the Internet to facilitate the exchange of information through 

remote locations or for electronic commerce involving buying or selling products over 

the Internet. Other companies have adopted Internet software for use in their closed net-

works, which are referred to as intranets. When these intranets include external busi-

ness partners, they are often referred to as extranets.

Electronic Commerce
The development of electronic commerce (e-commerce) continues to have a profound 

effect on accounting information systems. Electronic commerce involves the electronic 

processing and transmission of data between customer and client. A variety of activities 

may be involved, including electronic trading of goods and services, online delivery of 

digital products, and electronic funds transfer. Electronic data interchange (EDI) sys-

tems enable a company and its customers or suppliers to use telecommunication links to 

exchange business data electronically over a private line of communication, as contrasted 

to the Internet. Source documents, such as invoices, purchase orders, checks, and bills of 

lading, are replaced with electronic transactions.

Controls over electronic commerce systems include the use of private communication 

lines, fi rewalls, terminal controls, data encryption, and antivirus software.
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End User Computing
When a company implements end user computing, the user departments are respon-

sible for the development and execution of certain IT applications. This involves a decen-

tralized processing system, in which a user department both generates and uses its own 

information. For these applications, the information systems department is generally 

not involved, although certain fi les may be kept for user departments in mainframe stor-

age. End user computing is possible because of the processing power now available with 

microcomputers. The end user IT system is the opposite of the traditional data processing 

environment, in which all information needed by users is provided by programs that are 

purchased or written and tested by the information systems department.

Controls over end user computing are only as good as those instituted by the user 

departments. For example, if user departments do not adequately test new programs, the 

reliability of all information in a system may be compromised. As is the case with IT 

networks, security controls must be established at each location to prevent unauthorized 

access to the company’s data.

Information technology may affect the fundamental manner in which transactions are ini-

tiated, recorded, processed, and reported. In a manual or mechanical data processing sys-

tem, an audit trail (transaction trail) of hard-copy paper documentation links individual 

transactions with the summary fi gures in the fi nancial statements. For example, individu-

als may manually record sales orders on paper forms, authorize credit, prepare shipping 

reports and invoices, record sales in a sales journal, and maintain accounts receivable 

records. The controls an auditor may test in such a system are also manual, and may 

include such procedures as approvals and reviews of activities and reconciliations and 

follow-up on reconciling items. Alternatively, in an electronic commerce environment, 

the information systems may use automated procedures to initiate, record, process, and 

report transactions. Records in electronic format may replace such paper documents as 

sales orders, invoices, shipping documents, and related accounting records. Two areas of 

high risk in such systems are unauthorized access and equipment failure. Control in such 

systems consists of a combination of automated controls and manual controls. In many 

applications, IT is able to electronically create, update, and delete data in computer-based 

records without any visible evidence of a change being made. In addition, the develop-

ment of telecommunications has created an environment in which data may be altered not 

only within a specifi c computer, but by various computers both within and outside the 

client’s organization.

During the early development of IT-based systems, the electronic transfer of informa-

tion led to some concern among accountants that computerized processing would obscure 

or even eliminate the audit trail. Although it is technically possible to design an informa-

tion system that would leave no audit trail, such a system would be neither practical nor 

desirable. An adequate audit trail is necessary to enable management to direct and control 

the operations of the business, to permit fi le reconstruction in the event of transmission 

and processing errors or computer failure, and to accommodate the needs of independent 

auditors and governmental agencies.

An audit diffi culty with advanced IT-based systems is that while an audit trail may 

exist, it may not exist in printed form; it may be available only in machine-readable form. 

Because it can be quite voluminous, audit trail information may be kept online for only a 

short period of time and then transferred to a low-cost storage medium, such as magnetic 

tape. Electronic commerce conducted over the Internet provides a good example because 

often no printed output may exist related to initiating and processing transactions. After 

processing, the details of the transactions are often stored on a long-term basis on mag-

netic tape.

When electronic commerce is being used, the auditors should consider client data 

retention and processing policies in planning the nature and timing of their audit pro-

cedures. For example, the auditors might identify transactions to be tested at the time 

Impact of IT on 
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they are processed so that information about the transactions can be obtained before it is 

purged from the IT-based system. Also, emphasis should be placed on coordinating the 

efforts of external and internal auditors to ensure adequate audit coverage.

The client’s methods of processing transactions and policies for retaining audit trail 

information may even affect the auditors’ overall approach to auditing certain assertions. 

To illustrate, when EDI transaction data are retained for a limited period, the auditors 

may fi nd that the lack of hard-copy records makes performance of a primarily substan-

tive audit for certain assertions diffi cult or impossible. Accordingly, for those assertions, 

the auditors may switch to a systems approach that includes tests of controls performed 

throughout the period to refl ect the client’s record retention policies. Thus, when signifi -

cant information is initiated, recorded, processed, or reported electronically, the auditor 

may determine that it is not possible to design effective substantive procedures that by 

themselves would provide suffi cient competent audit evidence.

During the design of an IT-based system, management will normally consult with both 

its internal and its external auditors to ensure that an adequate audit trail is built into the 

system and retained. In an IT-based system, of course, the audit trail may consist of com-

puter printouts, computer logs, and documents stored in machine-readable form, rather 

than the more traditional handwritten source documents, journals, and ledgers. Portions 

of the audit trail, such as the date and time of the last change in a record, and the person 

making the change, are often stored as part of the online records.

Internal Control in an IT Environment

The discussion of internal control in Chapter 7 stressed the need for a proper division of 

duties. In a manual information system, no one employee should have complete respon-

sibility for a transaction, and the work of one person should be verifi ed by the work of 

another handling other aspects of the same transaction. The division of duties in such a 

manner ensures accurate records and reports and protects the company against losses 

from fraud or carelessness.

In an IT-based system, work normally divided among many employees may be per-

formed electronically. Consolidation of activities and integration of functions are to be 

expected, since technology can conveniently handle many related aspects of a transac-

tion. For example, a computerized payroll system could maintain personnel fi les with 

information on seniority, insurance, and the like; calculate employee pay; distribute labor 

costs; and prepare payroll checks and payroll records.

Despite the integration of several functions in an IT-based system, the importance of 

internal control is not in the least diminished. The essential factors described in Chap-

ter 7 for satisfactory internal control remain relevant. Separation of duties and clearly 

defi ned responsibilities continue to be key factors. These traditional control concepts are 

augmented, however, by controls written into the computer programs and controls built 

into the computer hardware. Our discussion of controls in an IT-based environment will 

include a description of the organizational structure of the information system function, 

internal auditing of an IT-based system, and control activities.

In an IT-based system, there is a tendency to combine the performance of many data pro-

cessing functions. In a manual or mechanical system, these combinations of functions 

may be considered incompatible from the standpoint of achieving strong internal control. 

For example, in a manual system, the function of recording cash receipts is generally seg-

regated from responsibility for posting entries to the subsidiary accounts receivable. 

Because one of these procedures serves as a check upon the other, assigning both func-

tions to one employee would enable the employee to conceal his or her own errors. A 

properly programmed computer, however, has no tendency or motivation to conceal its 

errors and may record these transactions simultaneously. Therefore, what appears to be an 
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incompatible combination of functions may be combined in an IT-based system without 

weakening internal control.

When apparently incompatible functions are combined in the IT-based system, com-

pensating controls are necessary to prevent improper human intervention with process-

ing. A person with the opportunity to make unauthorized changes in programs or data 

fi les is in a position to exploit the concentration of data processing functions in an IT-

based system. For example, an IT-based system used to process accounts payable may 

be designed to approve a vendor’s invoice for payment only when that invoice is sup-

ported by a purchase order and receiving report. An employee able to make unauthorized 

changes to data or programs in that system could cause unsubstantiated payments to be 

made to specifi c vendors.

Computer programs and data fi les cannot be changed without the use of IT equipment. 

When changes are made, however, there may be no visible evidence of the alteration. 

Thus, the organization of the information systems department should prevent its per-

sonnel from having inappropriate access to equipment, programs, or data fi les. This is 

accomplished by providing defi nite lines of authority and responsibility, segregation of 

functions, and clear defi nition of duties for each employee in the department. The orga-

nization of the information systems department varies from one company to another in 

terms of reporting responsibility, relationships with other departments, and responsibili-

ties within the department. As illustrated by Figure 8.1, the organizational structure of a 

well-staffed information systems department should include the separation of responsi-

bilities discussed next.

Information Systems Management
The information systems manager (director) should supervise the operation of the depart-

ment and may report to the vice president of fi nance or administrative services or to the 

controller. When the head of information systems reports to the controller, the controller 
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should not have direct involvement with IT operations. Alternatively, the position may be 

elevated to the vice president level, with reporting responsibility directly to the president. 

In many companies this high-level person is called the chief information offi cer (CIO).

Systems Analysis
Systems analysts are responsible for designing the information system. After considering 

the objectives of the business and the IT processing needs of the various user depart-

ments, they determine the goals of the system and the means of achieving them. Using 

system fl owcharts and other tools, they outline the IT-based system.

Application Programming
Guided by the specifi cations provided by the systems analysts, the application program-
mers design fl owcharts of the computer programs required by the system. They then code 

the required programs in computer language, generally making use of specialized pro-

gramming languages, such as C++, and software tools, such as assemblers, compil-

ers, and utility programs. They test the programs with test data composed of genuine 

or dummy records and transactions and perform the necessary debugging. Finally, the 

application programmers prepare the necessary application documentation, such as the 

computer operator instructions.

Database Administration
The database administrator has the responsibility for planning and administering the 

company’s database. The primary objectives of this individual are to design the database 

and to control its use.

Data Entry
Personnel involved with this function prepare and verify input data for processing. Cen-

tral data entry operators have largely been replaced with new technology. Today, data 

may be input via terminals or desktop computers in user departments, scanned directly 

from source documents or via EDI. Data changes for online real-time systems are nor-

mally entered directly into the system by users through telecommunication links so that 

computer fi les can be updated immediately.

IT Operations
IT operators run and monitor central computers in accordance with standard instructions. 

On occasion, the IT operators may need to intervene through the console during a run in 

order to correct an indicated error. The IT’s operating system should be programmed to 

maintain a detailed log of all operator intervention. The separation of IT operations from 

programming is an important one from the standpoint of achieving effective internal con-

trol. An employee performing both functions has more opportunity to make unauthorized 

changes in programs.

Program and File Library
The purpose of the fi le library is to protect computer programs, master fi les, transaction 

(detail) tapes, and other records from loss, damage, and unauthorized use or alteration. 

To ensure adequate control, the librarian maintains a formal checkout system for making 

fi les and programs available to authorized users.

In many systems, a portion of the library function is performed by the computers. The 

computer operators or the users enter special code numbers or passwords to gain access 

to programs and fi les stored within the system. The system automatically maintains a log 

showing when these programs and fi les are used and by whom.

Data Control
The data control group of an information systems department reviews and tests all input 

procedures, monitors processing, reviews exception reports, handles the reprocessing of 

exceptions detected by the system, and reviews and distributes all IT output. This group 

also reviews the log of operator interventions and the library log of program usage.
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Telecommunications
Telecommunications specialists are responsible for maintaining and enhancing IT net-

works and network connections in a company. They monitor the network for indications 

of problems, including attempts to improperly access IT-based systems via the network.

Systems Programming
Systems programmers are responsible for troubleshooting the operating system or sys-

tems in use, upgrading them when new software releases are provided by the vendor, 

and working with application system programs when the applications interact with the 

operating system in a nonstandard or problematical way. Systems programmers are nor-

mally responsible for the proper functioning of the security features built into or added to 

 operating systems.

Other Organizational Controls
Besides segregating functions, the information systems department should cross-train 

programmers, rotate operator assignments, require mandatory vacations, and obtain 

 adequate fi delity bonds for information systems employees. At least two information 

 systems employees should be present whenever the IT facility is in use. Careful screening 

policies in hiring information systems personnel are also important to achieve effective 

internal control.

The history of computer-based fraud shows that the person responsible for frauds in many 

situations set up the system and controlled its modifi cations.

The number of personnel and the organizational structure will of course determine the 

extent to which segregation of duties is possible. At a minimum, the function of program-

ming should be separated from the function of controlling data entry, and the function of 

the computer operator should be segregated from those functions having detailed knowl-

edge or custody of the programs. If one person is permitted to perform duties in several 

of these functions, internal control is weakened, and the opportunity exists for fraudulent 

data to be inserted in the system.

Whenever the responsibilities for record keeping and custody of the related assets 

are combined, the opportunities for an employee to conceal the abstraction of assets are 

increased. Since record keeping is an essential part of the information system’s function, it 

is highly desirable to limit the access of information systems personnel to company assets. 

These employees can be considered to have direct access to cash if the information systems 

department prepares signed checks. They also have indirect access to assets if, for example, 

the computer is used to generate shipping orders authorizing the release of inventory.

This combination of record keeping with access to assets seriously weakens internal 

control unless adequate compensating controls are present. One type of compensating 

control is the use of predetermined batch totals, such as document counts and totals of 

signifi cant data fi elds, prepared in departments independent of information systems. For 

example, if the information systems department performs the function of printing checks, 

Computer-Based 
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tion. The fraud was not discovered until there were computer 
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another department should be responsible for authorizing the preparation of the checks. 

The authorizing department should maintain a record of the total number and dollar 

amount of checks authorized. These independently prepared batch totals should then be 

compared with the IT output before the checks are released.

Organizational controls are reasonably effective in preventing an individual employee 

from perpetrating a fraud, but they do not work as well at preventing fraud involving 

collusion. If key employees or company offi cers conspire in an effort to commit fraud, 

controls that rely upon separation of duties can be rendered inoperative.

While the information systems department is primarily responsible for day-to-day main-

tenance of the controls for IT processing, the internal auditors are interested in evaluating 

the overall effi ciency and effectiveness of information systems operations and the related 

controls throughout the company.

The internal auditors should participate in the design of the IT-based system to ensure 

that the system provides a proper audit trail and includes adequate controls. Once the 

system becomes operative, internal auditors review all aspects of the system on a test 

basis to determine whether prescribed controls are operating as planned. Among other 

things, the internal auditors perform tests to determine that no changes are being made 

in the system without proper authorization, programming personnel are functionally 

separate from IT operating personnel, adequate documentation is being maintained, 

control activities are functioning effectively, and the data control group is performing 

its assigned functions.

Information technology control activities often are classifi ed as general control activities, 

application control activities, and user control activities. Whereas general control 
activities apply to a number of or to all IT applications, application control activities and 

user control activities relate to only a specifi c application, such as the preparation of pay-

roll. Application (transaction) control activities include both programmed control 
activities, which are written into the computer programs, and manual follow-up activities
performed on the exception reports that are generated by the system. User control activ-
ities are those performed by users to test the accuracy and completeness of IT reports. 

Figure 8.2 illustrates the relationship among these three types of IT control activities.
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Equity Funding Corporation 
of America went into bank-
ruptcy after it was discovered 

that the company’s fi nancial statements had been grossly 
and fraudulently misleading for a period of years. A subsid-
iary of the company had been manufacturing bogus insur-
ance policies on fi ctitious persons and then selling these 
policies to other insurance companies. When the fraud was 
discovered, Equity Funding’s balance sheet included more 
than $120 million in fi ctitious assets, far exceeding the $75 
million net income reported over the 13-year life of the 
company.

Perhaps the most startling revelation of the Equity 
Funding scandal was that numerous offi cers and 
employees of the company had worked together for 
years to perpetrate and conceal the fraud. The fi ctitious 

transactions had been carefully integrated into the com-
pany’s computer-based accounting system. A wide variety 
of fraudulent supporting documents had been prepared for 
the sole purpose of deceiving auditors and governmental 
regulatory agencies. Upon disclosure of the activities, sev-
eral members of top management were convicted of crimi-
nal charges.

The Equity Funding scandal is often described as a 
 computer-based fraud. It was not the use of computers, 
however, that enabled the company to deceive auditors and 
government investigators. Rather, the fraudulent activities 
were successfully concealed for a number of years because 
of the unprecedented willingness of a large number of com-
pany offi cers and employees to participate in the scheme. 
Collusion of the magnitude existing at Equity Funding ren-
ders internal control ineffective.

Illustrative Case Fraud at Equity Funding
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General control activities support many applications. General control activities include 

activities to control (a) the development and customization of new programs and sys-

tems, (b) changes to existing programs and systems, (c) access to programs and data, and 

(d) IT operations.

The Development and Customization of  New Programs and Systems
These controls ensure that the systems and programs that are developed or customized by 

the information systems department meet users’ needs, are free from errors, and include 

adequate controls and documentation. Examples include policies requiring user involve-

ment in purchase and development processes and appropriate testing of systems and pro-

grams before they are implemented. By requiring the information systems department 

to obtain technical assistance from personnel in other departments, such as the internal 

auditors, assurance is provided that the hardware and system software being purchased or 

developed will include appropriate controls.

Another important consideration in developing or customizing new IT-based systems 

and applications is the preparation of adequate system documentation. The purpose of 

system documentation is to provide an overall description of the IT-based system in the 

form of system fl owcharts and descriptions of the nature of input, operations, and out-

put. It also establishes responsibilities for entering data, performing control tasks, and 

correcting and reprocessing erroneous data. Documentation describing each application 

program, as a minimum, should include:

 1. A description of the purpose of the program.

 2. Program approval and change sheets showing authorization for the initial program 

and subsequent changes.

General Control 
Activities

Manual Checks of Computer
Output against Source
Documents or Other Input

Manual Application Control
Activities (Manual Follow-Up

of Computer Exception Reports)

User Control Activities to Test
the Completeness and Accuracy of 
Computer-Processed Transactions

Programmed Application
Control Activities

Computer General
Control Activities

Transactions

Computer
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Reports

User
Reports

Controls in Computer Programs
That Relate to Specific
Computer Applications

Controls Related to All 
Computer Applications

Application
Control

Activities

User
Control
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General
Control
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IT Control Activities
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 3. Information on the organization of data used by the program.

 4. A users’ manual containing instructions for inputting data and applying user control 

activities.

 5. Program fl owcharts showing the major steps and logic of the computer program.

 6. Program listing in source language.

 7. A list and explanation of processing controls associated with the program.

 8. Examples of computer output, including exception reports.

 9. An operations manual containing instructions for running the program.

 10. Information on testing and results, as well as test data used in testing and debugging 

the programs.

Changes to Existing Programs and Systems
Frequently, changes in programs are suggested by users who have noted various diffi cul-

ties associated with a processing system. These suggestions are generally documented in 

a change request log, which is used to initiate various program changes.

The process of changing programs and systems must be carefully controlled. There 

should be appropriate reviews of all changes, and the modifi ed program should be thor-

oughly tested before it is implemented. In addition, all changes should be adequately 

documented, showing what was changed and why.

Access to Programs and Data
Every IT-based system should have adequate security controls to safeguard equipment, 

fi les, and programs against loss, damage, and access by unauthorized personnel. When 

programs or fi les can be accessed from user operated computers or online terminals, users 

should be required to enter a user identifi cation (user ID) password in order to gain access 

to the system. These passwords should be changed periodically and the list of authorized 

user IDs should be updated frequently to refl ect changes in personnel. Passwords should 

consist of a combination of letters, numbers, and characters. The computer’s operating sys-

tem also should be programmed to maintain a log of all failed access attempts and should 

produce a warning if repeated attempts are made to gain access. The importance of these 

controls has been dramatically illustrated by several highly publicized incidents of “hack-

ers” using home computers to gain entry to both military and commercial IT systems.

When data are transmitted over telecommunications facilities, data transmission 
controls should be established to prevent unauthorized access or changes to information 

when it is being transmitted. From the auditors’ perspective, signifi cant data transmission 

controls include:

 1. Parity check. Data are processed and transmitted by the system in arrays of bits. In 

addition to the bits necessary to represent the numeric or alphabetic characters, redun-

dant parity bits may be added that may be used to verify the integrity of the informa-

tion as it is processed or transmitted.

 2. Data encryption. Data are stored and transmitted in code to make it diffi cult for unau-

thorized individuals to read the information.

 3. Message acknowledgment techniques. Techniques may be used to help ensure that 

the receiving device receives a complete message. One common form of message 

acknowledgment technique is echo check, in which the receiving device sends a mes-

sage that verifi es a transmission back to the sending device.

 4. Private lines. Data are transmitted over telephone lines that are owned or leased by the 

organization and, therefore, may be secured.

Access to programs and data within the information systems department should also 

be carefully controlled. Programmers should not have access to input data or application 

programs that are currently in use; computer operators should have access to only the 

application programs currently being used. Generally, only the database administrator 

should have access to all data fi les, especially the fi les of authorized users. Passwords 

should be encrypted so that only a user knows his or her password.
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Physical controls are necessary to protect IT equipment against sabotage, fi re, and water 

damage. The best way to prevent deliberate damage is to limit access to authorized person-

nel only. Visitors to a centralized information systems facility should be accompanied by 

authorized personnel. Information systems personnel should be carefully screened before 

being hired, and management should always be alert to the possibility of damage by a 

disgruntled employee. Frequently, the IT facility is kept in an inconspicuous location. The 

facility should have no windows and few doors; entrances should be controlled by guards 

or badge-activated locks. In addition, the computer room should have a fi re-suppression 

system, air conditioning, and emergency power, and it should be above likely fl ood levels.

IT Operations Controls
To minimize the opportunity for unauthorized changes in programs, the computer opera-

tors should have access only to the operations manual that contains the instructions for 

processing programs, and not detailed program documentation. The operations manual 

should be suffi cient to allow operators to solve routine operational problems and to train 

new operators.

Careful job scheduling and monitoring helps control the possibility of inappropriate 

program modifi cation. The data control group should monitor the computer operator’s 

activities by reviewing the operations log, which records a description of each run, the 

elapsed time for the run, operator console interventions, machine halts, and fi les used.

Magnetic tapes or disks can be damaged by exposure to magnetic fi elds or excessive 

heat. Also, it is possible that a program or a fi le will accidentally be erased while it is 

being processed by the system. As a precaution against such accidents, duplicate copies 

should be made of all fi les and programs, and databases should be transferred to backup 

disks or tapes at regular intervals. These backup copies should be stored at a separate 

location from the originals.

In a batch IT-based system, multiple generations of master fi les should be retained to 

enable reproduction of fi les lost or destroyed. Under this grandfather-father-son principle 

of fi le retention, the current updated master fi le is the son, the master fi le utilized in 

the updating run that produced the son is the father, and the previous father is the 

grandfather. Records of transactions for the current and the prior period also should be 

retained to facilitate updating the older master fi les in the event that the current master fi le 

is accidentally destroyed. If multiple generations are stored in separate locations, the risk 

of losing all copies is minimized.

Application control activities apply to the processing of individual applications. They 

relate to the use of IT to initiate, record, process, and report transactions or other fi nancial 

data. These controls begin with requirements for proper authorization of the transactions 

to be processed. When transaction data are originally recorded on hard-copy source 

documents, such as sales orders, authorization may be indicated by the appropriate per-

son initialing the document. In online systems, transaction data may be entered directly 

into the system from the departments initiating the transactions. Authorization of trans-

actions may be accomplished by assigning to authorized terminal users an identifi cation 

name that must be entered before the system will accept any data. Also, the operating 

system should maintain a log of activity at each terminal to be reviewed by the system’s 

control group for evidence of unauthorized use.

As indicated by Figure  8.2, application control activities may be classifi ed as pro-

grammed control activities or manual follow-up activities.

Programmed Control Activities
Programmed control activities are those written into computer programs that help ensure 

the accuracy of IT input and processing. A major aspect of programmed control activities 

is input validation (edit) checks that are performed on the data being entered. Examples 

of these controls include:

 • Limit test. A test of the reasonableness of a fi eld of data, using a predetermined upper 

and/or lower limit.

Application 
Control Activities
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 • Validity test. A comparison of data (for example, employee, vendor, and other codes) 

against a master fi le or table for accuracy.

 • Self-checking number. A self-checking number contains redundant information, such 

as the last two digits being a mathematical combination of the others, thus permitting 

a check for accuracy.

Input validation checks increase the accuracy of input data by rejecting any data that 

fail to meet an edit check and by informing the user that revised information is needed. 

The data can also be tested for completeness. For example, the program can determine 

whether all required fi elds in an on-screen form have been completed.

Input controls in batch IT systems are used to determine that no data are lost or added 

to the batch. The sequence of serial numbers or source documents composing each batch 

should be accounted for. In addition, the following controls help ensure the accuracy and 

completeness of batch processing:

 • Item (or record) count. An item count is a count of the number of items or transactions 

being input in a given batch.

 • Control total. A control total is the total of one fi eld of information for all items in a 

batch. An example would be total sales for a batch of sales orders.

 • Hash total. A hash total is a total of one fi eld of information for all items in a batch, used 

in the same manner as a control total. The difference between a hash total and a control 

total is that a hash total has no intrinsic meaning. An example of a hash total would be 

the sum of the employee Social Security numbers being input for payroll processing.

A comparison of totals may be performed either by the hardware or manually by the 

control group.

Processing controls are designed to ensure the reliability and accuracy of IT processing 

activities. A number of the input controls described above are programmed as processing 

controls, including limit tests, validity tests, self-checking numbers, item counts, and control 

and hash totals. In addition, fi le labels, such as header labels, may be used to ensure that 

the proper transaction fi le or master fi le is being used on a specifi c run. For magnetic tapes, 

internal labels that are machine-readable are used in conjunction with gummed-paper exter-

nal labels to prevent operators from accidentally processing the wrong fi le.

Manual Follow-Up Activities
Most manual follow-up activities consist of review and analysis of outputs that have been 

generated in the form of exception reports. For example, a report might be produced that 

lists transactions where information is missing or inconsistent with other information or 

appears to be invalid for some other reason.

The effectiveness of manual follow-up activities depends upon the effectiveness of 

the programmed control activities that produce the exception reports. Thus, if a program 

does not generate an exception for an improper transaction, no manual follow-up is likely 

since the transaction is not included on the exception report. In addition, problems will 

persist if user departments do not take actions to correct transactions listed on exception 

reports, or if they fail to analyze the underlying causes for the exceptions.

User control activities are designed to test the completeness and accuracy of IT-processed 

transactions. These controls are generally designed to ensure the reliability of IT output 

(summary reports and transaction data). Reconciliation of control totals generated by the 

system to the totals developed at the input phase is an important aspect of user control 

activities. In some systems, user departments may appraise the reliability of output from 

the information systems department by extensive review and testing. For example, sales 

invoices generated by the IT-based system may be tested for clerical accuracy and pric-

ing by an accounting clerk. Although these user control activities can be very effective, it 

is generally more effi cient to implement effective application control activities and have 

users merely test the overall reasonableness of the output.

User Control 
Activities
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Decentralized processing systems generally involve the use of one or more user 

operated workstations to process data. Similarly, a single workstation may be used by a 

relatively small company to process data. While decentralized and single workstation 

systems have a smaller capacity and are slower at processing data than mainframe com-

puters, they have the advantage of giving company employees direct access to a computer 

system without the constraints of centralized processing systems. For that reason, 

even audit clients with sophisticated centralized computer systems are likely to use work-

stations for a variety of on-site record keeping functions.

In decentralized environments, computers are located in users’ departments and oper-

ated by user personnel who have little or no computer training. Processing usually is 

performed with commercial off-the-shelf packages. For secondary storage when the 

computer is operating, workstations use hard-disk drives where programs are stored. 

High-volume disks are used as backup for the hard disks.

Internal control over user operated computers is enhanced when computer pro-

cessing procedures are documented and users are well trained. To ensure that the client 

can reconstruct fi nancial records, backup disks or tapes of fi les should be made frequently 

and stored away from the originals in a secure location. Since the computers are located 

in user departments, there is a greater risk of use by unauthorized personnel. Therefore, 

the computers should be programmed to require the user to enter an authorization code 

to gain access to application menus that control specifi c programs and fi les. In addi-

tion, management should consider installing hardware controls, such as a locking on/off 

switch on the computer to prevent unauthorized use of the machine after business hours, 

or keeping critical programs on removable hard drives that can be locked up when not in 

use. The auditors are concerned with these and other controls over user operated comput-

ers when the information processed by them may affect the reliability of the information 

in the client’s fi nancial statements.

A signifi cant risk in the use of user operated (decentralized) computers is the possibil-

ity of software viruses. A software virus is a program that has the ability to attach itself 

to a legitimate program and modify other programs and systems. Viruses can cause loss 

of data and programs. Controls that help to prevent computer viruses include:

 • Obtain software only from reputable sources.

 • Prohibit the use of unauthorized programs.

 • Prohibit the downloading of programs from sources such as computer bulletin 

boards.

 • Use antivirus software.

As discussed in Chapter 7, monitoring is the process used to assess internal control per-

formance over time. An advantage of IT is the ability to use technology to monitor inter-

nal control performance. Technology can be used to identify transactions or items that 

meet defi ned criteria.  If the criteria are established properly, the technology may identify 

transactions or items that were not subjected to appropriate controls. For example, the 

transactions or items may not be authorized, or fraudulent.  

The Auditors’ Consideration of Internal Control
in an IT Environment

Recall from Chapter 6 that the overall approach that auditors use in a fi nancial statement 

audit includes:

 1. Plan the audit.

 2. Obtain an understanding of the client and its environment, including internal control.

 3. Assess the risks of material misstatement and design further audit procedures.

Control in 
Decentralized 
and Single 
Workstation 
Environments

Monitoring in an 
IT Environment

Explain the manner in which the 

auditors obtain an understanding 

of internal control in an informa-

tion technology environment.

LO 8-5
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 4. Perform further audit procedures.

 5. Complete the audit.

 6. Form an opinion and issue the audit report.

As is the case for all types of internal control, the auditors’ consideration of IT con-

trols relates most directly to stages 2 through 4. Recall from Chapters 5 through 7 that 

the auditors fi rst obtain an understanding of the client and its environment (stage 2) and 

then use this understanding to assess risk and design further audit procedures (stage 3). 

Further audit procedures, consisting of tests of controls (as appropriate) and substantive 

procedures, are then performed (stage 4).

Specialized skills may be needed to understand internal control or to design effective 

audit tests for clients with IT-based systems. Therefore, training and education about IT 

systems and controls are an important part of the professional development programs of 

many CPA fi rms. Some CPA fi rms have trained IT specialists who act as consultants to 

the fi rm’s other auditors on audits that involve particularly complex IT systems. Other 

CPA fi rms rely on outside consultants to provide this assistance on complex engage-

ments. In either case, the auditor in charge of the engagement should have suffi cient

IT-related knowledge to review the adequacy of the procedures performed by the special-

ist. The results of the specialist’s procedures should be considered when planning the 

nature, timing, and extent of other audit procedures.

Documenting IT-Based System Controls
The auditors’ documentation of the client’s IT-based system varies depending on the 

complexity of the system. For a client with simple internal control, a written narrative 

might be adequate. However, IT-based systems are usually documented by the use of 

systems fl owcharts or specially designed internal control questionnaires.

Systems Flowcharts As explained in Chapter 7, systems fl owcharts are a commonly 

used technique for documenting internal control in audit working papers. An advantage 

of using systems fl owcharts is that the information systems department should have them 

available as part of the standard documentation.

An illustration of a systems fl owchart for sales, accounts receivable, and cash receipts 

appears in Figure 8.3. The following description of the illustrated procedures and IT sys-

tems should be helpful in studying the illustrated fl owchart.

 1. Orders are received from sales representatives, and sales invoices are printed. A com-

puter fi le of sales transactions is generated as a by-product of order processing and 

sales invoice preparation. Two copies of the invoices are mailed to the customer, one 

copy is sent to the shipping department, and one copy is fi led offl ine.

 2. Individual cash remittances from customers are received from the mailroom and veri-

fi ed to a batch total, which is also received from the mailroom. These remittances are 

entered via terminals to a computer fi le of cash receipts transactions, with the total 

input being compared to the batch total. After the auditors compare batch totals, any 

necessary corrections are made to the transactions fi le.

 3. The accounts receivable master fi le is updated by processing both the sales transac-

tions fi le and the cash receipts transactions fi le. A by-product of the updating of the 

accounts receivable master fi le is an exception report for the run and a printout (on an 

online terminal) of any job messages.

The client’s documentation of IT processing activities usually includes program fl ow-

charts as well as systems fl owcharts. Program fl owcharts illustrate the detailed logic of 

specifi c computer programs. In some circumstances, auditors may use program  fl owcharts 

to obtain an understanding of the program controls contained in specifi c IT applications. 

This, however, involves careful consideration of the detailed logic of the program, is 

Obtaining an 
Understanding of 
IT-Based System 
Controls
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extremely time-consuming, and generally exceeds the level of knowledge required to 

plan the audit.

Internal Control Questionnaires for IT-Based Systems As an alternative or supplement 

to systems fl owcharts, the auditor may decide to document an IT-based system with spe-

cialized questionnaires. A specialized IT internal  control questionnaire for the general 

control activities over access to the IT-based system is illustrated in Figure 8.4.

Recall from Chapter 7 that during the risk assessment stage of an audit the auditors assess 

the risks of material misstatement by using all the audit evidence obtained on the client 

and its environment, including its internal control, to:

 • Identify risks.

 • Relate the identifi ed risks to what can go wrong at the relevant assertion level.
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 • Consider whether the risks are of a magnitude that could result in a material 

misstatement.

 • Consider the likelihood that the risks could result in a material misstatement.

The nature of the client’s IT system will affect the risks that management must con-

front in designing controls for the system. As an example, if the client employs end user 

computing, management must design and implement appropriate controls for that aspect 

of the IT system. Figure 8.5 illustrates typical risks related to IT system areas and con-

trols that are often implemented for those areas. In assessing the risks of material mis-

statement, the auditors should identify these risks and evaluate the effectiveness of the 

related controls in mitigating those risks.

Assessing the risks of material misstatement involves evaluating the effectiveness of a 

client’s automated and manual controls. In this section, we focus on tests of controls over 

IT-based systems.

Determining the Approach to the Audit
After obtaining an understanding of the client’s internal control, the auditors are in a 

position to determine an effective and effi cient approach to the audit. When the client’s 

IT-based system is relatively simple and produces hard-copy documents and records, the 

auditors may decide that it is effi cient to bypass extensive testing of IT processing. Using 

Discuss the ways in which the audi-

tors may test controls in an infor-

mation technology environment.

LO 8-6

Access to IT System Resources KP 8/15/X1

Yes,
No, N/A Comments

 1.  Does the company have documented policies and procedures for 
IT security? No No written policies.

 2.  Are there adequate physical controls to restrict access to the IT 
facilities to authorized individuals?

Yes

Card key access. Visitors are 
accompanied by authorized 
personnel.

 3.  Are programmers restricted from access to application programs, 
job control language, and live data fi les?

Yes

The operating system security 
program restricts access to other 
programs and data.

 4.  Has a test library procedure been established so that 
 programming is not performed using live data fi les and applicable 
programs? Yes

Test data fi les are used for 
 testing programs.

 5.  Are operators restricted from access to source programs?
Yes

Source programs cannot be 
accessed by operators.

 6.  Are utility programs that can alter data without any audit trail 
adequately controlled and their use logged for subsequent 
 management reviews? Yes

Access to utility programs 
is restricted by the security 
program.

 7.  Is there terminal access control software that restricts who can 
access the system, what programs can be used, and what fi les the 
user and/or program can access? Yes

Access restricted by use of 
passwords.

 8.  Does terminal access control rely on passwords or other 
 identifi cation/validation processes to control access to the system?

Yes

Unattended terminals log off 
automatically after 10 minutes of 
inactivity.

 9.  Are passwords controlled to ensure that they are confi dential, 
unique, and updated to refl ect needed changes on a timely basis? Yes

Policies restrict access to 
passwords.

10.  Are all signifi cant events (security violations, use of critical 
 software, or system commands, etc.) logged and promptly 
 investigated by appropriate management personnel? Yes Reviewed by security manager.

FIGURE 8.4 Internal Control Questionnaire

 Source: Adapted from the AICPA Audit Guide,  Consideration of Internal Control in a Financial Statement Audit  (New York, 1996). 
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this approach, the auditors will test transactions manually. If the results of these tests are 

satisfactory, the auditors will assume that the client’s system is processing data properly. 

This technique is called auditing around the computer because the auditors bypass the com-

puter rather than performing tests of the IT controls. While auditing around the computer 

can be an effective approach in certain circumstances, it is unacceptable if the reason for its 

use is merely the auditors’ lack of understanding of the client’s IT processing activities. The 

approach of auditing around the computer often relies upon substantive procedures to reduce 

detection risk to an acceptable level. Such an approach is only appropriate when an auditor 

is satisfi ed that such substantive procedures will be effective in reducing detection risk to an 

acceptable level. When a signifi cant amount of information supporting the fi nancial state-

ments is in electronic form, an auditor may determine that it is not possible to design effec-

tive substantive procedures that by themselves  provide suffi cient evidence that the fi nancial 

statements are not materially misstated. Examples of such situations include the following:

 • A client conducts business using information technology to initiate orders for goods 

using predetermined decision rules and pays for the related payables using system-

generated information regarding the receipt of goods.

 • A client provides electronic services to its customers (for example, an Internet service 

provider or a telephone company) and uses the computer to log services provided to 

users, initiate billing, process billing, and record such amounts.

In both of the above situations, an auditor will normally decide that it is necessary to 

test controls, in addition to performing substantive procedures.

Tests of Controls
The purpose of tests of controls is to provide reasonable assurance that the controls 

described in the audit working papers are actually operating as designed. Regardless of 

the nature of the client’s system, auditors should perform tests of those controls that—

based on the auditors’ risk assessment—are presumed to be operating effectively. The 

nature of the IT-based system may, however, affect the specifi c procedures employed by 

the auditors in testing the controls.

Procedures to Test General Control Activities
The auditors will usually begin their consideration of IT control activities by testing gen-

eral control activities. This is an effi cient approach since the effectiveness of specifi c 

Information Technology Typical Risks Selected Controls

Computer operations Unauthorized access; destruction of 
infrastructure or data

Physical controls; segregation of 
duties; program and user controls

Computer programs Unauthorized changes Controls over access; segregation 
of duties; testing of programs; 
backup copies

Data fi les, including databases Unauthorized changes; destruction 
of data

Controls over access; segregation of 
duties; backup copies; program 
and user controls

IT networks and electronic 
commerce

Unauthorized changes to data 
or programs; introduction of 
unauthorized data or programs; 
unauthorized interception or 
viewing of data; viruses

Firewalls; physical control over 
terminals; password systems; data 
encryption; antivirus software

End user computing (user operated 
computers)

Unauthorized access to data or 
programs

Password systems; physical controls 
over terminals; testing of user 
programs and applications

FIGURE 8.5 Assessing the Risks of Various Types of IT
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application control activities is dependent on the existence of effective general control 

activities over all IT activities. The auditors, for example, would get little audit evidence 

from testing programmed control activities in a payroll program in an environment where 

programmers can easily make unauthorized changes in any program. In the absence of 

controls over program modifi cation, the auditors have no evidence that the program being 

tested is identical to the one used to process data during the year. Such weaknesses would 

limit the auditors’ ability to rely on application control activities.

Tests of the effectiveness of controls for development of new programs and systems 

may include making inquiries of personnel, reviewing the minutes of meetings of users 

and the IT staff, and inspecting the documentation of the tests performed on the systems 

before they were implemented. The auditors may have discussions with users to deter-

mine that they understand the systems and to obtain their assessments of the operation of 

the system.

To test controls over program changes, the auditors may review the documentation of 

any changes made and compare them to the log of manager approvals. Manuals being 

used by users and operators may be inspected to determine that they are the most recent 

versions.

Controls over access to programs and data may be tested through inquiry of client per-

sonnel and observation of the segregation of duties and physical controls over equipment. 

The IT-generated log of access violations may be inspected for evidence of review and 

follow-up by control group personnel.

Operations controls may be tested through inquiry of computer operators about adher-

ence to policies and follow-up on exceptions and other problems. The auditor may also 

review reports summarizing appropriate corrective actions taken on operations problems 

by computer operators, vendors, programmers, the database administrator, and users.

Procedures to Test Application Control Activities
Tests of application control activities vary signifi cantly, depending upon the nature of the 

system and application. For example, in a batch system, input controls may be tested by 

accounting for the serial sequence of source documents in selected batches, reviewing 

and verifying reconciliations of batch control totals, and comparing control totals to IT 

output. In an online real-time system, on the other hand, control totals are normally not 

used, and the auditors will design tests to ensure that only authorized data are accepted as 

input and input validation checks are applied to ensure the accuracy of the data.

A primary approach to assessing application control activities is to test the manual 

 follow-up activities by inspecting the exception reports generated by the system and 

reviewing the way in which the exceptions were handled. Analysis of exception reports 

may be especially effective when commercial off-the-shelf software is being used, but 

only if the auditors are confi dent that the software has not been modifi ed. The controls 

that were confi gured into the system upon installation may have been “turned off ” if the 

client has ineffective general controls over changes to existing systems. In such circum-

stances, the auditor may be familiar with the nature, strengths, and limitations of these 

software programs and have knowledge of the original control confi guration. Thus, test-

ing the operation of the system itself may be of lesser importance than in circumstances 

in which the client has developed its own software.

When the auditors are unsure of the software’s operation, testing using computer-

assisted audit techniques (CAAT) becomes especially helpful. These techniques include 

the use of test data, integrated test facilities, controlled programs, program analysis 
techniques, tagging and tracing, and generalized audit software programs. Computer-

assisted audit techniques are used by both external and internal auditors.

Test Data
In the audit of a manual accounting system, the auditors trace sample transactions 

through the records from their inception to their fi nal disposition. In the audit of an IT-

based system, a comparable approach is the use of test data. The test data developed 

by the client’s programmers may be used by the independent auditors once they have 
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satisfi ed themselves by studying of fl owcharts and printouts that the tests are valid. As an 

alternative, the auditors may develop their own test data, but this approach is often too 

time-consuming to be practicable.

To test programmed control activities, the test data should include signifi cant excep-

tions that would affect the auditors’ assessment of control risk (or the risk of material 

misstatement). Among these would be transactions with missing data, erroneous trans-

actions, illogical transactions, out-of-balance batches, and out-of-sequence records. The 

auditors will carefully appraise the programmed control activities that relate to fi nan-

cial statement assertions for which they wish to conclude that controls operate effec-

tively. Dummy transactions and records used in test data can be specially coded to avoid 

contamination of the client’s genuine records and fi les. If the client’s IT-based system 

includes an integrated test facility, the auditors may use this facility to prevent their test 

data from contaminating the client’s fi les.

Integrated Test Facility
One method used by internal and external auditors to test and monitor controls in data 

processing applications is an integrated test facility. An integrated test facility is 

a subsystem of dummy records and fi les built into the regular IT-based system. These 

dummy fi les permit test data to be processed simultaneously with regular (live) input 

without adversely affecting the live data fi les or output. The test data, which include 

transactions and exceptions pertaining to controls to be tested, affect only the dummy 

fi les and dummy output. For this reason, an integrated test facility is often called the mini-
company approach to testing the system. Integrated test facilities may be built into both 

batch and online real-time IT systems.

The auditors monitor the processing of test data, studying the effects upon the dummy 

fi les, exception reports, and other output produced. An integrated test facility for payroll 

applications, for example, could be set up by including a fi ctitious department and records 

for fi ctitious employees in the payroll master fi le. Input data for the dummy department 

would be included with input data from actual departments. The auditors would moni-

tor all output relating to the dummy department, including payroll records, exception 

reports, and payroll checks. In this situation, strict control would be necessary to prevent 

misuse of the dummy payroll checks.

A problem with integrated test facilities is the risk that someone may manipulate the 

real data fi les by transferring data to or from the dummy fi les. Controls should exist 

to prevent unauthorized access to the dummy fi les, and the auditors should monitor all 

activity in these fi les. Also, the test facility must be carefully designed to ensure that real 

fi les are not inadvertently contaminated with the fi ctitious test data.

Controlled Programs
As an alternative or supplement to the test data approach, the auditors may monitor the 

processing of current data by using a duplicate program that is held under their control. 

They then compare their output to that developed by the client’s copy of the program. 

They may also reprocess historical data with their controlled program for comparison 

with the original output. Reprocessing historical data may alert the auditors to undocu-

mented changes in the client’s programs.

Controlled programs are advantageous because the auditor may test the client’s 

program with both genuine (live) and test data. Through controlled programs, auditors 

may test programmed control activities without risk of contaminating the client’s fi les. 

Also, the testing may be conducted at an independent IT facility without using the  client’s 

computer or information systems personnel.

Program Analysis Techniques
Program analysis techniques have been developed that can generate computer-made 

fl owcharts of other programs. A trained auditor can examine the fl owcharts to test the 

logic of application programs and to ensure that the client’s program documentation 

describes the program that is actually being used.
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Tagging and Tracing Transactions
This technique involves tagging transactions with an indicator when they are entered into 

the system. The computer provides the auditors with a printout of the details of the steps 

in processing tagged transactions. This printout is examined for evidence of unauthorized 

program steps. Tagging and tracing is possible only when the appropriate logic has 

been built into the IT-based system.

Generalized Audit Software
Many large CPA fi rms use generalized audit software (computer programs) that can 

be used to test the reliability of the client’s programs as well as to perform many specifi c 

auditing functions. This audit software is suited for use on a wide variety of IT-based 

systems. ACL and IDEA are two widely used commercial products.

One application of computer audit software is to verify the reliability of the client’s 

programs through a process termed parallel simulation. The generalized audit software 

may be set up to perform processing functions essentially equivalent to those of the cli-

ent’s programs. If the client’s program is operating properly, the output of the client’s 

processing of a group of transactions should be equivalent to the output from the general-

ized audit software package.

A signifi cant value of generalized audit software lies in the fact that the auditors are 

able to conduct independent processing of live data. Often, the verifi cation of the client’s 

output would be too large a task to be undertaken manually, but it can be done effi ciently 

using generalized audit software. Even when manual verifi cation is possible, the use of 

generalized audit software allows the auditors to expand greatly the size of the sample 

of transactions to be tested. An extensive examination of the client’s fi les may become a 

feasible and economic undertaking. It is not necessary, however, to duplicate all the cli-

ent’s IT processing. Testing should be performed only to the extent necessary to support 

the auditors’ assessment of control risk.

Procedures to Test User Control Activities
Tests of user control activities will vary signifi cantly with the nature of the control. How-

ever, the primary objective is to obtain assurance that users are, at a minimum, testing IT 

output for reasonableness. Therefore, typical tests involve inquiries of users about test 

procedures performed and inspection of any documentation that exists.

Evidence of the performance of monitoring controls is found in the computer generated 

reports that identify unusual transactions or items.  There should also be evidence of fol-

low up by client personnel on the transactions and items identifi ed. 

Designing Substantive Procedures with Computers

To use the computer to test the records, the auditors must fi rst fi nd a way to access the 

records. In many situations, this is not particularly diffi cult. As an example, if a client uses 

a personal computer, the auditors may obtain a copy of the client’s records that can be 

analyzed and processed on the auditors’ computer. In other situations, the auditors may 

decide to “download” the client’s data using a computer link between the client’s com-

puter and the auditors’ computer. Finally, the auditors’ generalized audit software may be 

run on the client’s IT-based system to directly access the client’s computer records.

Once the auditor has accessed the client’s records, substantive procedures applied to the 

records can be performed using generalized audit software. Audit software may be used to 

rearrange the data in a format more useful to the auditors, compare the data to other fi les, 

make computations, and select random samples. Applications of this nature include:

 1. Examining the client’s records for overall quality, completeness, and valid condi-
tions. In auditing a manual system, the auditors become aware of the general quality, 

Testing 
Monitoring 
Controls

Describe the nature of general-

ized audit software programs and 

the ways that they are used by the 

auditors.

LO 8-7
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accuracy, and validity of the client’s records through visual observation. Since the 

auditors do not have the same physical contact with computer-based records, the 

audit software may be used to scan the client’s fi les for various improprieties. For 

example, the accounts receivable fi le may be scanned for account balances in excess 

of credit limits, and the depreciation expense may be recomputed for each item in the 

plant assets fi le. The great speed of the computer often makes it possible to perform 

such calculations for each item in the population, rather than having to rely upon a 

sample-based test.

 2. Rearranging data and performing analyses. The audit software may be used to rear-

range the data in the client’s fi les into a format more useful to the auditors. For exam-

ple, the accounts receivable fi le may be reorganized into the format of an aged trial 

balance. Data from the client’s fi les may be printed out in the format of the auditors’ 

working papers. In addition, the audit software can make analytical computations, 

such as computing turnover ratios to identify slow-moving inventory.

 3. Selecting audit samples. Audit samples may be selected from the client’s fi les on a 

random basis or using any other criteria specifi ed by the auditors. Examples include 

selection of the inventory items to be test counted and the accounts receivable to be 

confi rmed. An additional time savings may result if the audit software is used to print 

out the actual confi rmation requests.

 4. Comparing data on separate fi les. When similar data are contained in two or more 

fi les, the audit software can compare the fi les and identify any discrepancies. For 

example, the changes in accounts receivable over a period of time may be compared to 

the details of the cash receipts and credit sales transactions fi les. Also, actual operating 

results may be compared to budgets or forecasts.

 5. Comparing the results of audit procedures with the client’s records. Data obtained by 

the auditors may be used (or converted to machine-readable form) and compared to 

the data in computer-based fi les. For example, as is discussed in further detail in Chap-

ter 11, confi rmation requests may be sent, and replies received, electronically. Also, 

the results of the auditors’ inventory test counts can be compared to the perpetual 

inventory fi le.

To illustrate some of the possible uses of generalized audit software, let us consider a 

specifi c example. Assume that an auditor is planning to observe a client’s physical count 

of inventories at a specifi c date. All inventory is stored either in the client’s distribution 

center or at a public warehouse. The client maintains computer-based perpetual inventory 

records, which are updated daily. This inventory fi le contains the following information:

Part number. Location.

Cost per unit. Date of last sale.

Description of item. Quantity on hand.

Date of last purchase. Quantity sold during the year.

The client has provided the auditor with a computerized copy of the inventory fi le as 

of the date of the physical count.

The left-hand column in Figure 8.6 indicates typical inventory audit procedures the 

CPA might perform. The right-hand column indicates how generalized audit software 

might be helpful in performing these procedures.

Auditors do not need extensive technical IT knowledge in order to make use of gen-

eralized audit software. In fact, many CPA fi rms have found that they can train auditors 

to effectively use generalized audit software within a few days. Because of the simplifi ed 

procedures that have been developed, auditors can, after limited training, use generalized 

audit software independently—that is, without assistance from the client’s information 

systems personnel.

Using Audit 
Software: An 
Illustration
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This chapter describes the auditors’ consideration of internal control in an IT environ-

ment. To summarize:

 1. Auditors encounter IT-based record keeping in virtually every audit engagement. 

Even the smallest of audit clients can be expected to use a computer to process its 

accounting records.

 2. The use of an IT system by a client does not change the need to establish effective 

internal control; however, it does change the nature of the controls. More advanced 

IT features, such as online capabilities, database storage, IT networks, and end user 

computing, present special control risks. Therefore, specialized controls are needed, 

including passwords, validity tests, and computer logs.

 3. The use of information technology may signifi cantly affect the control system of 

the organization. From an organizational standpoint, it is essential to segregate the 

function of programming from the function of controlling input to the computer pro-

grams, and the function of the computer operator from the function of those having 

detailed knowledge or custody of the computer programs.

 4. IT controls are often classifi ed as general control activities, application control 

activities, and user control activities. General control activities apply to all IT appli-

cations, and application control activities and user control activities relate only to 

a specifi c application. The auditors often consider general control activities fi rst, 

 FIGURE 8.6 
 Illustration of the Uses 
of Generalized Audit 
Software 

Basic Inventory Audit Procedure
How Generalized Audit
Software Might Be Used

1.  Observe the physical count, making 
appropriate test counts.

Determine which items are to be test 
counted by selecting from the inventory 
fi le a sample of items that provides the 
desired dollar coverage.

2.  Test the mathematical accuracy of the 
inventory extensions and footings.

For each item in the inventory fi le, multiply 
the quantity on hand by the cost per 
unit and add the extended amounts.

3.  Compare the auditors’ test counts to the 
inventory records.

Organize the auditors’ test counts and 
compare them to inventory records.

4.  Compare the client’s physical count data 
to the inventory records.

Compare the quantity of each item 
counted to the quantity on hand in the 
inventory fi le.

5.  Perform a lower-of-cost-or-market test 
by obtaining a list of current costs per 
item from vendors.

Compare the current costs per unit to the 
cost per unit in the inventory fi le; print 
out the extended value for each item, 
using the lower of the two unit costs, 
and add extended amounts.

6.  Test purchase and sales cutoff. List a sample of items on the inventory fi le 
for which the date of last purchase or 
last sale is on, or immediately before, the 
date of the physical count.

7.  Confi rm the existence of items located 
in public warehouses.

List items located in public warehouses and 
print confi rmations.

8.  Analyze inventory for evidence of 
obsolescence or slow-moving items.

List items from the inventory fi le for which 
the turnover ratio (quantity sold divided 
by quantity on hand) is low or for which 
the date of last sale indicates a lack of 
recent transactions.

 Source: AICPA, adapted from Uniform CPA Examination. 

Chapter 
Summary
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because application and user control activities cannot be assumed to be effective if 

the general control activities are weak.

 5. To test application control activities, the auditors will often use computer-assisted 

audit techniques, such as test data, integrated test facilities, controlled programs, pro-

gram analysis techniques, and tagging and tracing transactions.

 6. While generalized audit software also may be used to test application controls, it is 

more often used by the auditors to perform substantive procedures applied to com-

puterized records. Generalized audit software may be used to perform such functions 

as testing the clerical accuracy of records, making comparisons of related data, and 

selecting random samples.

Application (transaction) control activities (312) Controls relating to a specifi c IT task, such as 

preparation of payroll.

Application software (304) Software designed to perform a specifi c task, for example, preparation of 

the general ledger.

Batch processing (305) A system in which like transactions are processed periodically as a group.

C11 (304) A programming language that is widely used because of its portability across various 

types of hardware.

Big data (305) Extremely large data sets that may be analyzed to reveal patterns, trends, and 

associations. As an example, consider the millions (or billions) of records relating to potential customers 

arising from various loosely structured sources.

Centralized processing (systems) (317) Computer systems in which processing is performed by one 

computer or by a cluster of coupled computers in a single location. Data are often input and reports 

printed using workstations. When the workstations themselves perform signifi cant processing, the 

system becomes a client/server environment.

Change request log (314) A log that consists of suggestions for changes in programs. These changes 

have often been initiated by users who have noted problems or possible enhancements for a program.

Client/server (IT architecture) (303) A network system in which several computers (clients) share the 

memory and other capabilities of a larger computer (the server), or that of printers, databases, and so on.

Cloud computing (306) A model for enabling on-demand user network access to a shared pool of 

computing resources (e.g., servers, storage, applications, and services), often through a Web browser, 

with minimal effort on the part of the user. For example, an independent provider may maintain databases 

for a client that can be accessed in a number of locations by client personnel.

Controlled programs (323) Duplicate client application programs that are maintained under the 

auditors’ control in order to test the programmed control activities.

Data mining (305) A process of analyzing data from different perspectives and summarizing it into 

useful information. It allows users to analyze data from various dimensions, to categorize it, and to 

summarize the relationships identifi ed.

Data warehouse (305) A subject-oriented, integrated collection of data used to support management 

decision-making processes.

Database administrator (306) The administrative function of maintaining and safeguarding databases.

Database system (306) A system that eliminates data redundancy and enforces data integrity by 

storing data separately from (outside) programs and that contains data for two or more IT applications.

Decentralized processing (systems) (317) Computer systems in different locations. Although data may 

be transmitted between the computers periodically, such a system involves only limited communications 

among systems. Contrast with distributed processing and centralized processing.

Decision support systems (305) IT information systems that combine models and data in an attempt 

to solve nonstructured problems with extensive user involvement.

Direct (random) access (304) A storage technique in which each piece of data is assigned an address 

and may be retrieved without searching through other stored data. A magnetic disk drive is a direct 

access device.

Distributed data processing (306) An IT system that uses communication links to share data and 

programs among various users in remote locations throughout the organization. The users may process 

the data in their own departments.

Electronic commerce (306) Involves the electronic processing and transmission of data between 

customer and client. A variety of activities may be included, such as electronic trading of goods and 

services, online delivery of digital products, and electronic funds transfer.

Key Terms 
Introduced or 
Emphasized in 
Chapter 8
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Electronic data interchange (EDI) (306) A system in which data are exchanged electronically 

between the computers of different companies. In an EDI system, source documents are replaced with 

electronic transactions created in a standard format.

End user computing (307) An environment in which a user department is responsible for developing 

or purchasing, and running, an IT system (application) with minimal or no support from the central 

information systems department.

Expert system (305) A computerized information system that guides decision processes within a 

well-defi ned area and allows the making of decisions comparable to those of an expert.

Extranet (306) Private corporate IT networks that use Internet software to link employees and 

business partners.

Fiber optic transmission (306) Transmission using a glass or plastic fi lament cable to communicate 

signals in the form of light waves.

General control activities (312) Control activities applicable to all or many IT systems in an 

organization. General control activities include controls over the development of programs and systems, 

controls over changes to programs and systems, controls over IT operations, and controls over access to 

programs and data.

Generalized audit software (324) Computer programs used by auditors to locate and process data 

contained in a client’s IT-based records. The programs perform such functions as rearranging the data in 

a format more useful to the auditors, comparing records, selecting samples, and making computations. 

This software is compatible with a wide variety of different IT systems.

Hard copy (315) IT output in printed form, such as printed listings, reports, and summaries.

Header label (316) A machine-readable record at the beginning of a fi le that identifi es the fi le.

Integrated test facility (323) A set of dummy records and fi les included in an IT system enabling test 

data to be processed simultaneously with live input.

Internet (306) An international network of independently owned computers that operates as a giant 

computing network. Data on the Internet are stored on “Web servers,” computers scattered throughout 

the world.

Intranet (306) Internal networks to a company that allow employees to use Internet capabilities, such 

as browsers, search engines, and e-mail.

JAVA (304) An object-oriented computer language that operates on many different platforms.

Local area network (LAN) (306) A communications network that interconnects computers within a 

limited area, typically a building or a small cluster of buildings.

Master fi le (305) A fi le of relatively permanent data or information that is updated periodically.

Microwave transmission (306) Transmission using electromagnetic waves of certain radio 

frequencies.

Networks (of computers) (306) A group of interconnected computers, allowing transfers of data 

between them.

Offline (304) Pertaining to peripheral devices or equipment not in direct communication with the 

central processing unit of the computer.

Off-the-shelf software (303) Commercially available software created for a variety of users in the 

same industry or with the same application.

Online (304) Pertaining to peripheral devices or equipment in direct communication with the central 

processing unit of the computer.

Online analytical processing (OLAP) (305) An information system that allows the user to query the 

system, conduct an analysis, etc., while the user is at a computer. The database for an OLAP system is 

often generated from the transactions-based database used for online transaction processing.

Online transaction processing (OLTP) (305) A processing method in which the IT system processes 

data immediately after it is captured and provides updated information to the user on a timely basis. 

OLTP examples include airlines reservation systems and banking systems.

Operating system (304) Software that coordinates and controls hardware components. For example, 

authorization procedures may be programmed into the operating system to restrict access to fi les and 

programs to authorized personnel only.

Operations manual (314) A manual that contains the instructions for processing a program. The 

manual should include suffi cient information to allow operators to effectively operate programs, but 

should not include detailed program documentation.



Consideration of Internal Control in an Information Technology Environment 329

Patch (311) A new section of coding added in a rough or expedient way to modify a program.

Program analysis techniques (323) Techniques for testing programmed control activities that involve 

the examination of computer-generated fl owcharts of application programs.

Program fl owchart (314) A graphic representation of the major steps and logic of a computer program.

Sequential access (304) A storage technique in which data are read and written in linear (e.g., account 

number) sequence. A magnetic tape drive is a sequential storage device.

Software virus (317) A program that can attach itself to a legitimate program and modify other 

programs and systems. A virus may cause the loss of data or programs on a system.

System software (304) Programs that control and coordinate hardware components and provide other 

support to application software.

Tagging and tracing (324) A technique for testing programmed control activities in which selected 

transactions are tagged when they are entered for processing. A computer program provides a printout of 

the steps in processing the tagged transactions that may be reviewed by the auditors.

Telecommunications (306) The electronic transmission of information by radio, wire, fi ber optics, 

microwave, laser, and other electromagnetic systems.

Test data (322) A set of dummy records and transactions developed to test the adequacy of a computer 

program or system.

User control activities (312) Controls performed by users of IT information to test its accuracy and 

completeness.

User operated computer (317) A general-purpose computer designed to be used by one person at a 

time. This computer is often connected to a network of computers, and the user utilizes it for a variety 

of business-related purposes.

Wide area network (WAN) (306) A communications network that interconnects computers within a 

large geographical area.

Workstation (317) A general-purpose computer designed to be used by one person at a time. A 

workstation is often connected to a network of computers. Increases in the power of personal computers 

have blurred the distinction between personal computers and workstations. While workstations are 

generally more powerful, in this text we will not distinguish between the two.

Review 
Questions
 8–1. An IT system uses two types of software: system software and application software. Explain 

the difference between these two types of software.

 8–2. Distinguish between end user computing and a distributed data processing network.

 8–3. What is meant by a local area network?

 8–4. Distinguish between user control activities and manual application control activities.

 8–5. What are internal and external fi le labels? Why are they used?

 8–6. Distinguish general control activities from application control activities and give examples of 

the types of controls included in each of these broad categories.

 8–7. An information systems department usually performs numerous IT processing functions that 

would be separated in a manual system. Does this imply that separation of duties is not a prac-

tical means of achieving internal control in a computerized system? Explain.

 8–8. Explain briefl y what is meant by an “online real-time system.”

 8–9. Explain the meaning of the term documentation as it pertains to computers and an information 

systems department. How might a client’s documentation be used by the auditors?

 8–10. The number of personnel in an information systems department may limit the extent to which 

segregation of duties is feasible. What is the minimum amount of segregation of duties that 

will permit satisfactory internal control?

 8–11. Compare the responsibilities and objectives of the data control group in an information sys-

tems department to those of the internal auditors with respect to IT processing activities.

 8–12. Defi ne and give the purpose of each of the following controls:

 a. Record counts

 b. Limit test

 c. Validity test

 d. Hash totals
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 8–13. Differentiate between a system fl owchart and a program fl owchart.

 8–14. List and defi ne three types of data transmission controls.

 8–15. Describe briefl y the controls that should be established over the operation of a workstation to 

prevent use by unauthorized personnel.

 8–16. What is meant by the term telecommunications?

 8–17. Explain briefl y what is meant by a distributed data processing system.

 8–18. Explain briefl y what is meant by electronic data interchange (EDI). How does EDI affect a 

company’s audit trail?

 8–19. Is it probable that the use of IT will eventually eliminate the audit trail, making it impossible 

to trace individual transactions from their origin to the summary totals in the fi nancial state-

ments? Explain.

 8–20. Do auditors usually begin their consideration of internal control over IT activities with a 

review of general or application control activities? Explain.

 8–21. Describe the audit technique known as tagging and tracing. What is the purpose of the technique?

Questions 
Requiring 
Analysis

 8–22. A primary requirement of effective internal control is a satisfactory plan of organization. 

Explain the characteristics of a satisfactory plan of organization for an information systems 

department, including the relationship between the department and the rest of the organization.

 8–23. Distinguish between batch processing and online real-time (OLRT) processing. In which of 

these systems is strong internal control over input most easily attained? Explain.

 8–24. Auditors encounter the use of user operated computers on almost every audit engagement.

 a. How do user operated computers differ from large computers?

 b. When are the auditors concerned with internal control over the use of user operated computers?

 8–25. The use of test data is one method of performing tests of processing controls in an IT-based 

system. Identify and discuss several other methods by which auditors may test internal 

 processing controls over IT activity.

 8–26. Discuss how generalized audit software can be used to aid the auditors in examining accounts 

receivable in a fully IT-based system.

 8–27. An integrated test facility (ITF) is a method used by both internal and external auditors for testing 

IT-based system controls. Discuss the advantages and disadvantages of implementing an ITF.

(CIA, adapted)

 8–28. Many companies have part or all of their IT processing done by computer service centers.

 a. What controls should the company maintain to ensure the accuracy of processing done by 

a service center?

 b. How do auditors assess internal control over applications processed for an audit client by 

a service center?

 c. What is a service auditors’ report on the processing of transactions by a service organization?

 d. What two types of reports are provided by service auditors?

 e. How do user auditors use each type of report?

LO 8-3
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Objective 
Questions

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

 8–29. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reasons for your selection.

 a. LAN is the abbreviation for:

 (1) Large Area Network.

 (2) Local Area Network.

 (3) Longitudinal Analogue Network.

 (4) Low Analytical Nets.

 b. End user computing is most likely to occur on which of the following types of computers?

 (1) Mainframe.

 (2) Decision support systems.

LO 8-2
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 (3) Personal computers.

 (4) Personal reference assistants.

 c. When erroneous data are detected by computer program controls, data may be excluded 

from processing and printed on an exception report. The exception report should probably 

be reviewed and followed up by the:

 (1) Data control group.

 (2) System analyst.

 (3) Supervisor of IT operations.

 (4) Computer programmer.

 d. An accounts payable program posted a payable to a vendor not included in the online 

 vendor master fi le. A control which would prevent this error is a:

 (1) Validity check.

 (2) Range check.

 (3) Limit test.

 (4) Control total.

 e. When an online real-time (OLRT) IT processing system is in use, internal control can be 

strengthened by:

 (1) Providing for the separation of duties between data input and error handling operations.

 (2) Attaching plastic fi le protection rings to reels of magnetic tape before new data can be 

entered on the fi le.

 (3) Making a validity check of an identifi cation number before a user can obtain access to 

the computer fi les.

 (4) Preparing batch totals to provide assurance that fi le updates are made for the entire input.

 f. The auditors would most likely be concerned with which of the following controls in a 

distributed data processing system?

 (1) Hardware controls.

 (2) Systems documentation controls.

 (3) Access controls.

 (4) Disaster recovery controls.

 g. The auditors would be least likely to use software to:

 (1) Access client data fi les.

 (2) Prepare spreadsheets.

 (3) Assess computer control risk.

 (4) Construct parallel simulations.

 h. Auditors often make use of computer programs that perform routine processing functions 

such as sorting and merging. These programs are made available by IT companies and 

 others and are referred to as:

 (1) Compiler programs.

 (2) Utility programs.

 (3) User programs.

 (4) Supervisory programs.

 i. Which of the following is least likely to be considered by the auditors considering 

 engagement of an information technology specialist on an audit?

 (1) Complexity of the client’s systems and IT controls.

 (2) Number of fi nancial institutions at which the client has accounts.

 (3) Client’s use of emerging technologies.

 (4) Extent of the client’s participation in electronic commerce.

 j. Which of the following is an advantage of generalized audit software packages?

 (1) They are all written in one identical computer language.

 (2) They can be used for audits of clients that use differing computing equipment and fi le 

formats.

LO 8-4
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 (3) They have reduced the need for the auditor to study input controls for computer-

related procedures.

 (4) Their use can be substituted for a relatively large part of the required tests of controls.

 k. The increased presence of user operated computers in the workplace has resulted in an 

increasing number of persons having access to the system. A control that is often used to 

prevent unauthorized access to sensitive programs is:

 (1) Backup copies of data on diskettes.

 (2) User identifi cation passwords.

 (3) Input validation checks.

 (4) Record counts of the number of input transactions in a batch being processed.

 l. An auditor will use the computer test data method in order to gain assurances with respect 

to the:

 (1) Security of data in a system.

 (2) IT system capacity.

 (3) Controls contained within a program.

 (4) Degree of data entry accuracy for batch input data.

 8–30. Auditors should be familiar with the terminology employed in IT processing. The following 

statements contain some of the terminology so employed. Indicate whether each statement is 

true or false.

 a. A recent improvement in computer hardware is the ability to automatically produce error 

listings. Previously, this was possible only when provisions for such a report were included 

in the program.

 b. The control of input and output to and from the information systems department should be 

performed by an independent data control group.

 c. An internal-audit computer program that continuously monitors IT processing is a feasible 

approach for improving internal control in OLRT systems.

 d. An internal label is one of the controls built into magnetic tape drive hardware by the 

hardware manufacturers.

 e. A limit test in a computer program is comparable to a decision that an individual makes in 

a manual system to judge a transaction’s reasonableness.

 f. A principal advantage of using magnetic tape fi les is that data need not be recorded 

sequentially.

 g. A major advantage of disk fi les is the ability to gain random access to data on the disk.

 h. The term grandfather-father-son refers to a method of protecting computer records rather 

than to generations in the evolution of computer hardware.

 i. When they are not in use, tape and disk fi les should be stored apart from the computer 

room under the control of a librarian.

 8–31. For each of the following descriptions, select the computer audit procedure most closely 

related. Computer audit procedures may be used once, more than once, or not at all.

LO 8-4
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Defi nition Computer Audit Procedures

 a.  Auditing by manually testing the input and output of a 
computer system.

 b.  Dummy transactions developed by the auditor and 
processed by the client’s computer programs, generally 
for a batch processing system.

 c.  Fictitious and real transactions are processed together 
without the client’s operating personnel knowing the 
testing process.

 d.  May include a simulated division or subsidiary in 
the accounting system with the purpose of running 
fi ctitious transactions through it.

 e.  The auditors use generalized audit software to perform 
processing functions essentially equivalent to those of 
the client’s programs.

1. Auditing “around” the computer
2. Tagging and tracing
3. Integrated test facility
4. Parallel simulation
5. Limit test
6. Test data
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 8–32. For each defi nition (or partial defi nition) in the fi rst column below, identify the most closely 

related term. Each term may be used once or not at all.

LO 8-1, 2

Defi nition (or Partial Defi nition) Term

 a.  A subject-oriented, integrated collection of data used to 
support management decision-making processes.

 b.  A system in which like transactions are processed 
periodically as a group.

 c.  An environment in which a user department is 
responsible for developing, or purchasing and running, 
an IT system (application) with minimal or no support 
from the central information systems department.

 d.  A system that eliminates data redundancy and enforces 
data integrity by storing data separately from (outside) 
programs and that contains data for two or more IT 
applications.

 e.  Computer systems in different locations.

1. Batch processing
2. Data warehouse
3. Database system
4. Decentralized processing system
5. End user computing
6. Extranet
7. Operating system
8. System software

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

 8–33. The Ultimate Life Insurance Company has a database system that stores policy and payment 

information. The company is now planning to provide its branch offi ces with terminals that 

have online access to the central IT facility.

 a. Defi ne a database.

 b. Give one fundamental advantage of a database.

 c. Describe three security measures to safeguard the database system from improper access 

through the terminals.

(CIA, adapted)

 8–34. CPAs may audit around or through computers in the audit of the fi nancial statements of clients 

who use IT to process accounting data.

 a. Describe the auditing approach referred to as “auditing around the computer.”

 b. Under what conditions do CPAs decide to audit through the computer instead of around 

the computer?

 c. In auditing through the computer, CPAs may use test data.

 (1) What are test data?

 (2) Why do CPAs use test data?

 d. How can the CPAs be satisfi ed that the computer programs presented to them for testing 

are actually those used by the client for processing accounting data?

(AICPA, adapted)

 8–35. As you are planning the annual audit of Norton Corporation, you note that the company has a 

number of user operated computers in use in various locations. One of the machines has been 

installed in the stores department, which has the responsibility for disbursing stock items and 

for maintaining stores records. In your audit, you fi nd that one employee receives the requisi-

tions for stores, disburses the stock, maintains the records, operates the computer, and autho-

rizes adjustments to the total amounts of stock recorded by the computer.

When you discuss the applicable controls with the department manager, you are told that 

the user operated computer is assigned exclusively to that department. Therefore, the manager 

contends that it does not require the same types of controls applicable to large IT systems.

 a. Comment on the manager’s contention.

 b. Discuss fi ve types of control that would apply to this microcomputer application.

(CIA, adapted)

 8–36. You are auditing for the fi rst time the fi nancial statements of Central Savings and Loan Asso-

ciation for the year ending December 31, 20X3. The CPA fi rm that audited the association’s 

fi nancial statements for the prior year issued an unqualifi ed audit report.

LO 8-4, 5
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The association uses an online real-time IT-based system. Each teller in the association’s 

main offi ce and seven branch offi ces has an online terminal. Customers’ mortgage payments 

and savings account deposits and withdrawals are recorded in the accounts by the computer 

from data input by the teller at the time of the transaction. The teller keys the proper account 

by account number and enters the information in the terminal to record the transaction. The IT 

facility is housed at the main offi ce.

You would expect the association to have certain controls in effect because an online real-time 

IT-based system is used. List the controls that should be in effect solely because this type of 

system is used, classifying them as:

 a. Those controls pertaining to input of information.

 b. All other types of IT controls.

 8–37. Lee Wong, CPA, is auditing the fi nancial statements of the Alexandria Corporation, which 

has a batch-processing IT-based system for shipping and invoicing that it purchased from 

a software vendor. The following comments have been extracted from Wong’s notes on IT 

operations and the processing and control of shipping notices and customer invoices.

Each type of computer run is assigned to a specifi c employee who is responsible for mak-

ing program changes, running the program, and answering questions. This procedure has 

the advantage of eliminating the need for records of IT operations because each employee is 

responsible for his or her own computer runs. At least one IT department employee remains 

in the computer room during offi ce hours, and only IT department employees have keys to the 

computer room.

System documentation consists of those materials furnished by the software vendor—a set 

of record formats and program listings. These and the tape library are kept in a corner of the 

IT department.

The corporation considered the desirability of program controls, but decided to retain the 

manual controls in place prior to the conversion to the software vendor’s system.

Company products are shipped directly from public warehouses, which forward shipping 

notices to general accounting. There a billing clerk enters the price of the item and accounts 

for the numerical sequence of shipping notices from each warehouse. The billing clerk also 

prepares control tapes of the units shipped and the unit prices.

Shipping notices and control tapes are forwarded to the IT department for inputting and 

processing. Extensions are made on the computer. Output consists of invoices (in six copies) 

and a daily sales register. The daily sales register shows the aggregate totals of units shipped 

and unit prices, which the computer operator compares to the control tapes.

All copies of the invoice are returned to the billing clerk. The clerk mails three copies to 

the customer, forwards one copy to the warehouse, maintains one copy in a numerical fi le, and 

retains one copy in an open invoice fi le that serves as a detailed accounts receivable record.

Describe weaknesses in internal control over information and data fl ows and the procedures 

for processing shipping notices and customer invoices, and recommend improvements in 

these controls and processing procedures. Organize your answer sheets as follows:

Required:

LO 8-4, 5

Required:

(AICPA, adapted)

Weakness Recommended Improvement

 8–38. The accompanying fl owchart on page 336 summarizes Jenz Corporation’s processing of sales. 

Some of the fl owchart symbols are labeled to indicate controls and records. For each symbol 

numbered 1 through 13, select one response from either the list of operations and controls (A 

through O) or the list of documents, journals, ledgers, and fi les (P through Z).

In-Class
Team Case
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Operations and Controls Documents, Journals, Ledgers, and Files

 A. Enter shipping data
 B. Verify agreement of sales order and shipping document
 C. Write-off of accounts receivable
 D. To warehouse and shipping department
 E. Authorize accounts receivable write-off
 F. Prepare aged trial balance
 G. To sales department
 H. Release goods for shipment
 I. To accounts receivable department
 J. Enter price data
 K. Determine that customer exists
 L. Match customer purchase order with sales order
 M. Perform customer credit check
 N. Prepare sales journal
 O. Prepare sales invoice

 P. Shipping document
 Q. General ledger master fi le
 R. General journal
 S. Master price fi le
 T. Sales journal
 U. Sales invoice
 V. Cash receipts journal
 W. Uncollectible accounts fi le
 X. Shipping fi le
 Y. Aged trial balance
 Z. Open order fi le

 (AICPA, adapted) 
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LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 9-1 Distinguish between sta-
tistical and nonstatistical 
sampling.

 LO 9-2 Describe the methods of 
selecting a representa-
tive sample.

 LO 9-3 Understand the differ-
ent types of sampling 
plans used in auditing.

 LO 9-4 Explain the effects of 
changes in various popu-
lation characteristics and 
changes in sampling risk 
on required sample size.

 LO 9-5 Plan, perform, and eval-
uate samples for tests of 
controls using statisti-
cal and nonstatistical 
methods.

 LO 9-6 Plan, perform, and 
evaluate samples for 
substantive procedures 
using mean-per-unit 
sampling.

 LO 9-7 Describe the difference 
and ratio methods of 
estimation.

 LO 9-8 Plan, perform, and 
evaluate samples for 
substantive procedures 
using nonstatistical 
methods.

In Chapter 5, we discussed the need for suffi cient appropriate evidence as the basis 

for audit reports. As business entities have evolved in size, auditors increasingly have 

had to rely upon sampling procedures as the only practical means of obtaining this 

evidence. This reliance upon sampling procedures is one of the basic reasons that audit 

reports are regarded as expressions of opinion, rather than absolute certifi cations of the 

fairness of fi nancial statements.

Audit sampling, whether statistical or nonstatistical, is the process of selecting and 

evaluating a sample of items from a population of audit relevance such that the audi-

tors expect the sample to be representative of some characteristic of the population. In 

this context, representative means that the sample will result in conclusions that are 

similar to those that would be drawn if the same procedures were applied to the entire 

population. Basic to audit sampling is sampling risk—the risk that the auditors’ con-

clusion based on a sample might be different from the conclusion they would reach if 

they examined every item in the entire population.

Sampling risk is reduced by increasing the size of the sample. At the extreme, when 

an entire population is examined there is no sampling risk. But auditing large samples 

or the entire population is costly. A key element in effi cient sampling is to balance the 

sampling risk against the cost of using larger samples.

Auditors may also draw erroneous conclusions because of nonsampling errors—

those due to factors not directly caused by sampling. For example, the auditors may fail 

to apply appropriate audit procedures, or they may fail to recognize errors in the docu-

ments or transactions that are examined. The risk pertaining to nonsampling errors is 

referred to as nonsampling risk. Nonsampling risk can generally be reduced to low 

levels through effective planning and supervision of audit engagements and implementa-

tion of appropriately designed quality control procedures by the CPA fi rm. The proce-

dures discussed throughout this text help control nonsampling risk. In the remainder of 

this chapter, we will emphasize sampling risk.

Comparison of Statistical and Nonstatistical Sampling

A sample is said to be nonstatistical (or judgmental) when 

the auditors estimate sampling risk by using professional 
judgment rather than statistical techniques. This is not to say 

that nonstatistical samples are carelessly selected samples. 

Indeed, both nonstatistical and statistical audit samples should be selected in a way 

that they may be expected to allow the auditor to draw valid inferences about the popu-

lation. In addition, the misstatements found in either a nonstatistical or a statistical 

sample should be used to estimate the total amount of misstatement in the population 

(called the projected misstatement). However, nonstatistical sampling provides 

no means of quantifying sampling risk. Thus, the auditors may fi nd themselves taking 

larger and more costly samples than are necessary, or unknowingly accepting a higher 

than acceptable degree of sampling risk.

The use of statistical sampling does not eliminate professional judgment from the 

sampling process. It does, however, allow the auditors to measure and control sampling 

risk. Through statistical sampling techniques, the auditors may specify in advance 

Audit Sampling 9

Distinguish between statistical 

and nonstatistical sampling.

LO 9-1
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the sampling risk that they want in their sample results and then compute a sample size 

that controls sampling risk at the desired level. Since statistical sampling techniques 

are based upon the laws of probability, the auditors are able to control the extent of the 

sampling risk in relying upon sample results. Thus, statistical sampling may assist audi-

tors in (1) designing effi cient samples, (2) measuring the suffi ciency of the evidence 

obtained, and (3) objectively evaluating sample results. However, these advantages are 

not obtained without additional costs of training the audit staff, designing sampling 

plans, and selecting items for examination. For these reasons, nonstatistical samples 

are widely used by auditors, especially for tests of relatively small populations. Both 

statistical and nonstatistical sampling can provide auditors with suffi cient appropriate 

evidence.1

A common mistake is to equate statistical sampling with random sampling. Random 
sampling is simply a method of selecting items for inclusion in a sample; it can be 

used in conjunction with either statistical or nonstatistical sampling. To emphasize this 

distinction, we will use the term random selection rather than “random sampling” to 

refer to the procedure of selecting the items for inclusion in a sample.

The principle involved in unrestricted random selection is that every item in the popu-

lation has an equal chance of being selected for inclusion in the sample. Although random 

selection results in a statistically unbiased sample, it is not necessarily a representative 

sample. Sampling risk still exists that purely by chance a sample will be selected that 

does not possess essentially the same characteristics as the population. However, since 

the risk of a nonrepresentative random sample stems from the laws of probability, this 

risk may be measured by statistical formulas.

The sample also may not be representative of the actual population because the pop-

ulation being sampled differs from the actual population. The auditors select an audit 

 sample from a physical representation of the population. For example, a sample 

of accounts payable may be selected from a computer listing (the physical representation) 

of recorded accounts payable. Any conclusions based on this sample relate only to the 

population on the computer listing. The auditors’ conclusions do not consider the pos-

sibility that certain creditors (with balances due) are completely omitted from the listing. 

Stated in terms of the fi nancial statement assertions, existence is addressed to a greater 

extent than is completeness. Therefore, it is essential that the auditors consider whether 

the physical representation refl ects the proper population.

The concept of a random sample requires that the person selecting the sample will 

not infl uence or bias the selection either consciously or unconsciously. Thus, some type 

of impartial selection process is necessary to obtain a truly random sample. Techniques 

often used for selecting random samples include random number tables, random number 
generators, and systematic selection.

Random Number Tables
One of the easiest methods of selecting items at random is the use of a random number 
table. A portion of a random number table is illustrated in Figure 9.1. The random num-

bers appearing in Figure 9.1 are arranged into columns of fi ve digits. Except that the 

columnar arrangement permits the reader of the table to select numbers easily, the col-

umns are purely arbitrary and otherwise meaningless. Each digit on the table is a random 

digit; the table does not merely represent a listing of random fi ve-digit numbers.

In using a random number table, the fi rst step is to establish correspondence between 

the digits in the table and the items in the population. This is most easily done when the 

items in the population are consecutively numbered. On occasion, however, auditors may 

fi nd it necessary to renumber the population to obtain correspondence. For example, if 

transactions are numbered A—001, B—001, and so on, the auditors may assign numbers 

to replace the alphabetic characters. Next, the auditors must select a starting point and a 

Selecting a 
Random Sample

Describe the methods of selecting 

a representative sample.

LO 9-2

1 AICPA AU-C 530 (PCAOB 350) and the AICPA Audit Guide, Audit Sampling, provide auditors with 
 guidelines for planning, performing, and evaluating both statistical and nonstatistical samples.
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systematic route to be used in reading the random number table. Any route is permissible, 

as long as it is followed consistently.

To illustrate the use of a random number table, assume that a client’s accounts receiv-

able are numbered from 1 to 5,000 and that the auditors want to select a random sample 

of 50 accounts for confi rmation. Using the table in Figure 9.1, the auditors decide to start 

at the top of column 2 and to proceed from top to bottom. Reading only the fi rst four dig-

its of the numbers in column 2, the auditors would select 3942, 1968, and 4837 as three 

of the account numbers to be included in their sample. The next number, 8692, would be 

ignored, since there is no account with that number. The next numbers to be included in 

the sample would be 1148, 592, 2186, and so on.

In using a random number table, it is possible that the auditors will draw the same 

number more than once. If they ignore the number the second time it is selected and go 

on to the next number, they are sampling without replacement. This term means that an 

item once selected is not replaced in the population of eligible items, and consequently it 

cannot be drawn for inclusion in the sample a second time.

The alternative to sampling without replacement is sampling with replacement. Sam-
pling with replacement means that once an item has been selected, it is immediately 

replaced into the population of eligible items and may be selected a second time. When 

applied to a random number table, the procedure is to include the number in the analysis 

as frequently as it occurs in the sample.

Statistical formulas can be used to compute sample size either with or without 

replacement. Most frequently auditors use sampling without replacement. This results 

in a slightly smaller required sample size and eliminates questions about the propriety of 

including items more than once in evaluating the sample results.

Random Number Generators
Even when items are assigned consecutive numbers, the selection of a large sample from 

a random number table may be a very time-consuming process. Computer programs 

called random number generators may be used to provide any length list of random num-

bers applicable to a given population. Random number generators may be programmed 

to select random numbers with specifi c characteristics, so that the list of random num-

bers provided to the auditors includes only numbers present in the population. A random 

number generator is a standard program in all generalized audit software and spreadsheet 

packages (e.g., ACL, IDEA, and Excel).

Systematic Selection
Systematic selection involves selecting every nth item in the population following one or 

more random starting points. To illustrate systematic selection, assume that auditors wish to 

examine 200 paid checks from a population of 10,000 checks. If only one random starting 

point were used, the auditors would select every 50th check (10,000 ÷ 200) in the popula-

tion. As a starting point, the auditors would select at random one of the fi rst 50 checks. If 

the random starting point is check No. 37, check Nos. 37, 87 (37 + 50), and 137 (87 + 50) 

would be included in the sample, as well as every 50th check number after 137.

Columns

Row (1) (2) (3) (4) (5)

 1 04734 39426 91035 54839 76873

 2 10417 19688 83404 42038 48226
 3 07514 48374 35658 38971 53779
 4 52305 86925 16223 25946 90222
 5 96357 11486 30102 82679 57983
 6 92870 05921 65698 27993 86406
 7 00500 75924 38803 05386 10072
 8 34862 93784 52709 15370 96727
 9 25809 21860 36790 76883 20435
10 77487 38419 20631 48694 12638

FIGURE 9.1
Table of Random 
Numbers
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If the auditors had elected to use fi ve random starting points, 40 checks (200 ÷ 5) 

would have to be selected from each random start. Thus, the auditors would select every 

250th check number (10,000 ÷ 40) after each of the fi ve random starting points between 

1 and 250.

Selecting every nth item in the population may not result in a random sample when 

positions in the population are assigned in other than a random order. For example, if 

expensive inventory parts are always assigned an identifi cation number ending in 9, sys-

tematic selection could result in a highly biased sample that would include too many 

expensive items or too many inexpensive items.

To prevent drawing a nonrandom or biased sample when systematic selection is used, 

the auditors should fi rst attempt to determine whether the population is arranged in ran-

dom order. If the population is not in random order, the auditors should use multiple 

random starting points for their systematic selection process.

The systematic selection technique has the advantage of enabling the auditors to obtain 

a sample from a population of unnumbered documents or transactions. If the documents 

to be examined are unnumbered, there is no necessity under this method to number them 

either physically or mentally, as required under the random number table selection tech-

nique. Rather, the auditors merely count off the sampling interval to select the documents 

or use a ruler to measure the interval. Generalized audit software packages include rou-

tines for systematic selection of audit samples from computer-based fi les.

Two other selection techniques that are used by auditors include haphazard selection and 

block selection. Neither of these two methods applies probabilistic methods to selecting 

the items for the sample. For that reason, they should not generally be used in conjunc-

tion with statistical sampling plans.

Haphazard Selection
When haphazard sample selection is used, the auditors select the items from the popu-

lation on an arbitrary basis, but without any conscious bias. For example, a haphazard 

sample of vouchers contained in a fi le drawer might be selected by pulling vouchers 

from the drawer without regard for the voucher’s size, shape, or location in the drawer. 

If used, a haphazard sample should not consist of items selected in a careless manner; the 

sample should be expected to be representative of the population.

Block Selection
A block sample consists of all items in a selected time period, numerical sequence, or 

alphabetical sequence. For example, in testing internal control over cash disbursements, 

the auditors might decide to vouch all disbursements made during the months of April 

and December. In this case, the sampling unit is months rather than individual transac-

tions. Thus, the sample consists of two blocks selected from a population of 12. Due to 

the relatively large number of blocks needed to form a reasonable audit conclusion, block 

sampling cannot generally be relied upon to effi ciently produce a representative sample.

Auditors often stratify a population before computing the required sample size and select-

ing the sample. Stratifi cation is the technique of dividing a population into relatively 

homogeneous subgroups called strata. These strata then may be sampled separately; the 

sample results may be evaluated separately, or combined, to provide an estimate of the 

characteristics of the total population. Whenever items of extremely high or low values or 

other unusual characteristics are segregated in this manner, each stratum becomes more 

homogeneous. The effect is to require a smaller number of sample items to evaluate the sev-

eral strata separately than to evaluate the total population without the use of stratifi cation.

Besides increasing the effi ciency of sampling procedures, stratifi cation enables audi-

tors to relate sample selection to the materiality or other characteristics of items and, 

possibly, to apply different audit procedures to each stratum. For example, in selecting 

Other Methods of 
Sample Selection

Stratifi cation
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accounts receivable for confi rmation (discussed in detail in Chapter 11), auditors might 

stratify and test the population as follows:

Stratum Composition of Stratum
Number of Accounts 

(Method of Selection Used)

1 Accounts of $10,000 and over All accounts
2 Accounts of $5,000 to $9,999.99 50 accounts (random number generator)
3 Accounts of less than $5,000 30 accounts (random number generator)

When the auditors are using audit sampling for substantive testing, stratifi cation is 

almost always applied. For example, the auditors generally will not accept sampling risk 

for any item that by itself could materially misstate the population. For that reason, the 

auditors will test every item with a book balance of more than the tolerable misstatement. 

They will then select samples from each of the other strata.

The sampling procedures used to accomplish specifi c audit objectives are called sampling 
plans. Statistical sampling plans may be used to estimate many different characteristics 

of a population, but every estimate is of either (1) an occurrence rate or (2) a numerical 
quantity. The sampling terms corresponding to occurrence rates and numerical quantities 

are attributes and variables, respectively. Specifi cally, the major types of statistical sam-

pling plans used for audit sampling include the following:

 1. Attributes sampling. This sampling plan enables the auditors to estimate the rate of 

occurrence of certain characteristics in the population (e.g., deviations from perfor-

mance of a prescribed control). Attributes sampling frequently is used in per-

forming tests of controls. For example, the auditor might use attributes sampling to 

estimate the percentage of the cash disbursements processed during the year that were 

not approved.

 2. Discovery sampling. This form of attributes sampling is designed to locate at least one 

deviation (exception) in the population. Discovery sampling often is used in situa-

tions in which the auditors expect a very low rate of occurrence of some critical devia-

tion. As an example, the auditors might use discovery sampling to attempt to locate a 

fraudulent cash disbursement.

 3. Classical variables sampling. These sampling applications provide the auditors with 

an estimate of a numerical quantity, such as the dollar balance of an account. As 

would be expected, this technique is primarily used by auditors to perform substan-

tive procedures. For example, variables sampling might be used to plan, perform, and 

evaluate a sample of accounts receivable selected for confi rmation. Frequently used 

variables sampling plans include mean-per-unit estimation, ratio estimation, 
and  difference estimation.

 4. Probability-proportional-to-size (PPS) sampling. This technique, which is also referred 

to as dollar-unit sampling, applies attributes sampling theory to develop an estimate of 

the total dollar amount of misstatement in a population. Probability- proportional-
to-size sampling is used as an alternative to classical variables sampling methods 

for performing substantive tests of transactions or balances. Unlike classical variables 

sampling techniques that defi ne the sampling unit as each transaction or account bal-

ance in the population, PPS sampling defi nes the sampling unit as each individual 

dollar making up the book value of the population. A transaction or account is selected 

for audit if a dollar from that transaction or account is selected from the population. 

Therefore, each transaction or account has a probability proportional to its size of 

being selected for inclusion in the sample.

Sometimes one sampling plan may be used for the dual purposes of (1) testing a 

control and (2) substantiating the dollar amount of an account balance. For example, 

Types of Statistical 
Sampling Plans

Understand the different types of 

sampling plans used in auditing.
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a dual-purpose test might be used to evaluate the effectiveness of a control over 

recording sales transactions and to estimate the total overstatement or understatement of 

the sales account.2

Whether the auditors’ objective is estimating attributes or variables, the sample results 

may lead to inaccurate inferences about the population. Some degree of sampling 
error—the difference between the actual rate or amount in the population and that indi-

cated by the sample—is usually present. In utilizing statistical sampling techniques, audi-

tors are able to measure and control the risk of material sampling error by deciding on the 

appropriate levels of sampling risk and the allowance for sampling risk.

The allowance for sampling risk is the amount used to create a range, set by + or − 

limits from the sample results, within which the true value of the population character-

istic being measured is likely to lie. For example, assume a sample is taken to determine 

the occurrence rate of a certain type of deviation from the performance of a control. The 

sample indicates a deviation rate of 2.1 percent. We have little assurance that the devia-

tion rate in the population is exactly 2.1 percent, but we know that the sample result prob-

ably approximates the population deviation rate. Therefore, using statistical sampling 

techniques, we may set an interval around the sample result within which we expect the 

population deviation rate to be. An allowance for sampling risk of ±1 percent would indi-

cate that we expect the true population deviation rate to lie between 1.1 and 3.1 percent.

The wider the interval we allow, the more confi dent we may be that the true popula-

tion characteristic is within it. In the preceding example, an allowance for sampling risk 

of ± 2 percent would mean that we assume the population deviation rate to be between 

0.1 percent and 4.1 percent. While being more confi dent that the true population char-

acteristic falls within an interval is desirable, we realize that the increased size of the 

interval leads to a less precise conclusion.

The allowance for sampling risk may also be used to construct a dollar interval. For 

example, we may attempt to establish the total dollar value of receivables within an 

interval of ± $10,000. As is discussed later in this chapter, the allowance for sampling 

risk required by auditors usually is determined in light of the amount of tolerable 

misstatement. Tolerable misstatement, as described in Chapter 6, is materiality for 

the audit procedure being performed for a particular account. It is equal to or less than 

performance materiality for the account, which is an estimate of the maximum monetary 

misstatement that may exist in an account that, when combined with the misstatements in 

other accounts, will not cause the fi nancial statements to be materially misstated.

The size of the sample has a signifi cant effect upon both the allowance for sampling risk 

and sampling risk. With a very small sample, we cannot have low sampling risk unless we 

allow a very large allowance for sampling risk (precision). As the sample size increases, 

both sampling risk and the allowance for sampling risk decrease. In other words, the 

smaller the allowance for sampling risk or the smaller the sampling risk desired by the 

auditors, the larger the required sample.

Sample size is also affected by certain characteristics of the population being tested. 

As the population increases in size, the sample size necessary to estimate the popula-

tion with specifi ed sampling risk and allowance for sampling risk will increase; how-

ever, if the population size is above approximately 500, an increase in its size has only 

a very small effect on the required sample size. In attributes sampling, sample size also 

increases as the expected population deviation rate increases. Finally, in classical 

variables sampling, greater variability among the item values in the population (a larger 

standard deviation) increases the required sample size.

Allowance for 
Sampling Risk 
(Precision)

Explain the effects of changes in 

various population characteristics 

and changes in sampling risk on 

required sample size.
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2 The size of a sample used for a dual-purpose test should be the larger of the two samples that 
would have been required for the two separate purposes.
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Audit Sampling for Tests of Controls

Tests of controls are used to determine whether the client’s internal control is operating in 

a way that would prevent or detect material misstatements in the fi nancial statements. As 

discussed in Chapter 7, audit sampling cannot be used to test the operating effectiveness 

of all controls. In general, sampling can be used only when performance of the control 

leaves some evidence of performance, such as a completed document or the initials of 

the person performing the procedure. This evidence of performance allows the auditors 

to determine whether the control was applied to each item included in the sample. The 

results of tests of controls are most frequently presented in terms of the rate of deviation 

from performance of the prescribed control—also called the deviation rate.
A deviation from performance of a control does not necessarily indicate a misstatement 

of the fi nancial statements. To illustrate the distinction between deviations and fi nancial 

statement misstatements, assume that the auditors have selected a sample of 50 large cash 

disbursement vouchers to test for approval by the assistant controller. If the auditors fi nd 

that 5 of the 50 vouchers were not properly approved, the deviation rate in the sample is 

10 percent (5 deviations ÷ 50 vouchers), but the fi nancial statements may not be misstated. 

All fi ve vouchers may represent valid cash disbursements that were properly recorded. 

However, the auditors may conclude from the results of this test that there is a relatively 

high risk of invalid cash disbursements, because the sample results indicate that the assis-

tant controller fails to approve about 10 percent of the vouchers processed. The auditors 

will use this evidence to increase the assessed level of control risk for the fi nancial state-

ment accounts that are affected by the cash disbursements cycle. Also, existence of the 

weakness will ordinarily be communicated to management and, if appropriate, to the audit 

committee. The communication of control-related matters is discussed in Chapter 7.

When performing tests of controls, the auditors are concerned with two aspects of sam-

pling risk:

 1. The risk of assessing control risk too high. This risk is the possibility that the sample 

results will cause the auditors to assess control risk at a higher level than is warranted 

based on the actual operating effectiveness of the control.

 2. The risk of assessing control risk too low. This more important risk is the possibility 

that the sample results will cause the auditors to assess control risk at a lower level 

than is warranted based on the actual operating effectiveness of the control. Figure 9.2 

illustrates these two aspects of sampling risk for tests of controls.

The risk of assessing control risk too high relates to the effi ciency of the audit 

process. When the sample results cause the auditors to assess control risk at a higher level 

than it actually is, the auditors will perform more substantive testing than is necessary in 

the circumstance. This unnecessary testing reduces the effi ciency of the audit, but it does 

not lessen the effectiveness of the audit as a means of detecting material misstatements 

in the client’s fi nancial statements. For that reason, the auditors usually do not attempt to 

directly control the risk of assessing control risk too high.

Plan, perform, and evaluate sam-

ples for tests of controls using sta-

tistical and nonstatistical methods.
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Sampling Risk for 
Tests of Controls

FIGURE 9.2 Sampling Risk for Tests of Controls

Actual Extent of Operating Effectiveness of the Control Procedure Is:

The Test of Controls 
Sample Indicates:

Adequate for Planned 
Assessed Level of Control Risk

Inadequate for Planned 
Assessed Level of Control Risk

Extent of Operating 
Effectiveness Is Adequate

Correct decision Incorrect decision (risk of assessing 
 control risk too low)

Extent of Operating 
Effectiveness Is Inadequate

Incorrect decision (risk of assessing 
 control risk too high)

Correct decision
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The risk of assessing control risk too low is of utmost concern. If the auditors 

assess control risk to be lower than it actually is, they will inappropriately reduce the 

extent of their substantive procedures. This unwarranted reduction in substantive proce-

dures lessens the overall effectiveness of the audit as a means of detecting material mis-

statements in the client’s fi nancial statements. Therefore, the auditors carefully control 

the risk of assessing control risk too low when performing tests of controls.

In attributes sampling, the confi dence level is the complement of the risk of assess-

ing control risk too low. Accordingly, if the risk of assessing control risk too low is .05, 

the confi dence level is .95. Thus, a statement that the confi dence level of a control is .95 is 

equivalent to a statement that the risk of assessing control risk too low is .05. The profes-

sional standards currently use both of these terms to discuss sampling risk.

Attributes Sampling

As indicated previously, attributes sampling is widely used for tests of controls when audi-

tors are estimating the rate of deviations from prescribed controls. For example, if an attri-

butes sample indicates a deviation rate of 5 percent with an allowance for sampling risk of 

±3  percent, the auditors could infer that between 2 and 8 percent of the items in the popula-

tion contain deviations. In this example, 2 percent is the lower deviation rate (lower precision 

limit) and 8 percent is the upper deviation rate (upper precision limit) for the sample estimate. 

Tests of controls are designed to provide the auditors with assurance that deviation rates do 

not exceed acceptable levels. Therefore, the auditors are concerned only with the upper devia-

tion rate for the sample estimate. The relevant question from the above example is whether 

the auditors can accept a deviation rate as high as 8 percent, not whether they can accept a 

deviation rate as low as 2 percent. The lower deviation rate is not pertinent to the objective of 

the test. For this reason, auditors generally use one-sided tests in attributes sampling; they con-

sider only the upper deviation rate that will permit them to assess control risk at the planned 

level. In tests of controls, the upper deviation rate is called the tolerable deviation rate.
Attributes sampling for tests of controls generally involves the following 10 steps:

 1. Determine the objective of the test.

 2. Defi ne the attributes and deviation conditions.

 3. Defi ne the population to be sampled.

 4. Specify the risk of assessing control risk too low and the tolerable deviation rate.

 5. Estimate the expected population deviation rate.

 6. Determine the sample size.

 7. Select the sample.

 8. Test the sample items.

 9. Evaluate the sample results.

 10. Document the sampling procedure.

The objective of tests of controls is to provide evidence about the design or operating 

effectiveness of internal control. The auditors perform tests of controls when the audit 

plan includes an expectation that controls operate effectively. That is, the audit plan 

includes a risk of material misstatement that is affected by an assumption that controls 

operate effectively. Accordingly, an attributes sample will be selected and tested to pro-

vide audit evidence that a particular control is operating effectively in order to support the 

auditors’ planned assessed level of control risk.

The auditors use professional judgment to defi ne the attributes and deviation conditions 

for a particular test of controls. Attributes are characteristics that provide evidence that 

a control was actually performed. An example is the existence of the initials of the indi-

vidual performing the control on the appropriate document. When a sample item does not 

have one or more of the attributes, it is classifi ed as a deviation. As an example, assume 

Determine 
the Objective of 
the Test

Defi ne the 
Attributes 
and Deviation 
Conditions
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that the auditors are performing a test of controls for the valuation of sales transactions. 

One of the controls that they decide to test is the review of sales invoices that is per-

formed by an accounting clerk. The clerk’s review includes (1) comparing quantities on 

each invoice to shipping documents, (2) comparing prices on each invoice to authorized 

price lists, (3) testing the clerical accuracy of each invoice, and (4) initialing a copy of 

the invoice to indicate that the procedure was performed. In performing the test of this 

control, the auditors will classify a transaction as a deviation if any one or more of the 

following deviation conditions exists.

 1. The quantities on the invoice do not agree with the shipping documents.

 2. The prices on the invoice do not agree with authorized price lists.

 3. The invoice has a clerical inaccuracy.

 4. The invoice copy is not initialed by the accounting clerk.

It is important that the attributes and deviation conditions be precisely defi ned before 

the test of control is performed; otherwise, a staff accountant may not make the appropri-

ate decision about which sample items represent deviations.

If a document selected for testing cannot be located, the auditors generally will not 

be able to apply alternate procedures to determine whether the control was applied. Sim-

ply selecting another item is not appropriate. In such circumstances, at a minimum, the 

misplaced document should be treated as a deviation for evaluation purposes and docu-

mented. Also, because the disappearance of documents is consistent with many possible 

explanations, ranging from unintentional misfi ling to material fraud, the auditors should 

carefully consider the overall implications of the situation.

The auditors should determine that the population from which the sample is to be selected 

is appropriate for the specifi c audit objective. For example, if the auditors wish to test 

the operating effectiveness of a control designed to ensure that all shipments have been 

recorded as sales, they will not select a sample from the sales journal—that population is 

created by recorded sales and could not be expected to contain shipments that were not 

recorded. The appropriate population for detecting such deviations would be a population 

that contains all of the items shipped (e.g., the fi le of shipping documents).

How do auditors determine the appropriate risk of assessing control risk too low and the tol-

erable deviation rate for a test of a control? The answer, in short, is professional judgment. 

The risk of assessing control risk too low—that is, the risk that the actual deviation rate 

exceeds the tolerable deviation rate—is a critical risk in tests of controls. As discussed pre-

viously, this risk impacts the effectiveness of the audit. Since the results of tests of controls 

play a major role in determining the nature, timing, and extent of other audit procedures, 

auditors usually specify a low level of risk—for example, 5 or 10 percent.

Auditors specify the tolerable deviation rate based on (1) their planned assessed level 

of control risk, and (2) the degree of assurance desired from the audit evidence in the 

sample. The lower the planned assessed level of control risk (or the more assurance 

desired from the sample), the lower the tolerable deviation rate.

Defi ne the 
Population

Specify the Risk of 
Assessing Control 
Risk Too Low and 
the Tolerable 
Deviation Rate

The AICPA’s Audit Guide: Audit Sampling includes the following overlapping ranges to illustrate 
the relationship between the planned assessed level of control risk and the tolerable deviation rate:

Planned Assessed Level
of Control Risk Tolerable Deviation Rate

Low 2–7%
Moderate  6–12%
Slightly below the maximum 11–20%
Maximum Omit test



346 Chapter Nine

In addition to the tolerable deviation rate and the risk of assessing control risk too low, 

the expected population deviation rate also affects the sample size in attributes sampling. 

This expected deviation rate is signifi cant because it represents the rate that the auditors 

expect to discover in their sample from the population.

In estimating the expected population deviation rate, the auditors often use the sample 

results from prior years, as documented in their working papers. The auditors may also 

estimate the rate based on their experience with similar tests on other audit engagements 

or by examining a small pilot sample.

As indicated earlier, the three major factors that determine the sample size for a test of a 

control are the risk of assessing control risk too low, the tolerable deviation rate, and the 
expected population deviation rate. The population size also has an effect on sample size, 

but only when the population is very small. Figure 9.3 summarizes the effects of these 

factors on the required sample size for a test of controls.

Tables to Determine Sample Size
To enable auditors to use attributes sampling without resorting to complex mathematical 

formulas, tables such as the one in Figure 9.4 have been developed.

Figure 9.4 may be used to determine required sample sizes at 5 percent risk of assess-

ing control risk too low. Similar tables are available for other levels of risk, such as 

1 percent and 10 percent. The horizontal axis of the table is the tolerable deviation rate 

specifi ed by the auditors. The vertical axis is the expected deviation rate estimated by the 

auditors to exist within the population. The numbers in the body of the table indicate the 

required sample sizes. The number in parentheses shown after the required sample size is 

the allowable number of deviations that may be observed in the sample for the results to 

support the auditors’ planned assessed level of control risk.3

To use Figure 9.4, the auditors stipulate the expected deviation rate in the population 

and the tolerable deviation rate.4 Then, the auditors read the sample size from the table 

at the intersection of the stipulated tolerable deviation rate and the expected population 

deviation rate. For example, assume the auditors expect the deviation rate in the popula-

tion to be 1 percent and specify a 9 percent tolerable deviation rate to justify their planned 

assessed level of control risk related to this control. Figure 9.4 shows that these specifi -

cations result in a sample size of 51 items, which must contain no more than 1 control 

deviation if the auditors’ planned control risk assessment is to be supported by the test.

The various tables are ordinarily applied in situations in which various controls 

 operate frequently (e.g., controls over sales transactions). Some controls that the audi-

tors test operate infrequently.  For example, controls over the year-end closing process 

may only occur once a year and can only be tested once. Other controls operate weekly 

Estimate the 
Expected 
Population 
Deviation Rate

Determine the 
Sample Size

Factor
Change 
in Factor

Effect upon Required 
Sample Size

Auditors’ Requirements:
Risk of assessing control risk too low Increase Decrease
Tolerable deviation rate Increase Decrease

Population Characteristics:
Population deviation rate (expected) Increase Increase
Population size Increase Increase (if population 

is small)

FIGURE 9.3
Factors Affecting 
Sample Size for Tests 
of Controls

3 The number of deviations allowable in a sample sometimes exceeds the expected deviation rate 
multiplied by the sample size. This is because the allowable number of deviations is always rounded 
to the nearest whole number because it is not possible to observe a partial deviation in a sample 
item. The sample sizes have been adjusted to refl ect this rounding.
4 Some tables require the auditors to specify population size. Figures 9.4 and 9.5 assume an infi nite 
population. When populations are small, required sample sizes are only slightly smaller.
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Note: This table assumes a large population.

* Sample size is too large to be cost effective for most audit applications.

Source: AICPA, Audit Guide, Audit Sampling (New York, 2001).

Expected 
Population 
Deviation Rate 
(As Percentages)

Tolerable Deviation Rate

2% 3% 4% 5% 6% 7% 8% 9% 10% 15% 20%

0.00% 149(0) 99(0) 74(0) 59(0) 49(0) 42(0) 36(0) 32(0) 29(0) 19(0) 14(0)
0.25 236(1) 157(1) 117(1) 93(1) 78(1) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
0.50 * 157(1) 117(1) 93(1) 78(1) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
0.75 * 208(2) 117(1) 93(1) 78(1) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
1.00 * * 156(2) 93(1) 78(1) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
1.25 * * 156(2) 124(2) 78(1) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
1.50 * * 192(3) 124(2) 103(2) 66(1) 58(1) 51(1) 46(1) 30(1) 22(1)
1.75 * * 227(4) 153(3) 103(2) 88(2) 77(2) 51(1) 46(1) 30(1) 22(1)
2.00 * * * 181(4) 127(3) 88(2) 77(2) 68(2) 46(1) 30(1) 22(1)
2.25 * * * 208(5) 127(3) 88(2) 77(2) 68(2) 61(2) 30(1) 22(1)
2.50 * * * * 150(4) 109(3) 77(2) 68(2) 61(2) 30(1) 22(1)
2.75 * * * * 173(5) 109(3) 95(3) 68(2) 61(2) 30(1) 22(1)
3.00 * * * * 195(6) 129(4) 95(3) 84(3) 61(2) 30(1) 22(1)
3.25 * * * * * 148(5) 112(4) 84(3) 61(2) 30(1) 22(1)
3.50 * * * * * 167(6) 112(4) 84(3) 76(3) 40(2) 22(1)
3.75 * * * * * 185(7) 129(5) 100(4) 76(3) 40(2) 22(1)
4.00 * * * * * * 146(6) 100(4) 89(4) 40(2) 22(1)
5.00 * * * * * * * 158(8) 116(6) 40(2) 30(2)
6.00 * * * * * * * * 179(11) 50(3) 30(2)
7.00 * * * * * * * * * 68(5) 37(3)

FIGURE 9.4  Statistical Sample Sizes for Tests of Controls at 5 Percent Risk of Assessing Control Risk Too Low 
(with Allowable Number of Deviations in Parentheses)

(e.g., payroll), monthly (e.g., certain adjusting entries), or quarterly (e.g., quarterly clos-

ing process). The AICPA suggests the following frequency of testing of such controls 

in circumstances in which the test may not be the sole source of evidence related to the 

control objective(s) involved:

Frequency Control
of Operation

Sample
Size

Weekly 5-9

Monthly 2-4

Quarterly 2

When the auditors use attributes sampling, it is essential that the sample items be selected 

in a manner that achieves a random sample. Random samples may be selected using ran-

dom number tables, random number generators, or systematic sampling. When selecting 

the sample items, the auditors often select extra items to be substituted for any voided, 

unused, or inapplicable items. An inapplicable item is one that would not be expected to 

have a particular attribute. For example, assume the auditors are testing a sample of cash 

disbursement transactions to determine that they are all supported with receiving reports. 

If a rent payment is selected, the item would be inapplicable, because it would not be 

expected to be supported with a receiving report.

When testing the sample items, an auditor ordinarily examines each sample item for the 

attributes of interest. Each item will be classifi ed as to whether it contains a deviation 

from the prescribed control. The auditor performing the test should also be alert for evi-

dence of any unusual matters, such as evidence of fraud or related party transactions.

Select the Sample

Test the Sample 
Items
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While auditors usually examine each item in the sample, in some situations they 

may fi nd a relatively large number of deviations in the fi rst items examined and deter-

mine that, even if no additional deviations were to be discovered in the remainder of the 

sample, the results of the sample would not support the planned assessed level of con-

trol risk. In such circumstances, the auditors reassess the level of control and consider 

whether it is appropriate to continue the test.

After testing the sample items and summarizing the deviations from a prescribed control, 

the auditors evaluate the sample results. In evaluating the results, the auditors should 

consider not only the actual number of deviations observed, but also the nature of the 

deviations. The auditors’ evaluation will include the following four steps:

 1. Determine the deviation rate. Calculating the deviation rate in the sample involves 

dividing the number of observed deviations by the sample size.

 2. Determine the achieved upper deviation rate. The auditors will use computer soft-

ware or a table to determine the achieved upper deviation rate (also referred to as the 

achieved upper precision limit). This deviation rate represents the maximum popula-

tion deviation rate that the auditors can expect based on the results of the sample.

 3. Consider the qualitative aspects of the deviations. In addition to considering the devia-

tion rate in the sample, the auditors will consider the nature of the deviations and any 

implications for other phases of the audit. Deviations that result from intentional acts 

(fraud) are of much more concern than those that are due to a misunderstanding of 

instructions or carelessness.

 4. Reach an overall conclusion. The auditors will combine the sample evidence with the 

results of other relevant tests of controls to determine if the combined results support 

the auditors’ planned assessed level of control risk. If not, the auditors will increase 

the assessed level of control risk, which will result in an increase in the extent of the 

planned substantive tests.

Tables to Evaluate Sample Results
The tables presented in this chapter may be used to evaluate sample results in two dif-

ferent, but related, ways. The fi rst approach is to use Figure 9.4. When the number of 

deviations found in the sample does not exceed the allowable number of deviations (the 

parenthetical number in Figure 9.4), the auditors conclude that the population’s devia-

tion rate does not exceed the tolerable deviation rate. Therefore, the results support the 

auditors’ planned assessed level of control risk. On the other hand, when the number of 

deviations found in the sample exceeds the allowable number of deviations, the audi-

tors conclude that the population’s deviation rate exceeds the tolerable deviation rate and 

therefore they should generally increase their assessed level of control risk.

The second approach for evaluating sample results is to use Figure 9.5. This approach 

allows auditors to obtain a more precise conclusion—one which includes determining the 

achieved upper deviation rate. The achieved upper deviation rate is the maximum devia-

tion rate that is supported by the sample results. When the achieved upper deviation rate 

is more than the tolerable deviation rate, the planned assessed level of control risk relat-

ing to the control is not supported.

To illustrate the second approach for evaluation of a sample, assume that two devia-

tions are found in the sample of 51. As indicated previously, the auditors selected this 

sample with a specifi ed risk of assessing control risk too low of 5 percent, a tolerable 

deviation rate of 9 percent, and an expected population deviation rate of 1 percent. 

A maximum of 1 deviation was allowable. Referring to Figure 9.5, we fi nd that the exact 

sample size of 51 does not appear. When this happens, the auditors may interpolate; use 

more detailed tables, sometimes generated by a computer program; or use the largest sam-

ple size listed on the table that does not exceed the sample size actually selected. Using 

the latter approach, the auditors evaluate the results using a slightly smaller size of 50. 

Figure 9.5 indicates that when 2 deviations are found in a sample size of 50, the achieved 

Evaluate the 
Sample Results
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upper deviation rate is 12.1 percent. This tells the auditors that, statistically, there is a 

5 percent chance that the actual deviation rate is higher than 12.1 percent; but this exceeds 

the 9 percent tolerable deviation rate. The most likely effect of this sample result will be 

an increase in the assessed level of control risk, with a corresponding increase in the scope 

of substantive testing for the related fi nancial statement assertions. Only when the upper 

deviation rate found in Figure 9.5 is less than or equal to the tolerable deviation rate would 

the sample results support the auditors’ planned assessed level of control risk.

Finally, the auditors will document the signifi cant aspects of the prior nine steps in the 

working papers. This documentation should include an identifi cation of the selected 

items.

The following procedures for applying attributes sampling are based upon the use of the 

tables in Figures 9.4 and 9.5; however, only slight modifi cations of the approach are nec-

essary if other tables are used.

1. Determine the objective of the test. Assume that the auditors wish to test the effec-

tiveness of the client’s control of matching receiving reports with purchase invoices as a 

step in authorizing payments for purchases of materials. They are interested in the cleri-

cal accuracy of the matching process and in determining whether the control that requires 

the matching of purchase invoices and receiving reports is operating effectively.

2. Defi ne the attributes and deviation conditions. The auditors defi ne the deviation 

conditions as any one or more of the following with respect to each invoice and the 

related receiving report:

 a. Any invoice not supported by a receiving document.

 b. Any invoice supported by a receiving document that is applicable to another invoice.

 c. Any difference between the invoice and the receiving document as to quantities received.

For this test, the only procedure required is inspection of the documents and matching of 

the receiving reports with invoices.

Document 
the Sampling 
Procedure

Detailed 
Illustration 
of Attributes 
Sampling

FIGURE 9.5  Statistical Sampling Results Evaluation Table for Tests of Controls: Achieved Upper Deviation Rate 
at 5 Percent Risk of Assessing Control Risk Too Low

Actual Number of Deviations Found

Sample Size 0 1 2 3 4 5 6 7 8 9 10

25 11.3 17.6 * * * * * * * * * 
30 9.5 14.9 19.6 * * * * * * * * 
35 8.3 12.9 17.0 * * * * * * * * 
40 7.3 11.4 15.0 18.3 * * * * * * * 
45 6.5 10.2 13.4 16.4 19.2 * * * * * * 
50 5.9 9.2 12.1 14.8 17.4 19.9 * * * * * 
55 5.4 8.4 11.1 13.5 15.9 18.2 * * * * * 
60 4.9 7.7 10.2 12.5 14.7 16.8 18.8 * * * * 
65 4.6 7.1 9.4 11.5 13.6 15.5 17.4 19.3 * * * 
70 4.2 6.6 8.8 10.8 12.6 14.5 16.3 18.0 19.7 * * 
75 4.0 6.2 8.2 10.1 11.8 13.6 15.2 16.9 18.5 20.0 * 
80 3.7 5.8 7.7 9.5 11.1 12.7 14.3 15.9 17.4 18.9 * 
90 3.3 5.2 6.9 8.4 9.9 11.4 12.8 14.2 15.5 16.8 18.2

100 3.0 4.7 6.2 7.6 9.0 10.3 11.5 12.8 14.0 15.2 16.4
125 2.4 3.8 5.0 6.1 7.2 8.3 9.3 10.3 11.3 12.3 13.2
150 2.0 3.2 4.2 5.1 6.0 6.9 7.8 8.6 9.5 10.3 11.1
200 1.5 2.4 3.2 3.9 4.6 5.2 5.9 6.5 7.2 7.8 8.4

Note: This table presents upper limits as percentages. This table assumes a large population.

* Over 20 percent.

Source: AICPA, Audit Guide, Audit Sampling (New York, 2008).
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3. Defi ne the population to be sampled. The client prepares a serially numbered 

voucher for every purchase of materials. The receiving report and purchase invoice 

are attached to each voucher. Therefore, the sampling unit for the test is an individual 

voucher. Since the test of controls is being performed during the interim period, the popu-

lation to be tested consists of 3,653 vouchers for purchases of material during the fi rst 

10 months of the year under audit. If at any point the auditor determines that the physical 

representation of the population (the 3,653 vouchers) has omitted vouchers that should be 

included in the fi rst 10 months, the auditors should also test those vouchers.

4. Specify the risk of assessing control risk too low and the tolerable deviation rate. 
The auditors realize that errors in matching receiving reports with purchase orders can 

affect the fi nancial statements through overpayments to vendors and misstatements of 

purchases and accounts payable. They also plan to assess control risk at a low level for the 

assertions of existence, occurrence, and valuation of purchases, inventories, and accounts 

payable. Based on these considerations, the auditors decide upon a tolerable deviation 

rate of 7 percent, with a 5 percent risk of assessing control risk too low.

5. Estimate the expected population deviation rate. In the audits of the previous three 

years, the auditors observed that exceptions for the type described above produced devia-

tion rates of 1.2 percent, 1.3 percent, and 1.1 percent. Therefore, the auditors conserva-

tively select an expected deviation rate of 1.5 percent.

6. Determine the sample size. Since the stipulated risk of assessing control risk too 

low is 5 percent, Figure 9.4 is applicable. At the intersection of the column for a tolerable 

deviation rate of 7 percent and the row for a 1.5 percent expected deviation rate, the sam-

ple size is found to be 66 items. The allowable number of deviations in the sample is 1.

7. Select the sample. Since the vouchers are serially numbered, the auditors decide to 

use a generalized audit software program to generate a list of random numbers to select 

the sample for testing.

8. Test the sample items. The auditors proceed to examine the vouchers and support-

ing documents for each of the types of deviations previously defi ned. As they perform the 

test, the auditors will be alert for any unusual matters, such as evidence of fraud.

9. Evaluate the sample results. In evaluating the sample results, the auditors consider 

not only the actual number of deviations observed, but also the nature of the deviations. 

We will discuss three possible sets of circumstances: (a) the actual number of deviations 

is equal to or less than the allowable number; (b) the actual number of deviations is more 

than the allowable number; and (c) one or more deviations observed contain evidence of 

a deliberate manipulation or circumvention of internal control.

First, assume that no deviation is identifi ed. Recall that the allowable number of devia-

tions from Figure 9.4 is 1. Because the number of deviations (here, none) does not exceed 

the allowable number, the auditors may conclude that there is less than a 5 percent risk 

that the population deviation rate is greater than 7 percent, the tolerable rate. In this case, 

the sample results support the auditors’ planned assessed level of control risk. Alterna-

tively, using the second approach and referring to Figure 9.5, for a sample size of 65 (the 

highest number still less than the actual sample size), the auditors fi nd that when zero 

deviations are observed the achieved upper deviation rate is 4.6 percent. This rate sup-

ports the auditors’ planned assessed level of control risk.

Next, assume that the number of deviations observed in the sample is 3, and none 

of the observed deviations indicate deliberate manipulation or circumvention of inter-

nal control. Using the fi rst approach for evaluating results presented earlier, because this 

exceeds the allowable 1 deviation, the auditors simply conclude that the achieved upper 

deviation rate is greater than 7 percent. Or, if they wish to use the second approach for 

evaluating results, they may use Figure 9.5 to fi nd that the achieved upper deviation rate 

is 11.5 percent. In light of these results, the auditors should increase the assessed level 

of control risk in this area and increase the extent of their substantive testing procedures 

(i.e., decrease detection risk). As a preliminary step to any modifi cation of their audit 

plan, the auditors should investigate the cause of the unexpectedly high deviation rate.
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Finally, assume that one or more of the deviations discovered by the auditors indicates 

a deliberate circumvention of controls indicative of possible fraud. In such a circum-

stance, other auditing procedures become necessary. The auditors should evaluate the 

effect of the deviation on the fi nancial statements and adopt auditing procedures that are 

specifi cally designed to detect the type of deviation observed. Indeed, the nature of the 

deviation may be more important than its rate of occurrence.

10. Document the sampling procedures. Finally, each of the nine prior steps, as well 

as the basis for overall conclusions, should be documented in the auditors’ working 

papers. Figure 9.6 is an illustrative working paper that documents the results of this test 

of controls, as well as tests of other controls for the purchasing cycle.

Discovery Sampling
Discovery sampling is actually a modifi ed case of attributes sampling. The purpose of a 

discovery sample is to detect at least one deviation, with a predetermined risk of assess-

ing control risk too low if the deviation rate in the population is greater than the specifi ed 

tolerable deviation rate. One important use of discovery sampling is to locate examples 

of a suspected fraud.

Although discovery sampling is designed to locate relatively rare items, it cannot 

locate a needle in a haystack. If an extremely small number of deviations exist within a 

Other Statistical 
Attributes 
Sampling 
Approaches

FIGURE 9.6 Documentation of the Results of Tests of Controls

 SCANTECH, INC. R-22
 Attributes Sampling Summary—Purchase Transactions WEB
 December 31, 20X2  11/23/X2

Objectives of test:   (1) To test the operating effectiveness of the procedures for matching receiving reports with 
purchase invoices; (2) to test the operating effectiveness of the procedures for matching purchase 
orders with purchase invoices; (3) to test the operating effectiveness of the procedures for testing 
the clerical accuracy of purchase invoices.

Population:  Voucher register entries for the fi rst 10 months of the year. Size: 3,653

Sampling unit:  Individual vouchers.

Random selection procedure:  Random number generator.

Risk of assessing control risk too low:  5 percent.

 Planning Parameters: Sample Results:

 Tolerable  Expected   Number Achieved
 Deviation  Deviation Sample of Maximum
Attributes Tested: Rate Rate Size Deviations Rate

1.  Quantity and other data on 
receiving report agree with 
purchase invoice. 7% 1.5% 66 1 7.1%

2.  Prices and other data on purchase 
order agree with purchase invoice. 10%   1% 46 0 6.5%

3.  Clerical accuracy of purchase 
invoice has been verifi ed. 7%   0% 42 0 7.3%

Conclusion:   The results support the assessment of a low level of control risk for existence and valuation of purchases, 
inventory, and accounts payable.
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population (e.g., 0.1 percent or less), no sample of reasonable size can provide adequate 

assurance that an example of the deviation will be encountered. Still, discovery sampling 

can (with a very high degree of confi dence) ensure detection of deviations occurring at a 

rate as low as 0.3 to 1 percent.

Discovery sampling is used primarily to search for critical deviations. When a deviation 

is critical, such as evidence of fraud, any deviation rate may be intolerable. Consequently, 

if such deviation is discovered, the auditors may abandon their sampling procedures and 

undertake a thorough examination of the population. If no deviations are found in discovery 

sampling, the auditors may conclude (with the specifi ed risk of assessing control risk too 

low) that the critical deviation does not occur to the extent of the tolerable deviation rate.

To use discovery sampling, the auditors must specify their desired risk of assessing 

control risk too low and the tolerable deviation rate for the test. The required sample 

size then may be determined by referring to an appropriate attributes sampling table, 

with the assumption that the expected deviation rate in the population is 0 percent.

To illustrate discovery sampling, assume that auditors have reason to suspect that 

someone has been preparing fraudulent purchase orders, receiving reports, and purchase 

invoices in order to generate cash disbursements for fi ctitious purchase transactions. In 

order to determine whether this has occurred, it is necessary to locate only one set of the 

fraudulent documents in the client’s fi le of paid vouchers.

Assume the auditors desire a 5 percent risk that their sample will not bring to light a 

fraudulent voucher if the population contains 2 percent or more fraudulent items. Refer-

ring to Figure 9.4, the auditors fi nd that a sample size of 149 is required for an expected 

population deviation rate of 0 percent and a tolerable deviation rate of 2 percent. Assum-

ing that the auditors select and examine the 149 vouchers and no fraudulent vouchers 

are found, they may conclude that there is only a 5 percent risk that there are more than 

2 percent fraudulent vouchers in the population.

Sequential (Stop-or-Go) Sampling
Another approach used in practice is sequential (stop-or-go) sampling. Under a 

sequential sampling plan, the audit sample is taken in several stages. The auditors start by 

examining a small sample. Then, based on the results of this initial sample, they decide 

whether to (1) assess control risk at the planned level, (2) assess control risk at a higher level 

than planned, or (3) examine additional sample items to get more information. If the sample 

results do not provide enough information to make a clear-cut decision about internal con-

trol, the auditors examine additional items and repeat the decision process until the tables 

being used indicate that a decision as to the assessed level of control risk can be made.

The primary advantage of a sequential approach is that for very low population devia-

tion rates smaller sample sizes may be required as compared to the fi xed-sized sample 

plans. Disadvantages of sequential approaches include the fact that sample sizes may be 

larger for populations with moderate deviation rates and the process of drawing samples 

at several stages may not be as effi cient.

The major differences between statistical and nonstatistical sampling in attributes sam-

pling are the steps for determining sample size and evaluating sample results. As is the 

case with statistical sampling, auditors who use nonstatistical sampling need to consider 

the risk of assessing control risk too low and the tolerable deviation rate when determining 

the required sample size. But these factors need not be quantifi ed. In evaluating results, the 

auditors should compare the deviation rate of the sample to the tolerable deviation rate. 

If the sample size was appropriate and the sample deviation rate is somewhat lower than 

the tolerable deviation rate, the auditors can generally conclude that the risk of assessing 

control risk too low is at an acceptable level. As the sample deviation rate gets closer to 

the tolerable deviation rate, it becomes less and less likely that the population’s deviation 

rate is lower than the tolerable level. The auditors should use their professional judgment 

to determine the point at which the assessed level of control risk should be increased above 

the planned level.

Nonstatistical 
Attributes 
Sampling
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Audit Sampling for Substantive Procedures

Substantive procedures are designed to detect misstatements, due to both errors and fraud, 

that may exist in the fi nancial statements. Accordingly, the sampling plans that are used 

for substantive procedures are designed to estimate the dollar amount of misstatement 

in a particular account balance. Based on the sample results, the auditors then conclude 

whether there is an unacceptably high risk of material misstatement in the balance. The 

actual steps involved may be summarized as:

 1. Determine the objective of the substantive procedure.

 2. Defi ne the population and sampling unit.

 3. Choose an audit sampling technique.

 4. Determine the sample size.

 5. Select the sample.

 6. Test the sample items.

 7. Evaluate the sample results.

 8. Document the sampling procedure.

Statistical procedures typically used for substantive tests include classical variables 

and probability-proportional-to-size sampling plans. This chapter emphasizes classical 

variables plans, especially the mean-per-unit estimation method. Appendix 9A presents 

an overview of the probability-proportional-to-size method.

Similar to sampling risk for tests of controls, there are two aspects of sampling risk for 

substantive procedures, including:

 1. The risk of incorrect rejection (alpha risk) of an account. This is the possibility that 

sample results will indicate that an account balance is materially misstated when, in 

fact, it is not misstated.

 2. The risk of incorrect acceptance (beta risk) of an account. This is the possibility that 

sample results will indicate that an account balance is not materially misstated when, 

in fact, it is materially misstated.

The nature of these risks parallels the sampling risks of tests of controls. If the auditors 

make the fi rst type of error and incorrectly reject an account balance, their audit will lack 

effi ciency since they will perform additional audit procedures that will eventually reveal 

that the account is not materially misstated. Thus, the risk of incorrect rejection ordinarily 

does not relate to the effectiveness of the audit.5

If the auditors make the second type of error, incorrect acceptance, the effectiveness 

of the audit is compromised. Therefore, the risk of incorrect acceptance is of primary 

concern to auditors; failure to detect a material misstatement may lead to accusations of 

negligence and to extensive legal liability. Figure 9.7 illustrates both aspects of sampling 

risk for substantive procedures.

Plan, perform, and evaluate sam-

ples for substantive procedures 

using mean-per-unit sampling.

LO 9-6

Sampling Risk 
for Substantive 
Procedures

5 Audit effectiveness will be negatively affected if incorrect rejection leads to client recording of an 
improper journal entry to adjust the account to the misstated amount suggested by the auditors’ 
substantive procedures.

 The Substantive  The Population Actually Is:
 Procedure Sample 
Indicates:

 
Not Materially Misstated Materially Misstated

The Population Is Not 
Materially Misstated

The Population Is
Materially Misstated  

Correct decision Incorrect decision
 (risk of incorrect acceptance)

Incorrect decision Correct decision
(risk of incorrect rejection) 

FIGURE 9.7
Sampling Risk for 
Substantive Procedures
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Classical Variables Sampling

Classical variables sampling plans enable auditors to estimate a numerical quantity, 

such as the dollar amount of an account balance. This makes these techniques particu-

larly useful for performing substantive procedures. Classical variables sampling methods 

include mean-per-unit estimation, ratio estimation, and difference estimation.

Mean-per-unit estimation enables auditors to estimate the mean audited value of the items 

in a population, with specifi ed sampling risk and allowance for sampling risk (precision), 

by determining the mean audited value of the items in a sample. An estimate of the total 

audited value of the population is obtained by multiplying the sample mean (the average 

audited value in the sample) times the number of items in the population. The projected 
misstatement (the most likely amount of misstatement in the population) may then be 

calculated as the difference between this estimated total audited value and the client’s 

book value. The assumption underlying mean-per-unit estimation is that a sample’s mean 

audited value will, for a certain sampling risk and allowance for sampling risk, represent 

the true audited mean of the population.

The risks of incorrect acceptance and incorrect rejection may be controlled indepen-

dently of one another. For example, auditors may design a sample that limits both risks to 

10 percent, or they may hold the risk of incorrect acceptance to 5 percent while allow-

ing the risk of incorrect rejection to rise to 40 percent or more. In establishing the 

planned level of the risk of incorrect acceptance, auditors should consider the extent of 

the evidence that must be obtained from the substantive procedure. This is determined by the 

auditors’ assessments of inherent risk and control risk for the assertions being tested, and 

the extent of the evidence obtained from any other substantive tests of those assertions. 

Appendix 9B describes this process in greater detail.

The risk of incorrect rejection also must be established. In stipulating this risk the 

auditors should consider the time and other costs involved in performing additional audit 

procedures when the sample results erroneously indicate that a correct book balance is 

materially misstated.

In mean-per-unit estimation, as was the case with attributes sampling, the allowance 

for sampling risk is used to control sampling risk. The appropriate planned allowance for 

sampling risk may be determined from the following formula.

Mean-per-Unit 
Estimation

Controlling 
Sampling Risk

Planned allowance for sampling risk
Tolerable misstatement

1
Incorrect acceptance coefficient

Incorrect rejection coefficient

Acceptable Incorrect  Incorrect 
Level of Risk Acceptance Coeffi cient Rejection Coeffi cient

 1.0% 2.33 2.58
 4.6 1.68 2.00
 5.0 1.64 1.96
10.0 1.28 1.64
15.0 1.04 1.44
20.0 0.84 1.28
25.0 0.67 1.15
30.0 0.52 1.04
40.0 0.25 0.84
50.0 0.00 0.67 

FIGURE 9.8
Risk Coeffi cients

The tolerable misstatement, as described in Chapter 6, is materiality for the particular 

audit procedure. Risk coeffi cients from a table such as Figure 9.8, not the risks themselves, 
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are inserted into the formula. Notice that the risks and coeffi cients vary inversely—that 

is, a decreased risk is consistent with an increased coeffi cient.

The factors directly included in the sample size formula for mean-per-unit estimation are 

(1) the population size, (2) the planned risk of incorrect rejection, (3) the estimated vari-

ability (standard deviation) among item values in the population, and (4) the planned 

allowance for sampling risk. The relationship of these factors to the required sample size 

is expressed by the following formula:6

Determination 
of Sample Size

Factor
Change 
in Factor

Effect on 
Required Sample Size

Auditors’ Requirements:

Risk of incorrect rejection Increase Decrease
Risk of incorrect acceptance Increase Decrease
Tolerable misstatement Increase Decrease

Population Characteristics:

Population size Increase Increase (if population is small)
Standard deviation (if classical variables sampling is used) Increase Increase
Expected misstatement (if probability-proportional-to-size 

sampling is used) Increase Increase

FIGURE 9.9 Factors Affecting Sample Size for Substantive Procedures

Sample size
Population size Incorrect rejection coefficient Estimated standard deviation

Planned allowance for sampling risk

2

6 This formula is based upon an infi nite population. The effect on sample size when the population 
is fi nite but of signifi cant size is small. Symbolically, this formula may be stated as:

n
N UrUU SD

A

2

(x x )2

n 1

where n = sample size, N = population size, Ur = incorrect rejection coeffi cient, SD = estimated 
standard deviation, and A = planned allowance for sampling risk. Note that if the auditors were 
only estimating the mean of the population within the allowance for sampling risk, the population 
size would be omitted from the formula.
7 An estimate of the standard deviation may be made from a sample by taking the square root of 
the following quotient: the sum of the squares of the deviation of each sample item value from 
the sample mean, divided by one less than the number of items in the sample. Symbolically, the 
formula for estimating the standard deviation is:

We have already described how most of the factors in this formula are determined. The 

auditors may obtain an estimate of the population’s standard deviation of audited values 

by calculating the standard deviation of the book values of the population, or by using the 

standard deviation of the audited values obtained in the previous year’s audit. Alternatively, 

auditors may obtain an estimate of the standard deviation of the audited values by taking a 

pilot sample of approximately 50 items.7 Generalized audit software packages include rou-

tines designed to estimate the standard deviation of the book values of a population either 

from a pilot sample or from the population book values.  Figure 9.9 summarizes the effect 

of the standard deviation as well as the other factors on the required sample size.

Recall that the auditors determined sample size based on the planned sampling risks 

and on an estimate of the standard deviation of the population. When the auditors’ 

estimate of the population’s standard deviation is exactly the same as that found in the 

Evaluation of 
Sample Results



356 Chapter Nine

sample, the planned allowance for sampling risk may be used for evaluation purposes. 

However, this is seldom the case. The auditors’ estimate of the population standard 

deviation usually differs from that of the subsequent sample. When this occurs, the 

sample taken does not control both risks at their planned levels because the auditors 

have underestimated or overestimated the variability of the population in computing 

the required sample size. Although there are various ways of adjusting the allowance 

for sampling risk, one that maintains the risk of incorrect acceptance at its planned 

level is described below:

Adjusted

allowance for

sampling risk

Tolerable

misstatement

Population size

Incorrect

acceptance

coefficient

Sample

standard

deviation

Sample size

Once the auditors calculate the adjusted allowance for sampling risk, the client’s book 

value is accepted or rejected based on whether it falls within the interval constructed by 

the audited sample mean ± the adjusted allowance for sampling risk. If the book value 

falls within the interval, the sample results support the conclusion that the account balance 

is materially correct. On the other hand, if the client’s book value does not fall within the 

interval, the sample results indicate that there is too great a risk that the account balance 

is materially misstated. In this situation, either the client or the auditors will ordinarily 

analyze the account further to identify more misstatements. In either case, the expansion 

of procedures will provide more evidence as to the need for and amount of any required 

adjustment.

1. Determine the objective of the test. Assume that the auditors wish to test the exis-

tence and gross valuation of recorded accounts receivable of a small public utility client. 

They wish to test the book value of accounts receivable by confi rming a sample of the 

accounts through direct correspondence with the customers.

2. Defi ne the population and sampling unit. The client’s records have 100,000 accounts 

recorded at a total book value of $6,250,000. The auditors believe that the customers will 

be able to confi rm the total outstanding account balance. Therefore, the account balance 

is used as the sampling unit instead of the individual transactions making up the balance. 

Figure 9.10 summarizes the accounts.

3. Choose an audit sampling technique. The auditors have decided to use the 

 mean-per-unit technique.

4. Determine the sample size. To calculate the required sample size, the auditors must 

determine (a) the tolerable misstatement for the test, (b) the planned levels of sampling 

risk (the risks of incorrect acceptance and rejection), (c) the estimate of the population 

standard deviation, and (d) the population size.

Based on their consideration of internal control, the auditors believe that all accounts 

are included in the 100,000 accounts in the client’s subsidiary ledger (the physical 

representation of the population). In view of the amount of performance materiality 

for accounts receivable, the auditors assess the tolerable misstatement to be $364,000. 

Since internal control over existence and valuation of accounts receivable is very weak, 

the auditors assess control risk at the maximum level, that is, 100 percent. In addi-

tion, they assess inherent risk at 100 percent and plan to perform only very limited 

other substantive tests of these assertions. Therefore, the auditors decide on a 5 per-

cent risk of incorrect acceptance. Based on a consideration of the costs of performing 

additional procedures when an account is improperly rejected, a 4.6 percent risk of 

incorrect rejection is planned by the auditors. From this information and by using risk 

Illustration of 
Mean-per-Unit 
Estimation



Audit Sampling 357

$200,000

$364,000

1
1.64

2.00

Planned allowance for sampling risk
Tolerable misstatement

1
Incorrect acceptance coefficient

Incorrect rejection coefficient

To estimate the standard deviation of the population, the auditors use a generalized 

audit software program to calculate the standard deviation of the recorded book values of 

the individual customers’ accounts. The result is $15.

Using the sample-size formula, the required sample size may now be computed as 

follows:

225 accounts

$200,000

2 $3,000,000

$200,000

2

Population size

Incorrect

rejection

coefficient

Estimated

standard

deviation

Planned allowance for sampling risk

2

S

100,000 2.00 $15

ample size

FIGURE 9.10
Population of Accounts 
Receivable

ABC COMPANY
Accounts Receivable
December 31, 20X3

Account Number Account Name Book Value

000,001 Aaron, William $      65.55
000,002 Adams, James 66.44
000,003 Adams, Susan 82.42
000,004 Ahohn, Jennifer 55.14
000,005 Ahrons, Kenneth 44.96
    : : :
    : : :
    : : :
    : : :
003,000 Carhon, Sandra 65.00
    : : : 
    : : : 
    : : : 
    : : : 
099,999 Zenit, Darlene 82.50
100,000 Zyen, Chem       99.20
Total book value $6,250,000.00

Mean account value* $     62.50

* $6,250,000/100,000.

coeffi cients obtained from Figure 9.8, the planned allowance for sampling risk may be 

calculated as follows:

5. Select the sample. The client’s accounts receivable are from residential customers 

and do not vary greatly in size. For this reason, the auditors decide to use a random num-

ber table to select an unstratifi ed random sample.
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6. Test the sample items. The auditors send the confi rmations and perform additional 

procedures as appropriate.

7. Evaluate the sample results. Confi rmation of the 225 accounts, as summarized in 

Figure 9.11, results in a sample with a mean audited value of $61 per account. Figure 9.11 

also indicates that the mean book value of the 225 accounts in the sample was $63. Notice 

that this $63 mean sample book value differs somewhat from the mean book value of the 

entire population, $62.50, in Figure 9.10. This difference of $0.50 per account is due to 

chance and is not directly used in the mean-per-unit analysis.

As a fi rst case, assume that the confi rmation results also indicate a standard deviation 

of the sample’s audited values of $15. Since the sample’s standard deviation equals that 

used in planning, the adjusted allowance for sampling risk equals the planned allowance 

of $200,000. In this case, the auditors’ estimate of the total value of the population is 

$6,100,000, and the acceptance interval for the sample result is that amount plus or minus 

the allowance for sampling risk of $200,000, calculated as follows:

ABC COMPANY
Sample of Accounts Receivable

December 31, 20X3

Sample 
Item 
Number

Account 
Number Account Name

Book 
Value

Audited 
Value Difference

001 000,002 Adams, James $  66.44 $  66.44 $    0.00
002 000,005 Ahrons, Kenneth 44.96 43.00 1.96
003 001,100 Banner, Jane 92.16 92.16 0.00
004 002,200 Boynton, Willis 72.12 68.50 3.62
005 003,000 Carhon, Sandra 65.00 65.00 0.00

: : : : : : 
: : : : : : 
: : : : : : 

224 093,212 Yelbow, Sharlene 82.50 82.50 0.00
225 100,000 Zyen, Chem     99.20     92.00    7.20
Total value (sample) $14,175.00 $13,725.00 $450.00
Mean values (total value/225) $63.00 $61.00 $2.00

FIGURE 9.11
Auditors’ Sample of 
Accounts Receivable

Estimated total audited value Mean audited value Number of accounts

$61 100,000 accounts $6,100,000

Acceptance interval Estimated total audited value Allowance for sampling risk

$6,100,000 $200,000

[$5,900,000 to $6,300,000]

Because the client’s book value of $6,250,000 falls within this acceptance interval, the 

sample results indicate that the client’s valuation of accounts receivable is not materially 

misstated. However, the sample results indicate a projected misstatement of $150,000, 

calculated as follows:

Projected misstatement Estimated total audited value Book value of population 

$6,100,000 $6,250,000

$150,000 overstatement

This projected misstatement will be considered when the auditors are analyzing the 

total amount of potential misstatement in the fi nancial statements. Also, the auditors may 

suggest that the client correct the accounts that their test revealed to be misstated, even 

though the misstatements are less than the tolerable misstatement amount.

How do the auditors evaluate the results if the sample’s standard deviation differs 

from the estimate? They may use the formula presented earlier (page 356) to calculate 
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an adjusted allowance for sampling risk. For example, if the standard deviation of the 

 sample’s audited standard deviation had instead been equal to $16, the adjusted  allowance 

for sampling risk may be calculated as follows:

$189,067

$364,000
(100,000 1.64 $16)

225

Adjusted

allowance for

sampling risk

Tolerable

misstatement

Population size

Incorrect

acceptance

coefficient

Sample

standard

deviation

Sample size

Thus, the acceptance interval would be constructed as $6,100,000 ± $189,067 ($5,910,933 

to $6,289,067). As illustrated by Figure 9.12, the client’s book value ($6,250,000) also falls 

within this interval. Therefore, the sample results still indicate that the account does not 

contain a material misstatement.

As in other types of sampling, the auditors should consider the qualitative aspects of 

any misstatements found in their sample. “What caused the misstatements?” “Do any of 

the misstatements indicate fraud?” and “What are the implications of the misstatements 

for other audit areas?” are questions the auditors would attempt to answer in their qualita-

tive evaluation of the results.

8. Document the sampling procedures. Each of the prior seven steps, as well as the 

basis for overall conclusions, should be documented in the auditors’ working papers. 

This documentation should include an identifi cation of the items tested.

Mean-per-unit estimation uses the mean audited value of the sample as the basis for esti-

mating the projected misstatement and total audited value of a population. Two other 

options are difference and ratio estimation. Although closely related, difference esti-

mation and ratio estimation are two distinct sampling plans; each is appropriate under 

slightly different circumstances.

In applying difference estimation, the auditors use a sample to estimate the average 

difference between the audited value and book value of items in a population. The aver-

age difference is estimated by dividing the net misstatement in the sample by the num-

ber of items in the sample.8 The projected misstatement is determined by multiplying 

Difference and 
Ratio Estimation

Describe the difference and ratio 

methods of estimation.

LO 9-7

  FIGURE 9.12 
 Acceptance Interval for 
Substantive Procedure     
(sample audited standard 
deviation equal to $16)

Acceptance Interval

$5,910,933
Lower
Precision
Limit

$6,289,067
Upper
Precision
Limit

$6,250,000
Book Value
of the
Account

$6,100,000
Estimate
of Book Value
from Sample

$150,000
Projected Misstatement

8 Symbolically, the estimated average difference is computed as follows:

d̂
1

n

n

j 1

(aja b jb )

Where ˆ  (pronounced d caret) represents the estimated average difference between audited value 
(aj) and book value (bj) of each sample item.
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the estimated average difference by the number of items in the population. This may be 

viewed as:

9 Symbolically, this process is expressed:

Projected misstatement
Sample net misstatement

Book value of sample
Population book value

Projected misstatement
Sample average misstatement

Sample average book value
Population book value

R̂
(aja b jb )

b jb

Projected misstatement 
Sample net misstatement

Sample items
Population items

The estimated total audited value is equal to the book value of the account plus or 

minus the projected misstatement, depending upon whether the misstatement is an under-

statement or an overstatement.

In ratio estimation, the auditors use a sample to estimate the ratio of the misstatement 

in a sample to its book value and project it to the entire population.9 The ratio of mis-

statements is simply the sample net misstatement divided by the book value of the items 

in the sample. An estimate of the projected misstatement is obtained by multiplying this 

estimated ratio by the total population book value, as illustrated below:

Alternatively, identical results are obtained by using the average misstatement in the 

sample, divided by the average book value in the sample, and multiplying times the total 

population book value, as illustrated below:

The estimated total audited value equals the book value of the account plus or minus 

the projected misstatement, depending upon whether the misstatement is an understate-

ment or an overstatement.

Use of Difference and Ratio Estimation
The use of difference and ratio estimation techniques requires that (1) each population item 

has a book value, (2) an audited value may be determined for each sample item, and (3) 

differences between audited and book values (misstatements) are relatively frequent. If the 

occurrence rate of misstatements is very low, a prohibitively large sample is required to 

disclose a representative number of misstatements. When these requirements are met, ratio 

estimation or difference estimation is often more effi cient than mean-per-unit estimation.

Difference estimation is most appropriate when the size of misstatements does not 

vary signifi cantly in comparison to book value. This might be the case when errors are 

occurring randomly, independently of account size.

Ratio estimation is preferred when the size of misstatements is nearly proportional to 

the book values of the items. That is, it is appropriate when larger accounts have large 

misstatements and smaller accounts have small misstatements. For example, this might 

often be the case for receivables—small accounts might be expected to have small mis-

statements in dollar terms and large accounts to have large misstatements in dollar terms.

The information presented in Figures 9.10 and 9.11 may be used to illustrate the use of 

difference and ratio estimation techniques. Recall that the population consists of 100,000 

accounts with an aggregate book value of $6,250,000; Figure  9.11 indicates that the 

total book and audited values of the sample are, respectively, $14,175 and $13,725. The 

Illustration of 
Difference and 
Ratio Estimation

where R̂ represents the estimated ratio of misstatement to book value, aj represents the audited 
value of each sample item, and bj represents the book value of each sample item.
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auditors calculate the required sample size, randomly select the accounts to be sampled, 

and apply auditing procedures to determine the correct account balances. In actuality, 

differences in the sample size formulas10 would cause the sample size to differ from 

that obtained using the mean-per-unit method, but in this illustration we will continue to 

assume a sample size of 225, as summarized in Figure 9.11.

Difference Estimation
If difference estimation is used, the auditors would estimate the average difference per 

item to be a $2 overstatement ($450 ÷ 225 items). Multiplying the $2 by the 100,000 

accounts in the population indicates that the projected misstatement for accounts receiv-

able is a $200,000 overstatement, as calculated below:

10 The major differences in the formulas are that the standard deviations used would be those for 
the ratios and differences.

$2 100,000

$200,000

$450

225
100,000

Projected misstatement
Sample net misstatement

Sample items
Population items

Estimated total audited value Population book value Projected overstatement

$6,250,000 $200,000

$6,050,000

$450

$14,175
$6,250,000 $198,413

Projected misstatement 
Sample net misstatement

Book value of sample
Population book value

$2

$63
$6,250,000 $198,413

Projected misstatement
Sample average misstatement

Sample average book value
Population book value

Estimated total audited value Population book value Projected overstatement

$6,250,000 $198,413

$6,051,587

The estimated total audited value of the account is calculated as follows:

Ratio Estimation
For ratio estimation, the auditors would estimate the projected misstatement using the 

following formula:

Alternatively, averages may be used as follows:

Because the projected misstatement indicates an overstatement, this difference is sub-

tracted from the book value to obtain the estimated total audited value as follows:

If the projected misstatement had been an understatement, the amount would have 

been added to the population book value.

Formulas are available for both difference and ratio estimation to calculate an 

adjusted allowance for sampling risk to control sampling risk in a manner similar to the 
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mean-per-unit method. Since we do not present them, we do not take the analysis further 

than the calculation of projected misstatement and the estimated total audited value.

Nonstatistical Sampling for Substantive Procedures

The major differences between statistical and nonstatistical sampling in substantive testing 

are in the procedures used to determine the sample size and evaluate the sample results. In 

using nonstatistical sampling, the auditors may decide not to quantify the factors used to 

arrive at the sample size, although they will consider the relationships that are summarized 

in Figure 9.9. In evaluating the sample results, the auditors also project the misstatements 

found in the sample to the population and consider sampling risk, but the level of risk is not 

quantifi ed. While the auditors may use unassisted judgment for determining the sample size 

and for evaluating the sample results, many CPA fi rms have adopted structured approaches 

to nonstatistical sampling that are based on statistical methods. This increases the consis-

tency of sampling judgments that are made by various auditors throughout the fi rm.

The following example illustrates the use of a structured nonstatistical sampling plan.

 1. Determine the objective of the procedures. Assume that the auditors are performing a 

test of the valuation of inventory by testing the pricing of a sample of inventory items 

by reference to vendors’ invoices. The inventory consists of 2,000 items with a book 

value of $3,000,000.

 2. Defi ne the population and sampling unit. The physical representation of the popula-

tion consists of a listing of the inventory items on hand at year-end, and the auditors 

have determined that the sampling unit will be each individual product.

 3. Choose the audit sampling technique. The auditors have decided to use a structured 

approach to nonstatistical sampling.

 4. Determine the sample size. To determine the required sample size, the auditors will 

use the following formula:

Plan, perform, and evaluate sam-

ples for substantive procedures 

using nonstatistical methods.

LO 9-8

Illustration of 
Nonstatistical 
Sampling

Sample size
Population book value Reliability factor

Tolerable misstatement

  The reliability factor for the formula is selected from a table such as the one that is 

illustrated by Figure 9.13. It is based on the auditors’ combined assessment of inher-

ent and control risk and the auditors’ assessment of the risk that other substantive 

procedures will fail to detect a material misstatement of the assertions. Both risks are 

assessed on qualitative scales from maximum risk (100 percent) to low risk.

In our example, assume that the auditors have assessed the combination of inherent 

and control risk at slightly below the maximum. They have also performed analytical 

procedures on the inventory account that the auditors believe have a moderate risk 

Risk That Other Substantive Procedures 
(e.g., Analytical Procedures) Will Fail to Detect 

a Material Misstatement

Combined Assessment of 
Inherent and Control Risk Maximum Moderate Low

Maximum 3.0 2.3 1.9
Slightly below maximum 2.7 2.0 1.6
Moderate 2.3 1.6 1.2
Low 1.9 1.2 1.0

FIGURE 9.13
Reliability Factors for 
Nonstatistical Sampling 
Plan

Note: This table is applicable when the auditors expect few misstatements in the population.
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of not detecting a material misstatement in the valuation of the inventory account. 

Using these assessments of risk, the auditors obtain a reliability factor of 2.0 using 

Figure 9.13. If the auditors have decided that $100,000 is the amount of tolerable mis-

statement for the test, the sample size would be calculated as follows:

11 Some references suggest that when the projected misstatement exceeds one-third of the 
 tolerable misstatement, the sampling risk is becoming “too high.”

60 items

$3,000,000 2.0

$100,000

Sample size
Population book value Reliability factor

Tolerable misstatement

$18,000

$6,600

$1,100,000
$3,000,000

Projected misstatement
Sample net misstatement

Book value of sample
Population book value

 5. Select the sample. Even though nonstatistical sampling is being used, the auditors gen-

erally select the sample on a stratifi ed basis.

 6. Test the sample items. The auditors examine vendors’ invoices supporting the price of 

each product selected for testing. Assume that the auditors fi nd two products that were 

priced at improper prices, resulting in a total overstatement of the account of $6,600. 

In addition, the total book value of the sample is calculated to be $1,100,000.

 7. Evaluate the sample results. In evaluating the sample results, the auditors will begin 

by projecting the misstatements found in the sample to the population. A number 

of methods may be used. However, the auditors typically use the ratio or difference 

method illustrated on pages 360–363. In this example, the auditors decide to use the 

ratio method of projecting the misstatement, as illustrated below:

After calculating the projected amount of misstatement in the population, the  auditors 

will then compare that amount with the amount of tolerable misstatement. In this situ-

ation, the auditors compare $18,000 with $100,000 and use professional judgment 

to evaluate whether there is a suffi ciently low risk of material misstatement of the 

account. Since the projected misstatement is only 18 percent ($18,000 ÷ $100,000) of 

tolerable misstatement, the auditors would likely conclude that the account balance is 

acceptable. As the amount of projected misstatement gets closer to the amount of tol-

erable misstatement for the account, the auditors are more likely to conclude that the 

risk of material misstatement is too high.11 When the auditors conclude that the risk of 

misstatement is high, they will not accept the client’s book balance as being materially 

correct and will either convince the client to adjust the book value or perform addi-

tional audit tests on the population.

The auditors will also perform a qualitative evaluation of the misstatements found 

in the population to determine if there are implications for other aspects of the audit. 

Intentional misstatements would generally have greater implications for the audit than 

clerical errors.

 8. Document the sampling procedures. The nonstatistical sampling procedures described 

on pages 362–363 would be documented in a manner similar to that used for statistical 

sampling plans.
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This chapter presented the concepts and techniques used by auditors to perform audit 

sampling. To summarize:

 1. Audit sampling is defi ned as applying an audit procedure to less than 100 percent of 

the items in a population to make some conclusion about that population.

 2. Auditors may use statistical or nonstatistical sampling to perform tests of controls or 

substantive procedures. Statistical sampling allows the auditors to measure and con-

trol sampling risk. Sampling risk is the risk that the auditors will make an incorrect 

conclusion from the sample results because the sample is not representative of the 

population.

 3. The major type of statistical sampling plan for tests of controls is attributes sampling, 

which can provide the auditors with an estimate of the extent of the deviations from 

a prescribed internal control policy or procedure.

 4. The two aspects of sampling risk for tests of controls include the risk of assessing 

control risk too high, which relates to the effi ciency of the audit, and the risk of 

assessing control risk too low, which is critical because it relates to the effectiveness 

of the audit.

 5. The major factors that affect the required sample size for an attributes sample are the 

risk of assessing control risk too low, the tolerable deviation rate, and the expected 

deviation rate in the population.

 6. The two aspects of sampling risk for substantive procedures include the risk of incor-

rect rejection and the risk of incorrect acceptance. The risk of incorrect acceptance 

is the critical risk, because if the auditors accept a materially misstated account bal-

ance, they may issue an inappropriate audit opinion.

 7. When a classical variables sampling plan is used, the required sample size is deter-

mined by the risk of incorrect acceptance, the risk of incorrect rejection, the amount 

of tolerable misstatement for the test, and the standard deviation of the items in the 

account.

 8. Classical variables sampling methods include mean-per-unit estimation, difference 

estimation, and ratio estimation.

 9. In evaluating the results of a classical variables sampling plan, the auditors com-

pute an acceptance interval; if the client’s book value falls within the interval, it is 

accepted as being materially correct. Otherwise, the auditors generally should per-

form additional testing to determine whether the client’s balance is actually mis-

stated or the sample was not representative.

 10. Many CPA fi rms use structured approaches to nonstatistical sampling for substantive 

procedures. Such approaches increase the consistency of sampling decisions by vari-

ous staff members within the fi rms.

Chapter 
Summary

Allowance for sampling risk (ASR) (342) Also referred to as precision, an interval around the 

sample results in which the true population characteristic is expected to lie.

Attributes sampling (341) A sampling plan enabling the auditors to estimate the rate of deviation 

(occurrence) in a population.

Confi dence level (344) In attributes sampling, the complement of the risk of assessing control risk 

too low. In variables sampling, the complement of the risk of incorrect acceptance. Thus, if the risk of 

assessing control risk too low (or of incorrect acceptance) is .05, the confi dence level is .95.

Deviation rate (343) A defi ned rate of departure from prescribed controls. Also referred to as 

occurrence rate or exception rate.

Difference estimation (341) A sampling plan that uses the difference between the audited (correct) 

values and book values of items in a sample to calculate the estimated total audited value of the 

population. Difference estimation is used in lieu of ratio estimation when the differences are not nearly 

proportional to book values.

Key Terms 
Introduced or 
Emphasized in 
Chapter 9
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Discovery sampling (341) A sampling plan for locating at least 1 deviation, providing that the 

deviation occurs in the population with a specifi ed frequency.

Dual-purpose test (342) A test designed to test a control and to substantiate the dollar amount of an 

account using the same sample.

Expected population deviation rate (342) An advance estimate of a deviation rate. This estimate is 

necessary for determining the required sample size in an attributes sampling plan.

Mean (354) The average item value, computed by dividing total value by the number of items 

composing total value.

Mean-per-unit estimation (341) A classical variables sampling plan enabling the auditors to estimate 

the average dollar value (or other variable) of items in a population by determining the average value of 

items in a sample.

Nonsampling risk (337) The aspects of audit risk not due to sampling. This risk normally relates to 

“human” rather than “statistical” errors.

Physical representation of the population (338) The population from which the auditors sample. 

The physical representation of the population differs from the actual population when it does not include 

items that exist in the actual population (e.g., the auditors sample from a trial balance of receivables 

which may or may not include all actual receivables).

Population (337) The entire fi eld of items from which a sample might be drawn.

Precision (342) See allowance for sampling risk.

Probability-proportional-to-size (PPS) sampling (341) A variables estimation procedure that uses 

attributes theory to express a conclusion in monetary (dollar) amounts.

Projected misstatement (337) An estimate of the most likely amount of monetary misstatement in a 

population.

Random selection (338) Selecting items from a population in a manner in which every item has an 

equal chance of being included in the sample.

Ratio estimation (341) A sampling plan that uses the ratio of audited (correct) values to book values 

of items in the sample to calculate the estimated total audited value of the population. Ratio estimation is 

used in lieu of difference estimation when the differences are nearly proportional to book values.

Reliability (362) The complement of the risk of incorrect acceptance.

Representative sample (337) A sample possessing essentially the same characteristics as the 

population from which it was drawn.

Risk of assessing control risk too high (343) This risk is the possibility that the assessed level of 

control risk based on the sample is greater than the true operating effectiveness of the control.

Risk of assessing control risk too low (344) This most important risk is the possibility that the assessed 

level of control risk based on the sample is less than the true operating effectiveness of the controls.

Risk of incorrect acceptance (354) The risk that sample results will indicate that a population is not 

materially misstated when, in fact, it is materially misstated.

Risk of incorrect rejection (354) The risk that sample results will indicate that a population is 

materially misstated when, in fact, it is not.

Sampling error (342) The difference between the actual rate or amount in the population and that of 

the sample. For example, if an actual (but unknown) deviation rate of 3 percent exists in the population, 

and the sample’s deviation rate is 2 percent, the sampling error is 1 percent.

Sampling risk (337) The risk that the auditors’ conclusion based on a sample might be different from 

the conclusion they would reach if the test were applied to the entire population. For tests of controls, 

sampling risks include the risks of assessing control risk too high and too low; for substantive testing, 

sampling risks include the risks of incorrect acceptance and rejection.

Sequential (stop-or-go) sampling (352) A sampling plan in which the sample is selected in stages, 

with the need for each subsequent stage being conditional on the results of the previous stage.

Standard deviation (355) A measure of the variability or dispersion of item values within a 

population; in a normal distribution, 68.3 percent of all item values fall within ±1 standard deviation 

of the mean, 95.4 percent fall within ±2 standard deviations, and 99.7 percent fall within ±3 standard 

deviations.

Stratifi cation (340) Dividing a population into two or more relatively homogeneous subgroups 

(strata). Stratifi cation increases the effi ciency of most sampling plans by reducing the variability of 

items in each stratum. The sample size necessary to evaluate the strata separately is smaller than would 

be needed to evaluate the total population.



366 Chapter Nine

Systematic selection (339) The technique of selecting a sample by drawing every nth item in the 

population, following one or more random starting points.

Tolerable deviation rate (344) The maximum population rate of deviations from a prescribed control 

that the auditor will tolerate without modifying the planned assessment of control risk.

Tolerable misstatement (342) An estimate of materiality for the particular audit test.

Variables sampling (354) Sampling plans designed to estimate a numerical measurement of a 

population, such as a dollar value.

Voucher (340) A document authorizing a cash disbursement. A voucher usually provides space 

for the initials of employees performing various approval functions. The term voucher may also be 

applied to the group of supporting documents used as a basis for recording liabilities or for making cash 

disbursements.

 9–1. Defi ne, and differentiate between, nonstatistical (judgmental) sampling and statistical sampling.

 9–2. Describe the difference between sampling risk and nonsampling risk.

 9–3. Explain what is meant by the following statement: “When sampling, the auditors should deter-

mine that the physical representation of the actual population is complete.”

 9–4. In selecting items for examination, an auditor considered three alternatives: (a) random num-

ber table selection, (b) systematic selection, and (c) random number generator selection. 

Which, if any, of these methods would lead to a random sample if properly applied?

 9–5. Explain briefl y the term systematic selection as used in auditing and indicate the precautions 

to be taken if a random sample is to be obtained. Is systematic selection applicable to unnum-

bered documents? Explain.

 9–6. Explain the meaning of sampling without replacement and sampling with replacement.

 9–7. Which technique results in a smaller sample size, sampling with or without replacement?

 9–8. An auditor is sampling with replacement and, by chance, a particular account has been 

selected twice. Should it be included two times in the sample?

 9–9. What are the three major factors that determine the sample size for an attributes sampling 

plan?

 9–10. When using attributes sampling, the auditors must estimate the expected population deviation 

rate. What sources are used to make this estimate?

 9–11. When performing attributes sampling, may auditors include several types of attributes in their 

defi nition of a deviation? Explain.

 9–12. What effects will an auditor’s belief that the population’s actual deviation rate exceeds the 

tolerable deviation rate have on the test of controls sample size?

 9–13. What is a dual-purpose test?

 9–14. When performing a dual-purpose test, how does the auditor arrive at the required sample size?

 9–15. If a sample of 100 items indicates a deviation rate of 3 percent, should the auditors conclude 

that the entire population also has approximately a 3 percent deviation rate?

 9–16. What relationship exists between the expected population deviation rate and sample size?

 9–17. What would be the difference between an attributes sampling plan and a variables sampling 

plan in a test of inventory extensions?

 9–18. Describe what is meant by a sequential sampling plan.

 9–19. In performing a substantive test of the book value of a population, auditors must be concerned 

with two aspects of sampling risk. What are these two aspects of sampling risk, and which 

aspect is of greater importance to auditors? Explain.

 9–20. Explain how the auditors may obtain an estimate of a population’s standard deviation to deter-

mine an appropriate sample size.

 9–21. For what purposes is the planned allowance for sampling risk used in mean-per-unit sampling?

 9–22. Using the approach presented in this chapter for mean-per-unit sampling, when is it necessary 

to calculate an adjusted allowance for sampling risk?

 9–23. The mean of the audited values in a sample is $20. The accounts in that sample have a mean 

book value of $21, and the entire population of 10,000 accounts has an average book value of 

$19. Using mean-per-unit sampling, calculate the estimated total audited value of the account.

 9–24. What conditions are necessary for the auditors to use either the ratio or difference estimation 

techniques?

Review 
Questions
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 9–25. What options are available to an auditor when the client’s book value falls outside the accep-

tance interval calculated using the estimate of the total value of the population (the adjusted 

allowance for sampling risk)?

 9–26. Explain how, in using the mean-per-unit method to evaluate results, the auditors use the differ-

ences between the audited values and the book values of the individual items in their sample.

 9–27. Is it correct to say that when using nonstatistical variables sampling, one is unable to project 

the misstatements identifi ed to the entire population? Explain why this is or is not the case.

 9–28. When using nonstatistical sampling, what relationship must exist between the projected 

 misstatement and tolerable misstatement in order for the auditors to conclude that an account 

balance is acceptable?

 9–29. CPAs may decide to apply nonstatistical or statistical techniques to audit testing.

 a. List and explain the advantages of applying statistical sampling techniques to audit testing.

 b. List and discuss the decisions involving professional judgment that must be made by the 

CPAs in applying statistical sampling techniques to tests of controls.

 c. You have applied attributes sampling to the client’s pricing of the inventory and discovered 

from your sampling that the sample deviation rate exceeds your tolerable rate. Discuss the 

courses of action you take.

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

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

a deviation rate of 2 percent.

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

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

for the test.

c. Assume that the sample indicates four deviations. May the CPAs conclude with a 5 percent 

risk of assessing control risk too low that the population deviation rate does not exceed the 

tolerable rate of 8 percent?

d. Use ACL to compute the required sample size for the test. Assume that the population size 

is composed of 100,000 items.

e. Assume that the sample indicates four deviations using the sample size determined in d.
Use ACL to calculate the results. May the CPAs conclude with a 5 percent risk of assess-

ing control risk too low that the population deviation rate does not exceed the tolerable rate 

of 8 percent?

 9–31. An auditor has reason to suspect that fraud has occurred through forgery of the treasurer’s 

signature on company checks. The population under consideration consists of 3,000 checks. 

Can discovery sampling rule out the possibility that any forged checks exist?

 9–32. An auditor used a nonstatistical sampling plan to audit the inventory of an auto supply com-

pany. The auditor tested the recorded cost of a sample of inventory items by reference to ven-

dors’ invoices. In performing the test, the auditor verifi ed all the items on two pages selected 

at random from the client’s 257-page inventory listing. The sampling plan resulted in a test 

of $50,000 of the total book value of $5,000,000, and the auditor found a total of $5,000 

in overstatements in the sample. Since the senior indicated that the amount of a material 

 misstatement in the inventory account was $100,000, the auditor concluded that the recorded 

inventory value was materially correct.

Evaluate the auditor’s sampling plan and the manner in which the results were evaluated.

 9–33. Cathy Williams is auditing the fi nancial statements of Westerman Industries. In the perfor-

mance of mean-per-unit estimation of credit sales, Williams has decided to limit the risk of 

incorrect rejection to 25 percent and the risk of incorrect acceptance to 10 percent. Williams 

considers the tolerable misstatement in this revenue account to be ±$500,000. Calculate the 

planned allowance for sampling risk.

 9–34. Ratio estimation and difference estimation are two widely used variables sampling plans.

 a. Under what conditions are ratio estimation or difference estimation appropriate sampling 

plans for estimating the total dollar value of a population?

 b. What relationship determines which of these two plans will be most effi cient in a particu-

lar situation?

LO 9-1, 5

LO 9-5
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LO 9-8

Required:
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Analysis
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 9–35. Bill Jones wishes to use nonstatistical sampling to select a sample of his client’s 3,000 

accounts receivable, which total $330,000. He believes that $30,000 represents a reasonable 

tolerable misstatement. He also has assessed both the combination of inherent and control risk 

at the maximum level and the risk that other substantive procedures will fail to detect a mate-

rial misstatement at the maximum. He wishes to use a structured approach. Use the formula 

presented in the text to calculate the required sample size.

 9–36. During an audit of Potter Company, an auditor needs to estimate the total value of the 5,000 

invoices processed during June. The auditor estimates the standard deviation of the popula-

tion to be $30. Determine the size sample the auditor would select to achieve an allowance for 

sampling risk (precision) of ±$25,000 with 4.6 percent risk of incorrect rejection.

(AICPA, adapted)

LO 9-8

LO 9-6

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

 9–37. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reasons for your selection.

 a. Which of the following is an element of sampling risk?

 (1) Choosing an audit procedure that is inconsistent with the audit objective.

 (2) Concluding that no material misstatement exists in a materially misstated population 

based on taking a sample that includes no misstatement.

 (3) Failing to detect an error on a document that has been inspected by an auditor.

 (4) Failing to perform audit procedures that are required by the sampling plan.

 b. In assessing sampling risk, the risk of incorrect rejection and the risk of assessing control 

risk too high relate to the:

 (1) Effi ciency of the audit.

 (2) Effectiveness of the audit.

 (3) Selection of the sample.

 (4) Audit quality controls.

 c. Which of the following statistical sampling techniques is least desirable for use by the 

auditors?

 (1) Random number table selection.

 (2) Block selection.

 (3) Systematic selection.

 (4) Random number generator selection.

 d. The auditors’ primary objective in selecting a sample of items from an audit population is 

to obtain:

 (1) A random sample.

 (2) A stratifi ed sample.

 (3) A representative sample.

 (4) A large sample.

 e. Discovery sampling is particularly effective when:

 (1) There are a large number of errors in the population.

 (2) The auditors are looking for critical deviations that are not expected to be frequent in 

number.

 (3) The auditors know where deviations are likely to occur.

 (4) The population is large in size.

 f. The auditors are using unstratifi ed mean-per-unit sampling to audit accounts receivable as 

they did in the prior year. Which of the following changes in characteristics or specifi ca-

tions would result in a larger required sample size this year than that required in the prior 

year?

 (1) Larger variance in the dollar value of accounts.

 (2) Smaller population size.

 (3) Larger tolerable misstatement.

 (4) Higher risk of incorrect acceptance.

LO 9-1
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 g. Which of the following sampling techniques is typically used for tests of controls?

 (1) Mean-per-unit sampling.

 (2) Difference sampling.

 (3) Attribute sampling.

 (4) Probability-proportional-to-size sampling.

 h. Which of the following is accurate regarding tolerable misstatement?

 (1) Tolerable misstatement is directly related to materiality.

 (2) Tolerable misstatement cannot be determined until the sample results are evaluated.

 (3) Tolerable misstatement does not affect sample size.

 (4) Tolerable misstatement is a measure of reliability of the sample.

 i. In which of the following circumstances is it least likely that tests of controls will be performed?

 (1) The expected deviation rate exceeds the tolerable deviation rate.

 (2) The planned assessed level of control risk is at a level slightly below the maximum.

 (3) The risk of assessing control risk too low is less than the expected deviation rate.

 (4) The tolerable deviation rate exceeds the risk of assessing control risk too low.

 j. An auditor needs to estimate the average highway weight of tractor-trailer trucks using a 

state’s highway system. Which estimation method is most appropriate?

 (1) Mean per unit.

 (2) Difference.

 (3) Ratio.

 (4) Probability proportional to size.

 k. The auditors have sampled 50 accounts from a population of 1,000 accounts receivable. 

The sample items have a mean book value of $200 and a mean audited value of $203. The 

book value in the population is $198,000. What is the estimated audited value of the popu-

lation using the mean-per-unit method?

 (1) $198,000.

 (2) $200,000.

 (3) $201,000.

 (4) $203,000.

 l. Using the same facts as in (k) above, what is the estimated total audited value of the popu-

lation using the difference method?

 (1) $198,000.

 (2) $200,000.

 (3) $201,000.

 (4) $203,000.

 9–38. The 10 following statements apply to unrestricted random sampling without replacement. 

Indicate whether each statement is true or false. Briefl y discuss each false statement.

 a. When sampling from the population of accounts receivable for certain objectives, the audi-

tor might sample only active accounts with balances.

 b. To be random, every item in the population must have an equal chance of being selected 

for inclusion in the sample.

 c. In general, all items in excess of a material misstatement need to be examined and sam-

pling of them is inappropriate.

 d. It is likely that fi ve different random samples from the same population could produce fi ve 

different estimates of the true population mean.

 e. A 100 percent sample would have to be taken to eliminate sampling risk.

 f. The effect of the inclusion by chance of a very large or very small item in a random sample 

can be lessened by increasing the size of the sample.

 g. The standard deviation is a measure of the variability of items in a population.

 h. The larger the standard deviation of a population, the smaller the required sample size.

 i. Unrestricted random sampling with replacement may result in a larger sample size than 

unrestricted random sampling without replacement.

 j. Unrestricted random sampling normally results in a smaller sample size than does strati-

fi ed sampling.

LO 9-3, 5

LO 9-6

LO 9-5

LO 9-6

LO 9-6

LO 9-7
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Auditors’ Specifi cations as to a 
Sample from Population 1 Relative 

to a Sample from Population 2

Characteristics of Population 
1 Relative to Population 2

Tolerable 
Misstatement

Planned Risk 
of Incorrect 
AcceptanceSize Variability

Case 1 Larger Equal Equal Equal
Case 2 Equal Larger Larger Equal
Case 3 Larger Equal Smaller Equal
Case 4 Smaller Smaller Equal Lower
Case 5 Smaller Equal Larger Higher

 9–39. The professional development department of a large CPA fi rm has prepared the following 

illustration to familiarize the audit staff with the relationships of sample size to population size 

and variability and the auditors’ specifi cations in regard to the tolerable misstatement and the 

risk of incorrect acceptance.

LO 9-4

For each of the fi ve cases in the above illustration, indicate the relationship of the sample 

size to be selected from population 1 relative to the sample from population 2. Select your 

answer from the following numbered responses and state the reasoning behind your choice. 

The required sample size from population 1 is:

(1) Larger than the required sample size from population 2.

(2) Equal to the required sample size from population 2.

(3) Smaller than the required sample size from population 2.

(4) Indeterminate relative to the required sample size from population 2.

 9–40. For each term in the fi rst column below, identify its defi nition (or partial defi nition). Each 

defi nition may be used once or not at all.

Required:

LO 9-2, 3, 5, 6, 8

Term Defi nition (or Partial Defi nition)

 a.  Allowance for  sampling risk
 b. Deviation rate
 c. Discovery sampling
 d.  Projected misstatement
 e. Reliability
 f.  Risk of assessing  control risk 

too low
 g.  Risk of incorrect acceptance
 h. Sampling risk
 i.  Tolerable deviation rate

 1.  A classical variables sampling plan enabling the auditors to estimate the average dollar 
value (or other variable) of items in a population by determining the average value of 
items in a sample.

 2.  A defi ned rate of departure from prescribed controls. Also referred to as occurrence 
rate or  exception rate.

 3.  A sampling plan enabling the auditors to estimate the rate of deviation (occurrence) in 
a population.

 4.  A sampling plan for locating at least 1 deviation, providing that the deviation occurs in 
the  population with a specifi ed frequency.

 5.  A sampling plan in which the sample is selected in stages, with the need for each 
subsequent stage being conditional on the results of the previous stage.

 6.  Also referred to as precision, an interval around the sample results in which the true 
population characteristic is expected to lie.

 7.  An estimate of the most likely amount of monetary misstatement in a population.
 8.  The complement of the risk of incorrect acceptance.
 9.  The maximum population rate of deviations from a prescribed control that the  auditors 

will accept without modifying the planned assessment of control risk.
10.  The possibility that the assessed level of control risk based on the sample is less than the 

true  operating effectiveness of the controls.
11.  The possibility that the assessed level of control risk based on the sample is greater than 

the true operating effectiveness of the control.
12.  The risk that sample results will indicate that a population is materially misstated when, 

in fact, it is not.
13.  The risk that sample results will indicate that a population is not materially misstated 

when, in fact, it is materially misstated.
14.  The risk that the auditors’ conclusion based on a sample might be different from the 

conclusion they would reach if the test were applied to the entire population.
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9–41. You have been asked to test the effectiveness of Ingo Corporation’s control of manually 

approving all purchases over $25,000. During the year, Ingo Corporation has made 1,000,000 

purchases, of which 3,000 were over $25,000. Jian Zhang, CPA, your supervisor, asked you 

to use a tolerable deviation rate of 4 percent (although she expects the rate to be only approxi-

mately 0.25 percent) and a 5 percent risk of assessing control risk too low.  Use the following 

to determine the planned assessed level of control risk and the assessed level of control risk.

(Planned) Assessed Level 
of Control Risk

Tolerable Deviation 
Rate

Low 2–7%
Moderate 6–12%
Slightly below the maximum 11–20%
Maximum Over 20%

  For all parts of this question select the proper reply from below.

 a. What is the planned assessed level of control risk?  

 b. Determine the appropriate sample size and allowable number of deviations using 

Figure 9.4.

For parts c1 through c6 assume that the sample size was 100 items. Use Figure 9.5 to determine the 
achieved upper deviation rate and the above table to determine the assessed level of control risk under 
the following circumstances.

Circumstance
Achieved Upper 
Deviation Rate

Assessed Level 
of Control Risk

No deviations were included in the sample. c1 c4
One deviation is included in the sample. c2 c5
Eight deviations were included in the 

sample.
c3 c6

Replies

Planned and Assessed Level 
of Control Risk (Questions a, 
c4, c5, c6)

Sample Size 
(Question b)

Achieved Upper 
Deviation Rate 

(Questions c1, c2, c3)

1. Low 5. 74 items. 10.  0.00%
2. Moderate 6. 93 items. 11.  2.00%
3. Slightly below the maximum. 7. 117 items. 12.  2.52%
4. Maximum. 8. 119 items 13.  3.00%.

9. 236 items. 14.  3.99%
15    4.70%
16.  6.20%
17. 12.13%
18. 14.00%
19. 18.00%

9–42. Note: This problem is the same as the previous question except that it requires the use of ACL.

  You have been asked to test the effectiveness of Ingo Corporation’s control of manually approv-

ing all purchases over $25,000. During the year, Ingo Corporation has made 1,000,000 pur-

chases, of which 3,000 were over $25,000. Jian Zhang, CIA, your supervisor, has asked you 

to use a tolerable deviation rate of 4 percent (although she expects the rate to be only approxi-

mately 0.25 percent) and a 5 percent risk of assessing control risk too low. Use the following to 

determine the planned assessed level of control risk and the assessed level of control risk.

  

(Planned) Assessed Level 
of Control Risk

Tolerable Deviation 
Rate

Low 2–7%
Moderate 6–12%
Slightly below the maximum 11–20%
Maximum Over 20%

Simulation LO 9-5

LO 9-5
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  For all parts of this question select the proper reply from the preceding question.

 a. What is the planned assessed level of control risk?  

 b. Determine the appropriate sample size using ACL.

For parts c1 through c6 assume that your sample size was 119 items. Use ACL to determine the achieved 
upper deviation rate and the above table to determine the assessed level of control risk under the fol-
lowing circumstances.

  

Circumstance
Achieved Upper 
Deviation Rate

Assessed Level 
of Control Risk

No deviations were included in the sample. c1 c4
One deviation is included in the sample. c2 c5
Eight deviations were included in the 

sample.
c3 c6

  

Replies

Planned and Assessed Level 
of Control Risk (Questions a, 
c4, c5, c6)

Sample Size 
(Question b)

Achieved Upper 
Deviation Rate 

(Questions c1, c2, c3)

1. Low 5. 74 items. 10.  0.00%
2. Moderate 6. 93 items. 11.  2.00%
3. Slightly below the maximum. 7. 117 items. 12.  2.52%
4. Maximum. 8. 119 items 13.  3.00%.

9. 236 items. 14.  3.99%
15    4.70%
16.  6.20%
17. 12.13%
18. 14.00%
19. 18.00%

 9–43. Smith, Inc.

  Rachel Robertson wishes to use mean-per-unit sampling to evaluate the reasonableness of the 

book value of the accounts receivable of Smith, Inc. Smith has 10,000 receivable accounts 

with a total book value of $1,500,000. Robertson estimates the population’s standard devia-

tion to be equal to $25. After examining the overall audit plan, the auditors believe that the 

account’s tolerable misstatement is $60,000, and that a risk of incorrect rejection of 5 percent 

and a risk of incorrect acceptance of 10 percent are appropriate. 

 a.  Calculate the required sample size. 

 b.  Assuming the following results:

 Book value of items in sample � $149

 Average audited value of items in sample � $146

 Standard deviation of sample � $ 28 

Use the mean-per-unit method to:

(1) Calculate the point estimate of the account’s audited value.

(2) Calculate the projected misstatement for the population.

(3) Calculate the adjusted allowance for sampling risk.

(4) State the auditors’ conclusion in this situation (accept or reject). 

Use the following replies for the above questions—replies may be used once, more than 

once, or not at all. In all cases, select the reply closest to your answer.

LO 9-6

Required
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Replies

Sample Size (a)

1. 14 accounts.
2. 112 accounts
3. 183 accounts
4. 263 accounts

Other Replies for (b)
5. $549
6. $30,000
7. $30,201
8. $33,506
9. $34,602

9–44. Smith Company: Ratio and Difference Estimation

Note:  This problem uses the information presented in the previous question and extends the 
analysis to ratio and difference estimation.  

 Use the replies presented in the preceding problem for this problem.

a. Use the ratio method to calculate:

 (1) Projected misstatement.

 (2) Estimated total audited value.

 b. Use the difference estimation method to calculate:

 (1) Projected misstatement.

 (2) Estimated total audited value

LO 9-7

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

9–45. The use of statistical sampling techniques in an audit of fi nancial statements does not elimi-

nate judgmental decisions.

 a. Identify and explain four areas in which judgment may be exercised by CPAs in planning 

a statistical test of controls.

 b. Assume that the auditors’ sample shows an unacceptable deviation rate. Discuss the vari-

ous actions that they may take based upon this fi nding.

 c. A nonstratifi ed sample of 80 accounts payable vouchers is to be selected from a population 

of 3,200. The vouchers are numbered consecutively from 1 to 3,200 and are listed, 40 to 

a page, in the voucher register. Describe four different techniques for selecting a random 

sample of vouchers for inspection.

(AICPA, adapted)

9–46. As part of your audit of the Abba Company accounts payable function, your audit plan 

includes a test of controls addressing the company policy requiring that all vouchers be prop-

erly approved. You estimate the population deviation rate to be 3 percent.

 a. In addition to an estimate of population deviation rate, what factors affect the size of the 

sample needed?

 b. What bases could be used to provide an estimate of the population deviation rate?

c. Assume that a sample of 100 has been drawn, audit tests performed, and a sample devia-

tion rate of 4 percent computed. Furthermore, you have selected a 5 percent risk of assess-

ing control risk too low as appropriate. Use the appropriate table to determine the achieved 

upper deviation rate.

d. What actions can be taken to deal with a situation in which the achieved upper deviation 

rate exceeds the tolerable rate?

 e. Make the same assumptions as in part (c). Use ACL to determine the achieved upper devi-

ation rate.

LO 9-5

Required:

LO 9-5

Required:

10. $40,000
11. $1,360,423
12. $1,460,000
13. $1,469,799
14. $1,470,000
15. $1,530,000
16. $1,530,201
17.  Accept population—conclude the risk that it 

is materially misstated is appropriately low.

18.  Reject population—conclude the risk that it 
is materially misstated is too high.
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 9–47. Scott Duffney, CPA, has randomly selected and audited a sample of 100 of Will-Mart’s 

accounts receivable. Will-Mart has 3,000 accounts receivable accounts with a total book value 

of $3,000,000. Duffney has determined that the account’s tolerable misstatement is $250,000.

His sample results are as follows:

Average audited value $990

Average book value 998

Calculate the accounts receivable estimated audited value and projected misstatement using the:

(a) Mean-per-unit method.

(b) Ratio method.

(c) Difference method.

 9–48. You are the auditor of Jexel, an auto air conditioner service and repair company, and you have 

decided to use the mean-per-unit method to test the existence and gross valuation of recorded 

accounts receivable. The client’s records include 10,000 accounts with a total book value of 

$1,250,000. You decide to use tolerable misstatement of $182,000, an incorrect acceptance 

risk of 5 percent, and an incorrect rejection risk of 4.6 percent. Using generalized audit soft-

ware, you estimated the standard deviation of the population as $25.

 a. Determine the sample size.

 b. Assume you tested the sample and got the following results: The mean audited value of 

the 25 accounts was $122. Assuming that the standard deviation of the sample’s audited 

value is also $25, will you accept the account as not being materially misstated? What is 

the projected misstatement for the population?

 c. Assuming that the standard deviation of the sample’s audited value is $20, will you accept 

the account as not being materially misstated? Show your calculations. What is the pro-

jected misstatement for the population?

 9–49. In the audit of Potomac Mills, the auditors wish to test the costs assigned to manufactured 

goods. During the year, the company has produced 2,000 production lots with a total recorded 

cost of $5.9 million. The auditors select a sample of 200 production lots with an aggregate 

book value of $600,000 and vouch the assigned costs to the supporting documentation. Their 

audit discloses misstatements in the cost of 52 of the 200 production lots; after adjustment for 

these misstatements, the audited value of the sample is $582,000.

 a. Show how the auditors would compute an estimate of the total cost of production 

lots manufactured during the year using each of the following sampling plans. (Do 

not compute the allowance for sampling risk or the risk of incorrect acceptance of the 

estimates.)

 (1) Mean-per-unit estimation.

 (2) Ratio estimation.

 (3) Difference estimation.

 b. Explain why mean-per-unit estimation results in a higher estimate of the population value 

than does ratio estimation in this particular instance.

 9–50. To test the pricing and mathematical accuracy of sales invoices, the auditors selected a sample 

of 200 sales invoices from a total of 41,600 invoices that were issued during the year under 

audit. The 200 invoices represented total recorded sales of $22,800. Total sales for the year 

amounted to $5 million. The test disclosed that of the 200 invoices audited, fi ve were not 

properly priced or contained errors in extensions and footings. The fi ve incorrect invoices rep-

resented $720 of the total recorded sales, and the errors found resulted in a net understatement 

of these invoices by $300.

Explain what conclusions the auditors may draw from the above information, assuming the 

sample was selected:

 a. Using nonstatistical sampling.

 b. As part of a difference estimation plan for estimating the total population value.

 c. As part of an attributes sampling plan using a stipulated tolerable deviation rate of 5 per-

cent and a risk of assessing control risk too low of 5 percent.

 9–51. The auditors of Landi Corporation wish to use a structured approach to nonstatistical sam-

pling to evaluate the reasonableness of the accounts receivable. Landi has 15,000 receivable 

accounts with a total book value of $2,500,000. The auditors have assessed the combined level 

LO 9-6, 7

Required:

LO 9-6

LO 9-6, 7

Required:

LO 9-5, 7, 8

Required:

LO 9-8
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of inherent and control risk at a moderate level and believe that their other substantive proce-

dures are so limited as to require a “maximum” risk assessment. After considering the overall 

audit plan, the auditors believe that the test’s tolerable misstatement is $57,500.

 a. Calculate the required sample size.

 b. Assuming the following results:

Number of items in sample 100

Total audited value of sample items $16,200

Total book value of sample items $17,000

 (1) Use the ratio estimation method to calculate the projected misstatement of the population.

 (2) Use the difference estimation method to calculate the projected misstatement of the 

population.

 c. Use the results obtained in (b) to arrive at a conclusion as to whether to “accept” or “reject” 

the population.

 9–52. The auditors wish to test the valuation of accounts receivable in the audit of Kaplan Corpora-

tion. The client has $1,000,000 of total recorded receivables, composed of 2,000 accounts. 

The auditors have decided to use structured nonstatistical sampling and have determined the 

following:

Tolerable misstatement $50,000

Assessment of inherent and control risk Moderate

Risk related to other substantive procedures Moderate

 a. Calculate the required sample size.

 b. Assume that the auditors have tested the sample and discovered three misstatements:

Required:

LO 9-8

Required:

Book Value Audited Value

$100 $ 90
512 600
900 520

  The remainder of the sample had an average value (book and audited) of $501.00. Use the 

ratio estimation method to calculate the projected misstatement of the population.

 c. Use the results obtained in (b) to come to a conclusion about whether to “accept” or 

“reject” the population.

 9–53. Baker, CPA, was engaged to audit Mill Company’s fi nancial statements for the year ended 

December 31, 200X. After obtaining an understanding of Mill’s internal control, Baker 

decided to obtain audit evidence about the effectiveness of both the design and operation of 

the controls that may support a low assessed level of control risk concerning Mill’s shipping 

and billing functions. During the prior years’ audits, Baker had used nonstatistical sampling, 

but for the current year Baker decided to use a statistical sample in the tests of controls to 

eliminate the need for judgment.

Baker wanted to assess control risk at a low level, so a tolerable rate of deviation of 

20 percent was established. To estimate the population deviation rate and the achieved upper 

deviation rate, Baker decided to apply the discovery sampling method with an expected popu-

lation deviation rate of 3 percent for the 8,000 shipping documents, and he decided to defer 

consideration of the risk of assessing control risk too low until the sample results had been 

evaluated. Baker used the tolerable rate, the population size, and the expected population devi-

ation rate to determine that a sample size of 80 would be suffi cient. When it was subsequently 

determined that the actual population was about 10,000 shipping documents, Baker increased 

the sample size to 100.

LO 9-5In-Class 
Team Cases
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a. Calculate the required sample size for each of the four assertions using classical variables 

sampling.

 b. Discuss the effects of the following factors on the required sample size.

 1. Standard deviation.

 2. Level of precision.

Additional problem material that can be completed using ACL can be found on the text website 

www.mhhe.com/whittington20e.

Required:

Baker’s objective was to ascertain whether Mill’s shipments had been properly billed. 

Baker took a sample of 100 invoices by selecting the fi rst 25 invoices from the fi rst month of 

each quarter. Baker then compared the invoices to the corresponding prenumbered shipping 

documents.

When Baker tested the sample, 8 deviations were discovered. Additionally, one shipment 

that should have been billed at $10,443 was actually billed at $10,434. Baker considered this 

$9 to be immaterial and did not count it as a deviation.

In evaluating the sample results, Baker made the initial determination that a reliability 

level of 95 percent (risk of assessing control risk too low of 5 percent) was desired and, using 

the appropriate statistical sampling table, determined that for 8 observed deviations from a 

sample size of 100, the achieved upper deviation rate was 14 percent. Baker then calculated 

the allowance for sampling risk (5 percent), the difference between the actual sample devia-

tion rate (8 percent), and the expected deviation rate (3 percent). Baker reasoned that the 

actual sample deviation rate (8 percent) plus the allowance for sampling risk (5 percent) was 

less than the achieved upper deviation rate (14 percent); therefore, the sample supported a low 

level of control risk.

Describe each incorrect assumption, statement, and inappropriate application of attributes 

sampling in Baker’s procedures.

(AICPA, adapted)

9–54. Assume that your fi rm, Daulton & Weed, CPAs, has been approached by a Tempest, a golf ball 

manufacturer to attest to the average drive distance that Tempest’s new GOFAR ball can be 

driven. Tempest has presented you the following four possible assertions:

 a. The GOFAR ball goes an average of X yards when hit by LongBall, a mechanical golf ball 

hitting machine with a precision of + 1 yard.

 b. The GOFAR ball goes an average of X yards when hit by LongBall, a mechanical golf ball 

hitting machine with a precision of + 2 yards.

 c. The GOFAR ball goes an average of X yards when hit with a driver by a random group of 

amateur golfers with a precision of + 1 yard.

 d. The GOFAR ball goes an average of X yards when hit with a driver by a random group of 

amateur golfers with a precision of + 2 yards.

You have been provided the following table of results of prior tests of the GOFAR golf ball 

by the company.

Required:

LO 9-4, 6

You have determined that to attest to the assertion you would have to be 95 percent (1.96 coef-

fi cient) confi dent that the average distance is within the precision specifi ed. You are aware that 

the required sample size to estimate the mean of a population is:

LongBall Amateur Golfers

Average distance 320 yards 240 yards
Standard deviation 6 yards 16 yards

Sample size =  (   Coeffi cient for conf. level × Std. dev.   __________________________  
Desired precision

   ) 2
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Appendix 9A

Probability-Proportional-to-Size (PPS) Sampling
Probability-proportional-to-size (PPS) sampling12 is a technique that applies the theory of 

 attributes sampling to estimate the total dollar amount of misstatement in a population. It is popular 

because of its ease of use and because it often results in smaller samples than classical variables sam-

pling approaches.

Whereas classical variables sampling plans defi ne the population as a group of accounts or transac-

tions, PPS sampling defi nes the population as the individual dollars comprising the population’s book 

value. Thus, a population of 5,000 accounts receivable with a total dollar value of $2,875,000 is viewed 

as a population of 2,875,000 items (dollars), rather than 5,000 items (accounts).

Determination of Sample Size
The factors affecting sample size in PPS sampling are (1) the population book value, (2) the reliability 

factor, (3) the tolerable misstatement, (4) the expected misstatement in the account, and (5) the expan-

sion factor. Specifi cally, the sample size for PPS may be computed as follows:

12 Variations of this sampling technique are called dollar-unit sampling and monetary-unit 
sampling.

Sample size
Population book value Reliability factor

Tolerable misstatement (Expected misstatement Expansion factor)

Several of the factors in the PPS formula need very little additional explanation. The population 

book value is the recorded amount of the population being audited. The tolerable misstatement is the 

maximum monetary misstatement that may exist in the population without causing the fi nancial state-

ments to be materially misstated. The expected misstatement is the auditors’ estimate of the dollar 

amount of misstatement in the population. The auditors estimate the expected misstatement using pro-

fessional judgment based on prior experience and knowledge of the client. The other factors used to 

calculate  sample size are based on the auditors’ desired risk of incorrect acceptance and are obtained 

from tables, such as the one in Figure 9.14. The “zero misstatements” row of Figure 9.14 is always used 

for obtaining the reliability factor for determining sample size. Thus, if a 10 percent risk of incorrect 

acceptance is desired, the auditors use a reliability factor of 2.31. The expansion factor comes directly 

from Figure 9.15. For a 10 percent risk of incorrect acceptance, the factor is 1.5.

FIGURE 9.14 Reliability Factors for Misstatements of Overstatement

Number of 
Overstatement
Misstatements

Risk of Incorrect Acceptance

1% 5% 10% 15% 20% 25% 30% 37% 50%

  0* 4.61 3.00 2.31 1.90 1.61 1.39 1.21 1.00 0.70
 1 6.64 4.75 3.89 3.38 3.00 2.70 2.44 2.14 1.68
 2 8.41 6.30 5.33 4.72 4.28 3.93 3.62 3.25 2.68
 3 10.05 7.76 6.69 6.02 5.52 5.11 4.77 4.34 3.68
 4 11.61 9.16 8.00 7.27 6.73 6.28 5.90 5.43 4.68
 5 13.11 10.52 9.28 8.50 7.91 7.43 7.01 6.49 5.68
 6 14.57 11.85 10.54 9.71 9.08 8.56 8.12 7.56 6.67
 7 16.00 13.15 11.78 10.90 10.24 9.69 9.21 8.63 7.67
 8 17.41 14.44 13.00 12.08 11.38 10.81 10.31 9.68 8.67
 9 18.79 15.71 14.21 13.25 12.52 11.92 11.39 10.74 9.67
10 20.15 16.97 15.41 14.42 13.66 13.02 12.47 11.79 10.67

* The 0 row is always used for the reliability factor in the sample size formula and for basic precision.

Source: AICPA, Audit Guide: Audit Sampling (New York, 2001).
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FIGURE 9.16
PPS Selection Process

Account 
Number

Book 
Value

Cumulative 
Total

Dollar 
Selected

Sample Item 
Book Value

0001 $1,000 $  1,000 $ 412 $1,000
0002 42 1,042
0003 1,700 2,742 1,912 1,700
0004 666 3,408
0005 50 3,458 3,412 50

. . . . .

. . . . .

. . . . .
4217 17 300,000

Risk of Incorrect Acceptance

1% 5% 10% 15% 20% 25% 30% 37% 50%

Factor 1.9 1.6 1.5 1.4 1.3 1.25 1.2 1.15 1.0

FIGURE 9.15
Expansion Factors for 
Expected Misstatement

Source: AICPA, Audit Guide: 
Audit Sampling (New York, 

2001).

Controlling Sampling Risk
As is the case with classical variables sampling approaches, the auditors decide on an appropriate level of 

risk of incorrect acceptance based on the extent of the evidence required from the sample. This level of risk 

is then used to obtain the appropriate factors to calculate sample size. The risk of incorrect rejection is indi-

rectly controlled by the auditors’ estimate of expected misstatement that is used to calculate the PPS sample 

size. To reduce the risk of incorrect rejection, the auditors increase their estimate of expected misstate-

ment. If the auditors underestimate the expected misstatement, the sample size will not be large enough 

and additional testing may be necessary in order to accept the account balance as being materially correct.

Method of Sample Selection
Auditors generally use a systematic selection approach when using PPS. However, since the sampling 

unit is based on dollars, not individual accounts, the sampling interval is also based on dollars. The sam-

pling interval is calculated as follows:

Sample interval
Population book value

Sample size

To illustrate, assume that the auditors are sampling 200 items from a population of accounts receiv-

able totaling $300,000; the sampling interval is calculated to be $1,500 ($300,000 ÷ 200). A random 

starting point is selected between $1 and $1,500, say, $412. The account with the 412th dollar will be 

the fi rst sample item. Then, the sample will include the accounts receivable that contain every $1,500 

from the starting point, as illustrated in Figure 9.16. The accounts included in Figure 9.16 are considered 

“logical units” because when applying PPS the auditors generally cannot audit only the dollar selected 

but must audit the entire account, invoice, or voucher. Consider the confi rmation of accounts receivable. 

Sending a confi rmation of a specifi c dollar in a selected balance is not generally feasible; the auditors 

must confi rm the entire account balance or transaction from the account balance. Also note that, in 

using a systematic sampling plan, every account with a book value as large or larger than the sampling 

interval will be included in the sample. In our example, since every 1,500th dollar is being selected in 

Figure 9.16, account 0003 for $1,700 will always be included.

Evaluation of Sample Results
After the sample has been selected and procedures applied to arrive at audited values for the individual 

accounts, the PPS sample is evaluated. The PPS evaluation procedure involves calculating an upper 
limit on misstatement, which is an estimate of the maximum amount of misstatement in the account. 

The upper limit on misstatement has two already familiar components—the projected misstatement 

and the allowance for sampling risk. However, in PPS sampling, the allowance for sampling risk is made 
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up of two other components, the basic precision and the incremental allowance.  Mathematically, 

these relationships may be described as follows:

Upper limit Projected Basic Incremental

on misstatement misstatement precision allowance

Therefore:

As is the case with the classical sampling approaches, the projected misstatement may be viewed as the 

auditors’ “best estimate” of the most likely misstatement in the population. The projected misstatement 

in the population is determined by summing the projected misstatement for each account, or other logi-

cal unit, in the sample. Thus, when the sample includes no misstatements, the projected misstatement is 

zero. If misstatements do exist in the sample, the method used to project the misstatements in a particular 

account depends on whether the book value of the account found to be in error is less than the sampling 

interval. For accounts with book values that are less than the amount of the sampling interval, the projected 

misstatement is calculated by multiplying the percentage of misstatement in the account, known as the 

 tainting, times the sampling interval. Thus, if an account with a book value of $100 is found to have an 

audited value of $60, the misstatement in the account is $40 ($100 − $60) and the tainting is 40 percent 

($40 ÷ $100). The tainting of 40 percent would then be multiplied by the sampling interval to get the 

projected misstatement for that account. Accounts with balances less than the sampling interval are used 

to represent other unselected items in that interval. Thus, for accounts with book values that are less than 

the sampling interval, the account’s tainting percentage is projected to the entire interval from which it 
was selected.

For accounts with book values equal to or greater than the sampling interval, the actual misstate-
ment in the account is used as the projected misstatement. The reason for the difference in the methods 

of calculation of the projected misstatement is that every account with a book value equal to or greater 

than the sampling interval will be included in the sample. These items do not represent other unselected 

items in that sampling interval; therefore, the actual misstatement in the account is equal to the projected 

misstatement.

The next step in determining the upper limit on misstatements involves calculating the two compo-

nents of the allowance for sampling risk—the basic precision and the incremental allowance. The basic 

precision is always found by multiplying the reliability factor for zero misstatements from Figure 9.14 

by the sampling interval.

When misstatements are discovered in the sample, the incremental allowance is found by (1) ranking 

the projected misstatements for the accounts with book values less than the sampling interval from larg-

est projected misstatement to smallest projected misstatement, (2) multiplying each projected misstate-

ment by an incremental factor calculated from the reliability factors in Figure 9.14, and (3) summing the 

resulting amounts. When no misstatements of accounts with book values less than the sampling interval 

are found in the sample, the incremental allowance is zero.

To complete the quantitative evaluation of the sample results, the auditors compute the upper 

limit on misstatements. When misstatements are found, the upper limit is computed by adding 

together the projected misstatement, the basic precision, and the incremental allowance. Of course, 

if no misstatements are found in the sample, the upper limit on misstatements consists only of the 

basic precision.

After the upper limit on misstatements is calculated, the auditors compare it to the tolerable mis-

statement for the account. If the upper limit on misstatements is less than or equal to tolerable mis-

statement, the sample results support the conclusion that the population is not misstated by more than 

tolerable misstatement at the specifi ed level of sampling risk. On the other hand, if the upper limit 

on misstatements exceeds the amount of tolerable misstatement, the sample results do not provide 

the auditors with enough assurance that the misstatement in the population is less than the tolerable 

misstatement.

Illustration of PPS Sampling
The small public utility client case used to illustrate mean-per-unit sampling on pages 356–359 is used 

to illustrate PPS sampling. The population, in that case, had a book value of $6,250,000 and the auditors 

Upper limit Projected Allowance for 
on misstatement misstatement sampling risk, and

Allowance for Basic Incremental 
sampling risk precision allowance
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FIGURE 9.17 PPS Illustration of Calculation of Upper Limit on Misstatement

Projected Misstatement:

       Upper
Book Audited  Tainting Sampling Projected Limit on
Value Value Misstatement Percentage Interval Misstatement Misstatements

$    100 $   90 $    10 10% $95,000 $  9,500
    2,000  1,900       100 5 95,000 4,750
 102,000    102  101,898 NA NA  101,898

$104,100 $2,092 $102,008    $116,148

Basic Precision:    = Reliability factor × Sampling interval
 = 3.0 × $95,000 =      $285,000

Incremental Allowance:

Reliability   Projected Incremental 
Factor Increment (Increment ∙ 1) Misstatement Allowance

 3.00  — — — 
 4.75 1.75 0.75 $9,500 $7,125 
 6.30 1.55 0.55 4,750 2,613       9,738

Upper Limit on Misstatement:    $410,886 

decided on a tolerable misstatement for the test of $364,000 and a 5 percent risk of incorrect acceptance. 

Additionally, assume that based on prior audits, the auditors expect $50,000 of misstatement in the 

population.

Since the auditors are using a risk of incorrect acceptance of 5 percent, the reliability factor from 

Figure 9.14 is 3.00, and the expansion factor from Figure 9.15 is 1.6. Remember that for calculating 

sample size the zero misstatement row of Figure 9.14 is always used. Using this information, the sample 

size and sampling interval may be  calculated as follows:

Using the PPS selection method, the auditors select the accounts, perform confi rmation procedures, 

and fi nd the following three misstatements:

Book Value Audited Value

$   100 $  90
2,000 1,900

102,000 102

Based on the above results, the projected misstatement, basic precision, and the incremental allow-

ance are calculated in Figure 9.17.

The calculation of projected misstatement is straightforward, and no table values are required. Note 

that the tainting percentages for the fi rst two misstatements are computed by dividing the misstatement 

amount by the book value of the account. Then, the tainting percentages are multiplied by the sampling 

interval to calculate the projected misstatement. Because the book value of the account containing the 

third misstatement is greater than the sampling interval of $95,000, the projected misstatement for that 

account is equal to the amount of the misstatement.

$6,250,000

66
$95,000 (approximately)

Sampling interval
Population book value

Sample size

$6,250,000 3.00

$364,000 ($50,000 1.6)
66

Sample size
Population book value Reliability factor

Tolerable misstatement (Expected misstatement Expansion factor)
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The second element of the upper limit on misstatement, basic precision, is simply the reliability fac-

tor for zero misstatements and a risk of incorrect acceptance of 5 percent (from Figure 9.14) multiplied 

by the sampling interval.

The calculation of the incremental allowance uses the projected misstatements of the accounts with 

book values less than the sampling interval. These projected misstatements are ranked by size from 

largest projected misstatement to smallest and multiplied by the increment in the reliability factors, 

reduced by 1. These incremental reliability factors are derived from the factors in Figure 9.14. Because 

a 5 percent risk of incorrect acceptance was selected and two misstatements were found in accounts with 

balances less than the sampling interval, the factors of 3.00, 4.75, and 6.30 are taken from Figure 9.14. 

An incremental factor is calculated as the difference between successive factors. For example, the incre-

mental factor for the fi rst error is 4.75 – 3.00, or 1.75. Then 1 is subtracted from the incremental factor 

to arrive at the factor that is multiplied by the fi rst projected misstatement, in this case 0.75. This process 

is repeated for each additional projected misstatement.

Because the upper limit ($410,886) is in excess of the tolerable misstatement ($364,000), the auditors 

would not accept the population as being materially correct. Thus, adjustment of the account, expan-

sion of the test, or audit report modifi cation would be appropriate.13 In this situation, the most logical 

approach would be to persuade the client to adjust for the $102,008 in actual misstatements found in the 

sample. This would reduce the upper limit on misstatements to $308,878 ($410,886 – $102,008) and 

enable the auditors to accept the account as being materially correct.

Focus on Generalized Audit Software
ACL Services Ltd. is a leading provider of generalized audit software. That software can, among many 
other things, perform probability-proportional-to-size sampling (referred to as monetary unit sampling). 
The following is a printout of results using ACL for the problem we have  presented in this appendix:

Confi dence: 95%, Interval 95,000
Item Error Most Likely Error Upper Error Limit

Basic Precision   285,000.00
       100.00 10.00 9,500.00 16,625.00
    2,000.00 100.00 4,750.00 7,363.00
102,000.00 101,898.00 101,898.00 101,898.00

Totals  116,148.00 410,886.00

Some of the terminology used differs as follows:

ACL Text
Confi dence 1 − Risk of incorrect acceptance
Most likely error Projected misstatement
Upper error limit Upper limit on misstatement

Notice that ACL doesn’t separately present the incremental allowance. To obtain the “incremental allow-
ance” one may subtract both the basic precision and the most likely error from the total ($410,886.00 − 
$116,148.00 − $285,000.00 = $9,738.00).

13 In many circumstances such as this, the client requests that the auditors expand the test either to 
identify the specifi c misstatements or to determine that the account is not materially misstated.

Considerations in Using PPS Sampling
Although the formulas for PPS sampling at fi rst seem diffi cult, once a user becomes familiar with them, 

they are easier to apply in practice than the classical variables sampling methods. An estimate of the 

standard deviation of the population need not be made, and the PPS selection method automatically 

results in an effi cient stratifi cation of the sample. The method also provides smaller sample sizes when 

few misstatements are expected in the sample.

The advantages of PPS sampling do not come without cost. If there are a moderate number of dif-

ferences between recorded and audited amounts, classical variables sampling methods will result in a 

smaller sample size. Also, when using PPS sampling, special consideration must be given to (1) accounts 

with zero balances, (2) accounts with negative balances, and (3) accounts that are understated. CPA 

fi rms use various methods to overcome these limitations. Figure 9.18 summarizes advantages and disad-

vantages of the classical and PPS approaches.
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Classical Variables Sampling

Advantages Disadvantages

1.  When there are many misstatements 1. To determine the sample size, the 
in the population, variables sampling        standard deviation of the population 
techniques will result in a smaller         must be estimated.
sample size.   2. To evaluate results, the sample’s 

2.  Items with zero and negative balances      standard deviation must be calculated.
do not require any special treatment.    3. Variables sampling (especially mean-

3.  Sample size may be somewhat easier      per-unit) usually must be stratifi ed,
to expand if that becomes necessary.          requiring the use of a computer to perform 

the computations.

Probability-Proportional-to-Size (PPS) Sampling

Advantages Disadvantages

1. The technique is generally easier to use. 1.  Special considerations are required
2.  No estimate of the standard deviation      to handle understated accounts and 

of the population is needed.         negative balances.
3.  The technique automatically stratifi es  2. Each item in the population must

the population because items are         have a book value.
selected based on their dollar amount.    3. When misstatements are found,

4.  When there are few misstatements,       the technique might overstate the 
the technique will generally result in         allowance for sampling risk.
a smaller sample size.    4. For accounts with a moderate number

5.  Sample selection can begin before      of misstatements, the sample size may
the entire population is available.         exceed that of the classical techniques.

FIGURE 9.18
Relative Advantages 
and Disadvantages 
of Classical Variables 
Sampling and Probability-
Proportional-to-Size 
Sampling

where

AR =  The allowable audit risk that a material misstatement might remain undetected for the 

account balance and related assertions.

  IR =  Inherent risk, the risk of a material misstatement in an assertion, assuming there were no 

related controls.

 CR =  Control risk, the risk that a material misstatement that could occur in an assertion will not 

be prevented or detected on a timely basis by internal control.

DR =  Detection risk, the risk that the auditors’ procedures will fail to detect a material misstate-

ment if it exists.

Since substantive procedures may consist of both tests of details using sampling and other types of 

substantive procedures, such as analytical procedures, one modifi cation of this formula is necessary to 

calculate the risk of incorrect acceptance for a substantive procedure. Detection risk must be separated 

into two components:

 AP =  The risk that analytical procedures and any other substantive procedures not using audit sam-

pling will fail to detect a material misstatement.

TD =  The allowable risk of incorrect acceptance for the substantive test of details.

Appendix 9B

Audit Risk
What level of risk of incorrect acceptance is acceptable for a substantive procedure? Based on the dis-

cussion in Chapter 5, we know that the extent of substantive procedures is determined by the levels of 

inherent and control risk for the assertions being tested. This relationship was illustrated by the formula 

for audit risk that follows:

AR IR CR DR
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AR IR CR AP TD

TD
AR

IR CR AP

0.25

.05

(1.00) (0.50) (0.40)

TD
AR

IR CR AP

With this modifi cation, the revised formula is presented below:

Mathematically, we may rearrange the terms in the formula as follows to solve for the appropriate 

risk of incorrect acceptance for the substantive test of details:

To illustrate, assume that the auditors are willing to accept a 5 percent audit risk of material misstate-

ment in the assertion of existence of the client’s accounts receivable. They believe that the inherent risk 

of that assertion is 100 percent. After considering internal control over the revenue cycle, they assess 

control risk at a level of 50 percent, and they believe that the analytical procedures performed to test the 

assertion have a 40 percent risk of failing to detect a material misstatement. The appropriate level of risk 

of incorrect acceptance may be calculated as follows:

Thus, the auditors should plan an audit sample for the substantive test of details with a risk of incor-

rect acceptance of 25 percent.

Implementing this formula in practice is quite diffi cult—it is not easy to precisely quantify the vari-

ous levels of risks. For this reason, most CPA fi rms have implemented approaches that are less math-

ematical. However, the formula is useful in illustrating the relationships between the various types of 

risk. We know from the formula that in circumstances in which the auditors assess inherent risk and 

control risk as high and do not perform other effective tests of the assertion, the risk of incorrect accep-

tance must be set at a very low level. Decreases in inherent risk, control risk, or the risk that other pro-

cedures will fail to detect a material misstatement allow the auditors to accept a higher risk of incorrect 

acceptance for the substantive test of details.

Audit risk (382) The risk that the auditors may unknowingly fail to appropriately modify their opinion 

on fi nancial statements that are materially misstated.

Basic precision (379) In probability-proportional-to-size sampling, the reliability factor (for zero 

misstatements at the planned risk of incorrect acceptance) times the sampling interval.

Control risk (382) The risk of a material misstatement occurring in an assertion and not being 

detected on a timely basis by internal control.

Detection risk (382) The risk that the auditors’ procedures will lead them to conclude that an assertion 

is not materially misstated, when in fact such misstatement does exist.

Dollar-unit sampling (377) See probability-proportional-to-size sampling.

Incremental allowance (379) In probability-proportional-to-size sampling, an amount determined 

by ranking the misstatements for logical units that are less than the sampling interval and considering 

incremental changes in reliability factors.

Inherent risk (382) The risk of material misstatement in an account, assuming there were no related 

controls.

Probability-proportional-to-size (PPS) sampling (377) A variables sampling procedure that uses 

attributes theory to express a conclusion in monetary (dollar) amounts.

Projected misstatement (378) An estimate of the most likely amount of monetary misstatement in 

a population. In probability-proportional-to-size sampling it is calculated by combining two amounts: 

(1) for accounts less than the size of the sampling interval, the sum of the percentage misstatement 

Key Terms 
Introduced or 
Emphasized 
in Chapter 9 
Appendixes



384 Chapter Nine

(tainting) times the sampling interval for each misstated account, and (2) for accounts equal to or greater 

than the size of the sampling interval, the sum of the actual misstatement for each misstated account.

Tainting (379) In probability-proportional-to-size sampling, the percentage of misstatement of an 

item (misstatement amount divided by book value).

Upper limit on misstatement (378) In probability-proportional-to-size sampling, the sum of 

projected misstatement, basic precision, and the incremental allowance. This total is used to evaluate 

sample results.

 9A–1. List the factors affecting sample size in a PPS sample.

 9A–2. “When using a systematic sample selection technique with PPS sampling, every account 

larger than the sampling interval will automatically be included in the sample.” Do you agree? 

Explain.

 9A–3. When using PPS sampling, do auditors select sample items based on individual dollars, audit 

individual dollars, or both?

 9A–4. A company has an inventory with a book value of $4,583,231, which includes 116 product 

lines and a total of 326,432 units. How many items compose this population for purposes of 

applying a probability-proportional-to-size sampling plan? Explain.

 9A–5. “When no misstatements are found in a PPS sample, the upper limit on misstatement is equal 

to zero.” Is this statement correct? Explain.

 9A–6. A PPS sample with a sampling interval of $2,000 includes an item with an audited value of 

$90. This value was $30 lower than the account’s book value. Calculate the tainting percent-

age for this account.

 9A–7. The reliability factor table provides factors for as many as three computations when plan-

ning and evaluating the results of a PPS sample. Describe in general terms each of these 

computations.

 9A–8. In a probability-proportional-to-size sample with a sampling interval of $20,000, an auditor 

discovered that a selected account receivable with a recorded amount of $10,000 had an audit 

amount of $2,000. Calculate the projected misstatement for this one item.

 9A–9. Chris York, CPA, is considering the use of probability-proportional-to-size sampling in exam-

ining the sales transactions and accounts receivable of Carter Wholesale Company.

 a. How does the defi nition of the items in an accounts receivable population vary between 

probability-proportional-to-size sampling and mean-per-unit sampling?

 b. Should a population of accounts receivable be stratifi ed by dollar value before applying 

probability-proportional-to-size sampling procedures? Discuss.

 9A–10. The auditors of Dunbar Electronics want to limit the risk of material misstatement in the 

valuation of inventories to 2 percent. They believe that there exists a 50 percent risk that 

a material misstatement could have bypassed the client’s internal control and that the 

inherent risk of the account is 80 percent. They also believe that the analytical proce-

dures performed to test the assertion have a 40 percent risk of failing to detect a material 

misstatement.

 a. Briefl y discuss what is meant by audit risk, inherent risk, control risk, and the risk that 

analytical procedures might fail to detect a material misstatement.

 b. Calculate the maximum allowable risk of incorrect acceptance for the substantive test of 

details.

 c. What level of detection risk is implicit in this problem?

 9A–11. The auditors wish to test the valuation of accounts receivable in the audit of Desert Enterprises 

of Bullhead City. The client has $500,000 of total recorded receivables, composed of 850 

accounts. The auditors have determined the following:

Tolerable misstatement $25,000
Risk of incorrect acceptance 5%
Expected misstatement $ 2,000

The auditors have decided to use probability-proportional-to-size sampling.

Required:

Required:

Questions 
and Problems 
for Chapter 9 
Appendixes
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 a. For planning the sample, calculate:

 (1) Required sample size.

 (2) Sampling interval.

 b. Assume that the auditors have tested the sample and discovered three misstatements:

Book Value Audited Value

$   50 $   47
   800 760
 8,500 8,100

 (1) Projected misstatement.

 (2) Basic precision.

 (3) Incremental allowance.

 (4) Upper limit on misstatement.

 c. Explain how the auditors would consider the results calculated in (b).

 d. Use ACL to calculate the required sample size and sampling interval.

 e. Assume the auditors have tested the sample and discovered fi ve misstatements:

Book Value Audited Value

$   50 $   47
   300 325
   800 760
   912 867
 8,500 8,100

Use ACL to calculate PPS results.

Required:

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

 9A–12. Simulation

Reply as to whether you believe the following statements are correct (C) or incorrect (I) con-

cerning PPS sampling.

 a. The size of a PPS sample is not based on the estimated variation of audited amounts.

 b. PPS sampling results in a stratifi ed sample.

 c. Individually signifi cant items are automatically identifi ed.

 d. PPS sampling results in a smaller sample size when numerous small misstatements are 

expected.

 e. If few misstatements are expected, PPS sampling will usually result in a smaller sample 

size than classical variables sampling methods.

 f. One does not need a book value for individual items to evaluate a PPS sample.

 g. A PPS sample eliminates the need to project results to the overall population.

 h. PPS sampling is “preferred” by professional standards.

Use the following information for parts i and j:

Tolerable misstatement $  50,000
Sample size 100
Expected misstatement $   5,000
Recorded amount of accounts receivable $300,000

 i. The sampling interval is $500.

 j. Increasing the expected misstatement to $10,000 will increase the sample size.

Objective 
Questions
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 9A–13. Simulation

The following is a computer printout generated by audit software using probability- 

proportional-to-size (PPS) sampling:

Answer the following questions relating to the above worksheet:

Questions Answers

 a. What was the planned sample size?
 b. What is the total misstatement in the sample?
 c.  What is the most likely total misstatement in the population?
 d. Calculate the upper limit on misstatement.
 e. Calculate the allowance for sampling risk.
 f.  Would one “accept” or “reject” the population as being materially correct?
 g. What is the risk of incorrect acceptance?

 1. 30 items
 2. 60 items
 3. 76 items
 4. 90 items
 5. 0
 6. $ 12,550.00
 7. $ 25,162.50
 8. $ 42,000.00
 9. $ 54,550.00
10. $ 80,000.00
11. $252,550.00
12. $280,000.00
13. $294,550.00
14. $354,550.00
15. Accept
16. Reject
17. 5%
18. 20%
19. 100%

WINZ CORPORATION
Receivable Sampling Evaluation Results

December 31, 20X2

Population book value = $2,400,000; Tolerable misstatement = $280,000

Projected Misstatement

Book 
Value

Audited 
Value Misstatement

Tainting 
Percentage

Sampling 
Interval

Projected 
Misstatement

$ 1,000.00 $  987.50 $    12.50 1.25% $80,000.00 $    1,000.00
750.00 600.00 150.00 20% $80,000.00 16,000.00

85,000.00 60,000.00 25,000.00 NA NA     25,000.00

$  42,000.00

Basic Precision = 3.0 * $80,000 $240,000.00

Incremental Allowance

Reliability Factor Increment (Increment∙1)
Projected 

Misstatement
Incremental 
Allowance

3.00
4.75 1.75 .75 $16,000.00 $12,000.00
6.30 1.55 .55    1,000.00   550.00

$12,550.00

The software uses factors from the following PPS sampling table:

TABLE
Reliability Factors for Overstatements

Number 
of Overstatements

Risk of Incorrect Acceptance

1% 5% 10% 15% 20%

0 4.61 3.00 2.31 1.90 1.61
1 6.64 4.75 3.89 3.38 3.00
2 8.41 6.30 5.33 4.72 4.28
3 10.05 7.76 6.69 6.02 5.52
4 11.61 9.16 8.00 7.27 6.73

Situation Research

Analysis
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 9A–14. Edwards has decided to use probability-proportional-to-size (PPS) sampling, sometimes 

called dollar-unit sampling, in the audit of a client’s accounts receivable balance. Few, if any, 

misstatements of the account balance are expected.

Edwards plans to use the following PPS sampling table:

  Number of
Overstatement 

Risk of Incorrect Acceptance

Misstatements 1%  5% 10% 15% 20%

 0 4.61 3.00 2.31 1.90 1.61
 1 6.64 4.75 3.89 3.38 3.00
 2 8.41 6.30 5.33 4.72 4.28
 3 10.05 7.76 6.69 6.02 5.52
 4 11.61 9.16 8.00 7.27 6.73

 a. Identify the advantages of using PPS sampling over classical variables sampling.

 b. Calculate the sampling interval and the sample size Edwards should use given the follow-

ing information:

    Tolerable misstatement $ 15,000
    Risk of incorrect acceptance 5%
    Estimated misstatement $           0
    Recorded amount of accounts receivable $300,000

Note: Requirements (c) through (f) are not related to (a) and (b).

 c. Assuming a sampling interval of $5,000, calculate the total projected misstatement if the 

following three errors were discovered in a PPS sample:

Misstatement Book Value Audited Value

1 $  400 $  320
2 500 0
5 6,000 2,500

 d. Calculate basic precision and incremental allowance.

e. Calculate the upper limit on misstatements.

f. Will you accept or reject the account as materially correct? Explain.

g. Use ACL to calculate the sampling interval and the sample size using the information in b.

h. Use ACL to calculate results using the errors in c.

(AICPA, adapted)

Required:

In-Class Team 
Case for 
Chapter 9 
Appendixes

 9A–15. Bill Pei, CPA, is about to begin his audit of the accuracy of his client’s accounts receivable. Based 

on experience, he expects that approximately 1 percent of the client’s 40,000 accounts have errors. 

The total book value of receivables is $5 million. Pei has established $390,000 as the amount 

of tolerable misstatement, 5 percent for the risk of incorrect acceptance, and 10 percent for the 

risk of incorrect rejection. The auditor estimates the standard deviation of the accounts to be $45.

 a. Using mean-per-unit sampling, calculate the required sample size.

b. Now ignore part (a). Assume that as part of an attributes sampling plan using a stipulated 

tolerable rate of 5 percent and a risk of assessing control risk too low of 5 percent, the 

auditor wishes to test the receivables valuation—that is, each account will be considered as 

either correct or a deviation. What sample size would be required for this test?

Now ignore your (a) and (b) answers and assume that the auditor selected a random sample of 

208 accounts (square root = 14.4), representing a total book value of receivables of $40,800. 

He found fi ve errors, representing a $20,300 overstatement as follows:

Misstatement Book Value Audited Value

1 $26,000 $5,950
2 1,000 900
3 220 200
4 180 120
5        100        30

 $27,500 $7,200

Required:

Additional information 
for parts (c) through (g):

Integrating 
Problem for 
Chapter 9 and 
the Appendixes
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The standard deviation of the book value of the sample was $50, while the standard deviation 

of the audited values of the sample was $55.

 c. Using mean-per-unit estimation, what is the projected misstatement for the population?

 d. Using mean-per-unit sampling, calculate the adjusted allowance for sampling risk and use 

it to calculate the appropriate interval for use in deciding whether to “accept” or “reject” 

the population.

 e. Using difference estimation, calculate the projected misstatement for the population.

 f. Given the fi ve misstatements presented earlier, what statistical conclusion may be made 

using attributes sampling (recall part [b] from the previous page)?

 g. Assume a sampling interval of $24,038 ($5,000,000/208). Using PPS sampling, calculate:

 (1) Projected misstatement.

 (2) Basic precision.

 (3) Incremental allowance for sampling risk.
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After studying this chapter, you 
should be able to:

 LO 10-1                 Describe the sources 
and nature of cash.

 LO 10-2                 Identify the auditors’ 
objectives in the audit 
of cash.

 LO 10-3                 Explain the nature of 
the cash receipts and 
disbursements cycles, 
and describe the fun-
damental controls over 
the business processes 
related to cash.
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ent risks, including fraud 
risks, related to cash.
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over cash.

 LO 10-6                  Assess the risks of mate-
rial misstatement of 
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 LO 10-7                 Describe the risks 
involved in auditing 
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 LO 10-8                Identify the audi-
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investments.

 LO 10-9                              Describe typical internal 
controls over the busi-
ness processes related 
to fi nancial investments.

 LO 10-10                Describe tests of controls 
and substantive pro-
cedures used to audit 
fi nancial investments.

This chapter describes the approach to the audit of cash and fi nancial investments. Our 

discussion of these two types of assets is combined because of the interrelationship 

between them. Cash and many fi nancial investments are liquid in nature, and transfers 

between the two accounts occur frequently.

Cash

Cash normally includes general, payroll, petty cash, and, less 

frequently, savings accounts. General accounts are checking 

accounts similar in nature to those maintained by individuals. 

Cash sales, collections of receivables, and investment of addi-

tional capital typically increase the account; business expen-

ditures decrease it. Under the terms of a bank loan agreement, 

the cash in a company’s general account sometimes must be 

maintained at a specifi ed minimum balance, referred to as a compensating balance.
Payroll and petty cash accounts are “imprest” at a low balance. When payroll is 

paid, a transfer is made from the general account to the payroll account. Petty cash, 

used for very small expenditures, is replenished as necessary.

Cash equivalents are often combined with cash items to create the current asset 

classifi cation called “cash and cash equivalents.” Cash equivalents include money 

market funds, certifi cates of deposit, savings certifi cates, and other similar types of 

deposits. Any item that cannot be converted to cash on short notice should be classifi ed 

as an investment, a receivable, or a prepaid expense, rather than as a cash equivalent.

Normal internal control activities (e.g., reconciliation of bank accounts) detect 

most errors that occur in these accounts. On the other hand, the liquid nature of cash 

increases the risk of fraud, which may be more diffi cult to detect.

The auditors’ objectives in the audit of cash and cash trans-

actions are to:

 1. Use the understanding of the client and its environment 

to consider inherent risks, including fraud risks, related to 

cash.

 2. Obtain an understanding of internal control over cash.

 3. Assess the risks of material misstatement of cash and 

design tests of controls and substantive procedures that:

 a. Substantiate the existence of recorded cash and the occurrence of cash transactions.

 b. Determine the accuracy of cash transactions.

 c. Establish the completeness of recorded cash.

 d. Verify the cutoff of cash transactions.

 e. Determine that the client has rights to recorded cash.

 f. Determine that the presentation and disclosure of cash, including restricted 

funds (such as compensating balances and bond sinking funds), are appropriate.
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Objectives in the 
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In addition to the preceding list, the auditors might add a valuation objective that 

relates to procedures for reconciling underlying records to the general ledger results and, 

if appropriate, proper valuation of foreign currency translation. We omit a separate valua-

tion objective in the above list due to the ordinarily very limited valuation issues relating 

to cash (e.g., there is no need to consider valuation issues such as net realizable value, as 

with receivables, or the lower of cost or market, as with inventories).

The consideration of materiality applies to audit work on cash as well as to other aspects 

of the audit. The counting of a small petty cash fund, which is inconsequential in relation 

to the company’s overall fi nancial position, accomplishes little in achieving the auditors’ 

objective of expressing an opinion on the fi nancial statements. Nevertheless, auditors do 

devote a larger proportion of the total audit hours to cash than might be suggested by the 

relatively small amount of cash shown on the balance sheet.

Several reasons exist to explain the auditors’ traditional emphasis on cash transactions. 

Liabilities, revenue, expenses, and most other assets fl ow through the Cash account; that 

is, these items either arise from or result in cash transactions. Thus, the examination of 

cash transactions assists the auditors in the substantiation of many other items in the 

fi nancial statements.

Another reason contributing to extensive auditing of cash is that cash is the most liquid 

of assets and offers the greatest temptation for theft, embezzlement, and misappropriation. 

Inherent risk is high for liquid assets, and auditors tend to respond to high-risk situations 

with more intensive investigation. However, the detection of fraud is relevant to the over-

all fairness of the client’s fi nancial statements only if such fraud is material in amount.

On occasion, auditors may encounter evidence of small-scale employee fraud. After 

determining that such fraud could not have a material effect upon the fi nancial state-

ments, the auditors should review the situation with the management and the audit com-

mittee of the board of directors before investigating the matter further. This discussion 

will alert the client to the situation, protect the auditors from charges of negligence, and 

avoid wasting audit time on matters that are not material to the fi nancial statements and 

that may better be pursued by client personnel.

Most of the processes relating to cash handling are the responsibility of the fi nance depart-

ment, under the direction of the treasurer. These processes include handling and depositing 

cash receipts; signing checks; investing idle cash; and maintaining custody of cash, market-

able securities, and other negotiable assets. In addition, the fi nance department must fore-

cast cash requirements and make both short-term and long-term fi nancing arrangements.

Ideally, the functions of the fi nance department and the accounting department should 

be integrated in a manner that provides assurance that:

 1. All cash that should have been received was in fact received, recorded accurately, and 

deposited promptly.

 2. Cash disbursements have been made for authorized purposes only and have been prop-

erly recorded.

 3. Cash balances are maintained at adequate, but not excessive, levels by forecasting 

expected cash receipts and payments related to normal operations. The need for 

obtaining loans or for investing excess cash is thus made known on a timely basis.

A detailed study of the business processes of the client is necessary in developing the 

most effi cient control procedures, but there are some general guidelines to good cash-

handling practices in all types of business. These guidelines for achieving internal control 

over cash may be summarized as follows:

 1. Do not permit any one employee to handle a transaction from beginning to end.

 2. Separate cash handling (custody) from record keeping.

How Much Audit 
Time for Cash?

Internal Control 
over Cash 
Transactions
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 3. Centralize receiving of cash to the extent practical.

 4. Record cash receipts on a timely basis.

 5. Encourage customers to obtain receipts and observe cash register totals.

 6. Deposit cash receipts daily.

 7. Make all disbursements by check or electronic funds transfer, with the exception of 

small expenditures from petty cash.

 8. Have monthly bank reconciliations prepared by employees not responsible for making 

cash payments or custody of cash. The completed reconciliation should be reviewed 

promptly by an appropriate offi cial.

 9. Monitor cash receipts and disbursements by using software to identify unusual trans-

actions, and comparing recorded amounts to budgeted amounts.

Cash Sales
Control over cash sales is strongest when two or more employees (usually a salesclerk 

and a cashier) participate in each transaction with a customer. Restaurants and cafete-

rias often use a centrally located cashier who receives cash from the customer along 

with a sales ticket prepared by another employee. Theaters generally have a cashier 

selling prenumbered tickets, which are collected by a door attendant when the cus-

tomer is admitted. If tickets or sales checks are serially numbered and all numbers 

accounted for, this separation of responsibility for the transaction is an effective means 

of preventing fraud.

In many retail establishments, the nature of the business is such that one employee 

must make over-the-counter sales, deliver the merchandise, receive cash, and record the 

transaction. In this situation, dishonesty may be discouraged by proper use of cash regis-

ters or electronic point-of-sale systems. The protective features of cash registers include 

(1) visual display of the amount of the sale in full view of the customer; (2) a printed 

receipt, which the customer is urged to take with the merchandise; and (3) accumulation 

of the total of the day’s sales.

Electronic Point-of-Sale Systems
Many retail stores use various types of electronic cash registers, including online com-

puter terminals. Often, an electronic scanner reads the universal product code on the 

product. The salesperson need only scan the code for the register to record the sale at the 

product’s price, which is stored in the computer. Thus, the risk of a salesperson recording 

sales at erroneous prices is substantially reduced.

Besides providing strong control over cash sales, electronic point-of-sale systems 

often may be programmed to perform numerous other control functions. For example, 

online registers may verify the credit status of charge account customers, update accounts 

receivable and perpetual inventory records, and provide special printouts accumulating 

sales data by product line, salesperson, department, and type of sale.

Collections from Credit Customers
In many manufacturing and wholesale companies, cash receipts include checks received 

through the mail. This situation poses little threat of defalcation unless one employee 

is permitted to receive and deposit these checks and also to record the credits to the 

customers’ accounts. Typical internal control over cash received through the mail is 

described below.

Incoming mail usually is opened in the mailroom, where an employee endorses the 

checks “for deposit only” to the company’s account and prepares a control listing of 

the incoming cash receipts. This listing shows the amount received from each customer 

and identifi es the customer by name or account number. A copy of the control listing is 

forwarded to the controller. Another copy of the control listing and the cash receipts are 

Internal Control 
over Cash 
Receipts
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forwarded to the cashier. The remittance advices and a copy of the control listing (shown 

below) are forwarded to the employee responsible for the customers’ accounts.

 Check (and remittance advice)

Pilot Stores 987604
1425 G St. 
Irvine, CA 92345 Date: Dec. 5, 20XX

Pay to the

order of  Wood Supply Co.       $8085.00

Eight thousand eighty-five and no/100

First National Bank Pilot Stores

California Jackie Cohen

Remittance Advice

Wood Supply Co.

Inv. #7462537 $8085.00 

CONTROL LISTING

  Payer Cust. No. Amount

  Xxxxxxxxx ###### $$$$$.$$
  Xxxxxxxxx ###### $$$$$.$$
  Xxxxxxxxx ###### $$$$$.$$
  Pilot Stores 12654 $8085.00
  Xxxxxxxxx ###### $$$$$.$$
  Xxxxxxxxx ###### $$$$$.$$

  $$$$$.$$

Which controls tend to prevent the mailroom employee from abstracting the receipts 

from several customers, destroying the remittance advices, and omitting these receipts 

from the control listing? First, incoming cash receipts consist primarily of checks made 

payable to the company. Second, if customers’ accounts are not credited for payments 

made, the customers will complain to the company. If these customers can produce 

paid checks (or electronic check copies) supporting their claims of payment and these 

checks do not appear on the mailroom control listings, responsibility for the abstraction is 

quickly focused upon the mailroom employee.

The checks are transferred to the cashier (with a copy of the control listing), who depos-

its the day’s receipts intact in the bank. Control is exercised over the cashier by periodic 

reconciliation of the operations control copies of the mailroom control listings with the 

cash receipts journal and the details of the validated deposit slips received from the bank.

Direct Receipt of Funds by Financial Institutions
Sales proceeds are often received directly by the clients’ fi nancial institution, which then 

notifi es the business of the receipt through a variety of manners, including lockbox sys-

tems, credit cards, debit cards, and electronic transfer of funds by customers.

Businesses receiving a large volume of cash through the mail may use a lockbox 

system to strengthen internal control and hasten the depositing of cash receipts. The 

lockbox is actually a post offi ce box controlled by the company’s fi nancial institution. 

Financial institution employees pick up mail at the post offi ce box several times a day, 

credit the company’s checking account for cash received, and send the remittance advices 

to the company. Internal control is strengthened by the fact that the fi nancial institution 

has no access to the company’s accounting records.

Proceeds from credit card and debit card sales are handled in a similar manner by the 

bank(s) involved with the process. Ultimately, proceeds are deposited into the business’s 

cash account.

Electronic Funds Transfer
Electronic funds transfer (EFT) systems process funds-related transactions for cus-

tomers as an alternative to paying by check. Increasingly, electronic data  interchange 
(EDI) systems, which allow the interchange of data from one company’s computer to 

another’s, are electronically transferring funds between companies’ bank accounts. 

These systems reduce paper fl ow and may reduce processing costs and delays. They do, 
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however, require an extensive set of computer network controls relating to system access 

and data entry, as well as backup controls for situations in which a system breakdown 

occurs.

Recording Cash Receipts
The employee responsible for the customers’ accounts ledger enters the details of 

cash receipts into the computer in batches. The cash receipts program creates a fi le 

of cash receipt transactions that is used to update the general ledger and the master fi le of 

accounts receivable. This computer program creates control totals and exception reports 

that detail any invalid customer account numbers or unusual payment amounts. The man-

ual follow-up procedures on exceptions reports and the reconciliations of control totals 

are performed by the operations control group.

The division of responsibilities, sequence of procedures, and controls over cash sales 

and collections from customers are illustrated in the systems fl owchart in Figure 10.1.

Ideally, cash disbursements should be made by check, electronic funds transfer, or, for 

minor items, from petty cash funds.

Checking Account Disbursements
A principal advantage of requiring disbursement by check is obtaining evidence of receipt 

from the payee in the form of an endorsement on the check. Other advantages include (1) 

the centralization of disbursement authority in the hands of a few designated offi cials— 

only persons authorized to sign checks; (2) a permanent record of disbursements; and (3) 

a reduction in the amount of cash kept on hand.

To secure in full the internal control benefi ts implicit in the use of checks, it is essential 

that all checks be prenumbered and all numbers in the series be accounted for. Unissued 

prenumbered checks should be adequately safeguarded against theft or misuse. Voided 
checks should be defaced to eliminate any possibility of further use and fi led in the 

regular sequence of paid checks. Dollar amounts should be printed on all checks by the 

computer or a check-protecting machine. This practice makes it diffi cult for anyone to 

alter a check by raising its amount.

Offi cials authorized to sign checks should review the documents supporting the pay-

ment and perforate (deface) these documents at the time of signing the check to prevent 

them from being submitted a second time. The offi cial signing checks should maintain 

control of the checks until they are placed in the mail. Typically, the check comes to the 

offi cial complete except for signature. To make a variety of fraudulent schemes involving 

falsifi ed documents less likely, the signed checks should not be returned to the accounting 

department, which prepared them for signature.

Most companies issuing a large volume of checks use computers or check-signing 

machines. The authorized signature (usually that of the treasurer) may be printed auto-

matically on each check as it is processed. If the computer generates signed checks, item 

counts, control totals, and cash totals (reconciled by fi nance department personnel) may 

be used to make certain that checks are issued only for authorized cash disbursements. 

When a check-signing machine is used, the machine should be safeguarded with physi-

cal locks and keys and/or passwords. Additional controls may be established for large 

checks, such as the requirement for a second manual signature.

Reconciliation of monthly bank statements is essential to adequate internal control over 

cash receipts and disbursements. An employee having no part in authorizing or accounting 

for cash transactions or in handling cash should reconcile bank statements. Statements from 

the bank should come unopened to this employee. Each month the completed bank recon-

ciliation should be reviewed by a responsible company offi cial and approved in writing.

A voucher system is one method of achieving strong internal control over cash dis-

bursements by providing assurance that all disbursements are properly authorized and 

reviewed before a check is issued. In a typical voucher system, the accounting depart-

ment is responsible for assembling the appropriate documentation to support every cash 

Internal Control 
over Cash 
Disbursements
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FIGURE 10.1 Cash Receipts Cycle

disbursement. For example, before authorizing payment for merchandise purchased, the 

accounting department assembles copies of the purchase order, receiving report, and ven-

dor’s invoice and determines that these documents are in agreement. After determining 

that the transaction is properly supported, an accounting employee prepares a voucher, 

which is fi led in a tickler fi le according to the date upon which payment will be made.

A voucher, in this usage, is an authorization sheet that provides space for the ini-

tials of the employees performing various authorization functions. Authorization func-

tions include such procedures as extending and footing the vendor’s invoice; determining 

the agreement of the invoice, purchase order, and receiving report; and recording the 

transaction in the accounts. Transactions are recorded in a voucher register (which 
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normally replaces a purchases journal) by an entry debiting the appropriate asset, liabil-

ity, or expense account and crediting Vouchers Payable. The separation of the function of 

invoice verifi cation and approval from the function of cash disbursement is another step 

that tends to prevent errors and fraud. On the payment date, the voucher and supporting 

documents are removed from the tickler fi le and the check is prepared but not signed. The 

voucher, supporting papers, and the check (complete except for signature) are forwarded 

to the fi nance department for signature.

In a computerized purchasing system, vendor invoice information will be entered by 

the accounting (accounts payable) department and it may be matched by the computer 

with purchase order and receiving information that was entered by the other departments. 
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If the information matches, the computer will approve the payment and automatically 

record the voucher as a payable. Transactions with inconsistencies will not be processed, 

but will be listed on an exception report for review and follow-up by the operations con-

trol group. To prevent duplicate payments of the same invoice, the company should be 

assured that they do business with vendors that use an appropriate unique invoice num-

bering system, and the accounts payable department implements procedures to assure 

that vendor names, numbers, and invoice numbers are accurately inputted. Just prior to 

the invoice’s due date, the computer will generate a check or an electronic funds transfer 

in payment of the invoice. If checks are signed by the computer, they need not be sent to 

the vouchers payable department for mailing. As a further control, the computer software 

should be designed to identify unusual disbursements for review.

Another control the auditors may expect to fi nd in a well-managed accounts pay-

able department is the monthly balancing of the detailed records of accounts payable 

(or vouchers) to the general ledger control account. These reconciliations are saved as 

evidence of the performance of this procedure and as an aid in locating any subsequent 

errors or fraud.

Vendors’statements, received monthly, should be reconciled promptly with the accounts 

payable ledger or list of open vouchers, and any discrepancies should be fully investi-

gated. In some industries, it is common practice to make advances to vendors, which are 

recovered by making percentage deductions from invoices. When advances are made, the 

auditors should ascertain that procedures are being followed to ensure that deductions 

from the invoices are being made in accordance with the terms of the agreement.

The operation of a voucher system is illustrated in the fl owchart in Figure 10.2.

Internal Control over Employee Reimbursements
When employees incur business expenses on behalf of the company, the company must 

establish effective controls over employee reimbursements. Many companies require 

employees to submit expense reports with receipts and explanations for their expendi-

tures. The reports are typically approved by the employee’s supervisor and submitted 

to the accounting department for processing. This documentation is used to support the 

reimbursement through the company’s normal payment system. Employees are often 

reimbursed through direct deposit to their bank accounts.

Many companies issue business credit cards to employees that incur signifi cant 

amounts of expenses on behalf of the company. Employees are required to document 

explanations for their credit card expenditures and perhaps also maintain credit card 

receipts to support the expenditures.

One large construction com-
pany ignored basic controls 
over cash disbursements. 

Unissued checks were stored in an unlocked supply closet, 
along with Styrofoam coffee cups. The company check- 
signing machine deposited signed checks into a box that 
was equipped with a lock. Despite warnings from their 
independent auditors, company offi cials found it “too 
inconvenient” to keep the box locked or to pay attention 
to the check counter built into the machine. The company 
maintained very large bank balances and did not bother to 
reconcile bank statements promptly.

A three-week-old bank statement and a group of paid 
checks were given to an employee with instructions to pre-
pare a bank reconciliation. The employee noticed that the 
group of paid checks accompanying the bank statement was 
not complete. No paid checks could be found to support over 
$700,000 in charges on the bank statement. Further investi-
gation revealed that more than $1 million in unauthorized 
and unrecorded checks had been paid from various company 
bank accounts. The checks had been issued out of sequence 
and had been signed by the company check-signing machine. 
The company was unable to determine who was responsible 
for the theft, and the money was never recovered.

Illustrative Case Importance of Cash Controls
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FIGURE 10.2 Flowchart of a Cash Disbursements Cycle (Voucher System)*

*This fl owchart presents disbursements by check. Disbursements by credit card, debit card, and electronic transfer are similar, with the check being replaced by 

documentation relating to the particular type of disbursement. The cash receipts discussion in this chapter discusses these alternate forms of cash receipts.
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Internal Control Aspects of Petty Cash Funds
Internal control over payments from an imprest petty cash fund is achieved when the 

custodian of the petty cash fund reviews support from employees seeking reimbursement 

for their small expenditures on behalf of the company. Further control exists when the 

custodian requests replenishment of the fund and another individual reviews the support 

for completeness and authenticity and subsequently defaces that support to prevent reuse.

Audit tests of petty cash emphasize transactions rather than the year-end balance. The 

auditors may test one or more replenishment transactions by examining petty cash vouch-

ers and verifying their numerical sequence.

Petty cash funds are sometimes kept in the form of separate bank accounts. The bank 

should be instructed in writing not to accept for deposit in such an account any checks 

payable to the company. The deposits will be limited to checks to replenish the fund and 

drawn payable to the bank or to the custodian of the fund. The prohibition against deposit 

of checks payable to the company is designed to prevent the routing of cash receipts into 

petty cash, since this would violate the basic assumption of limited disbursements and 

review at the time of replenishing the fund.

Auditors’ working papers for cash typically include a fl owchart or a written description 

of controls. An internal control questionnaire is also often used, especially in larger com-

panies. A related working paper will summarize tests of controls for cash transactions 

and the assessments of risk for the fi nancial statement assertions about cash.

Additional cash working papers include documentation of risk assessments, an audit 

plan, a lead schedule, cash count sheets, bank confi rmations, bank reconciliations, lists of 

outstanding checks, lists of checks being investigated, recommendations to the client for 

improving internal control, and notes concerning proper presentation and disclosure of 

cash in the client’s balance sheet.

Audit of Cash

The following steps indicate the general pattern of work performed by the auditors in the 

audit of cash. Selection of the most appropriate procedures for a particular audit will be 

guided by the nature of the controls that have been implemented and by the results of the 

auditors’ risk assessment process.

 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks, related to cash.

 B. Obtain an understanding of internal control over cash.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Examples of tests of controls:

 a. Test the accounting records and reconciliations by reperformance.

 b. Compare the details of a sample of cash receipts listings to the cash receipts 

journal, accounts receivable postings, and authenticated deposit slips.

 c. Compare the details of a sample of recorded disbursements in the cash payments 

journal to account payable postings, purchase orders, receiving reports, invoices, 

and paid checks.

 2. If necessary, revise the risk of material misstatement based on the results of tests of 

controls.

 E. Perform further audit procedures—substantive procedures for cash transactions and 

balances.

 1. Obtain analyses of cash balances and reconcile them to the general ledger.

 2. Send standard confi rmation forms to fi nancial institutions to verify amounts on deposit.

Audit 
Documentation 
for Cash
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 3. Obtain or prepare reconciliations of bank (fi nancial institution) accounts as of the bal-

ance sheet date and consider the need to reconcile bank activity for additional months.

 4. Obtain a cutoff bank statement containing transactions of at least seven business 

days subsequent to the balance sheet date.

 5. Count and list cash on hand.

 6. Verify the client’s cutoff of cash receipts and cash disbursements.

 7. Analyze bank transfers for the last week of the audit year and the fi rst week of the 

following year.

 8. Investigate any checks representing large or unusual payments to related parties.

 9. Evaluate proper fi nancial statement presentation and disclosure of cash.

Figure 10.3 relates these substantive procedures to the primary audit objectives.

A. Use the Understanding of the Client and Its Environment to Consider Inherent 
Risks, Including Fraud Risks, Related to Cash.
Risks of material misstatement arise jointly from inherent risk and control risk. Most 

inherent risks relate to business risks faced by the client’s management. In the area of 

cash and fi nancial investments, management is particularly concerned with business risks 

related to the possible theft of these liquid assets. This is also a signifi cant concern of the 

auditors as most misstatements of assets involve overstatement.

In addition to concerns about the overstatement of cash, auditors are aware that 

cash may have been improperly abstracted during the period, even though the year-

end cash may be properly stated. To distinguish between the situations, assume that 

the client’s balance sheet shows “Cash $250,000.” For most clients, the primary risks 

are that errors or fraud either (1) create a situation in which $250,000 overstates actual 

cash, or (2) create a situation in which the $250,000 recorded year-end balance should 

be higher.

Concerning the fi rst risk (overstated cash), a shortage may have been concealed merely 

by the insertion of a fi ctitious check in the cash on hand at year-end, or by the omission of 

an outstanding check from the year-end bank reconciliation. Note that the omission of an 

outstanding check may be indicative of either an error or fraud. For example, poor inter-

nal control may result in a situation in which human error resulted in the check not being 

recorded in disbursements. On the other hand, although recorded in cash disbursements, 

the check may have been omitted from the outstanding check list to allow the individual 

who has embezzled that amount of cash to hide fraud.

Concerning the second risk—the year-end cash is correct, but should be higher—

the auditors’ problem is not misstated cash, but fraud and its effect on other accounts. 

Use the understanding of the 

 client and its environment to 

consider inherent risks, including 

fraud risks, related to cash.

LO 10-4

FIGURE 10.3
Objectives of Major 
Substantive Procedures 
for Cash Transactions 
and Balances

Substantive Procedures Primary Audit Objectives

Obtain analyses of cash balances and reconcile 
them to general ledger.

Existence and accuracy

Confi rm cash balances with fi nancial institutions.
Obtain reconciliations of bank balances and consider 

reconciling bank activity.
Obtain bank cutoff statement.
Count cash on hand.

Existence, occurrence, 
accuracy, cutoff, and rights

Verify the client’s cutoff of cash transactions.

Analyze bank transfers occurring year-end.

Cutoff, existence, occurrence, 
rights, and completeness

Investigate payments to related parties.
Evaluate fi nancial statement presentation 

and disclosure.

Presentation and disclosure
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Consequently, the auditors have in mind such basic questions as: (1) Do the client’s 

records refl ect all cash transactions that took place during the year? and (2) Were all cash 

payments properly authorized and for a legitimate business purpose? Examples of fraud 

that may be disclosed in searching for answers to these questions are:

 1. Interception of cash receipts before any record is made.

 2. Payment for materials not received.

 3. Duplicate payments.

 4. Overpayments to employees or payments to fi ctitious employees.

 5. Payments for personal expenditures of offi cers or related parties.

Based on their knowledge of the client and its environment, the auditors may identify 

other business risks that result in risks of material misstatements. In some engagements, 

the auditors may be particularly concerned with the risk of the completeness of recorded 

cash. As an example, management of a privately held company may be motivated to 

understate assets (including cash) to minimize income taxes. Also, for a particular client 

there may be a signifi cant risk that management maintains bank accounts not recorded on 

the books for such purposes as making illegal bribes. Thus, in such situations, there is a 

heightened risk that not all cash may be recorded in the fi nancial records. In other cases, 

the manner in which the client collects cash may present signifi cant business and inherent 

risks. For example, a charitable organization may receive a large amount of funds from 

cash donations, creating a signifi cant inherent risk that not all cash donations may be 

received and recorded.

The auditors also may identify fraud risks related to cash transactions. In such cases, 

the auditors should obtain an understanding of the programs and controls used by man-

agement to mitigate these risks and determine whether the controls have been imple-

mented. Strengths and weaknesses in the client’s internal control serve to mitigate or 

increase the effects of these fraud risks.

B. Obtain an Understanding of Internal Control over Cash.
In the audit of a small business, the auditors may prepare a written description of 

controls, based upon the questioning of owners and employees and upon fi rsthand 

observation. For larger companies, a fl owchart or internal control questionnaire is usu-

ally employed to describe internal control. An internal control questionnaire for cash 

receipts was illustrated in Chapter 7. Among the questions included in a questionnaire 

for cash disbursements are whether all disbursements (except those from petty cash) 

are made by prenumbered checks and whether voided checks are marked “void” and 

saved. The existence of these controls permits the auditors to determine that all dis-

bursements have been recorded by accounting for the sequence of checks issued or 

voided during the period.

Other points to be made clear by the questionnaire include (1) whether check- signing 

authority (electronic or manual) is restricted to selected executives not having access to 

accounting records or to vouchers and other documents supporting checks submitted for 

signature, and (2) whether checks are sent directly to the payees after being signed. The 

internal control questionnaire will also cover cash disbursements for payroll and for divi-

dends, as well as bank reconciliation procedures.

After the auditors have prepared a fl owchart (or other description) of internal control, 

they will conduct a walk-through of the system. The term walk-through means to trace a 

transaction or a few transactions through each step of the system to determine that trans-

actions actually are being processed in the manner indicated by the fl owchart. The walk-

through allows the auditors to determine that internal control as described in the working 

papers has actually been implemented.

As the auditors verify their understanding of the cash receipts and disbursements cycles, 

they will observe whether there is appropriate segregation of duties and inquire about 

Obtain an understanding of inter-

nal control over cash.

LO 10-5
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who performed various functions throughout the year. They will also inspect the various 

documents and reconciliations that are important to the client’s internal control over cash 

receipts and disbursements. Cash forecasts or budgets also will be inspected and the audi-

tors will review the evidence of the follow-up on variances from forecasted amounts of 

receipts and disbursements. In some cases, the auditors will review exception reports gen-

erated by the computer and the evidence of the follow-up on them. These tests of controls 

provide the auditors with evidence to support their assessed level of control risk.

C. Assess the Risks of Material Misstatement and Design Further Audit Procedures.
After obtaining an understanding of the client’s internal control over cash receipts and 

disbursements, the auditors determine their planned assessed levels of the risks of mate-

rial misstatement (or the separate inherent and control risks) for the assertions about cash. 

If additional evidence of effectiveness of the controls is needed to support these assessed 

levels, the auditors will design additional tests of control. In designing these tests, the 

auditors must decide which ones will result in suffi cient reductions in substantive proce-

dures to justify the time spent performing them.

By considering these risk assessments, the auditors are able to identify “what could 

go wrong” to cause the cash accounts to be materially misstated. Figures 10.4 and 10.5 

provide examples of possible material misstatements of cash that may be identifi ed by 

the auditors based on the client’s operations and environment, and on weaknesses in its 

internal control over cash receipts and cash disbursements. Once these risks of material 

misstatement have been identifi ed and assessed, the auditors can plan appropriate sub-

stantive procedures that address them.

D. Perform Further Audit Procedures—Tests of Controls.
1. Examples of Tests of Controls.
Tests directed toward the effectiveness of controls help to evaluate the client’s inter-

nal control and determine whether the auditors’ planned assessed levels of the risks 

of material misstatement can be supported. Certain tests of controls are performed as 

the auditors obtain an understanding of the client’s internal control; these tests were 

described in our discussion of that process. The following are examples of typical fur-

ther tests of controls.

a. Test the Accounting Records and Reconciliations by Reperformance.
To determine that the client’s accounting procedures are operating effectively, the audi-

tors perform tests of the accuracy of the client’s journals and ledgers. In a computer-

based system, journal and ledger entries may be created simultaneously from the same 

source documents, and the auditors might choose to use computer assisted audit tech-

niques (CAATs) to test the accuracy of the accounting records.

In a manual system, information on source documents is entered fi rst in a journal; at a 

later date the information is summarized and posted from journals to ledgers. The audi-

tors must manually determine that the documents are accurately entered to the journals, 

the journals are accurately footed, and the data are properly posted to the ledgers. The 

auditors also may decide to test the client’s procedures for reconciling bank (fi nancial 

institution) accounts. They may select a sample of the reconciliations performed during 

the year, noting who performed them, and reperform the reconciliation process by refer-

ence to accounting records, bank statements, and canceled checks.

b. Compare the Details of a Sample of Cash Receipts Listings to the Cash Receipts 
Journal, Accounts Receivable Postings, and Authenticated Deposit Slips.
Satisfactory internal control over cash receipts demands that each day’s collections 

be deposited intact no later than the next banking day. To provide assurance that cash 

receipts have been deposited intact, the auditors should compare the detail of the 

Assess the risks of material mis-

statement of cash and design fur-

ther audit procedures, including 

tests of controls and substantive 

procedures, to address the risks.

LO 10-6
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FIGURE 10.4 Potential Misstatements—Cash Receipts

Description of Misstatement Examples

Internal Control Weaknesses or 
Factors That Increase the Risk 

of the Misstatement

Recording fi ctitious cash receipts Fraud:
•  Overstating cash receipts on the 

books by transferring cash 
between bank accounts without 
appropriate recording of the 
transfer to cover up an 
embezzlement of cash

•  Lack of segregation of duties of 
the functions of access to cash 
and record keeping; no 
effective review of bank 
reconciliations

Failure to record receipts from 
cash sales

Fraud:
•  A cashier fails to ring up and 

record cash sales and embezzles 
the cash

Error:
•  A bookkeeper accidentally omits 

the recording of the receipts from 
one cash register for the day

•  Inadequate supervision of 
cashiers; failure to encourage 
customers to obtain cash 
receipts

•  Inadequate controls for 
reconciling cash register tapes 
and accounting records; 
inadequate controls for 
reconciling bank accounts

Failure to record cash from 
collection of accounts receivable

Fraud:
•  A cashier embezzles cash 

payments by customers on 
receivables, without recording 
the receipts in the customers’ 
accounts

•  A bookkeeper who has access to 
cash receipts embezzles cash 
collected from customers and 
writes off the related receivables

Error:
•  A bookkeeper accidentally 

fails to record payment on a 
receivable

•  Lack of segregation of duties 
between personnel who have 
access to cash receipts and those 
who make entries into the 
accounts receivable records

•  Lack of segregation of duties 
between personnel who have 
access to cash receipts and those 
who make entries into the 
accounts receivable records

•  Inadequate reconciliations of 
subsidiary records of accounts 
receivable with the general 
ledger control account

Early (late) recognition of cash 
receipts—“cutoff problems”

Fraud:
•  Holding the cash receipts journal 

open to record next year’s cash 
receipts as having occurred in 
this year

Error:
•  Recording cash receipts based 

on bad information about date 
of receipt

•  Ineffective board of directors, 
audit committee, or internal 
audit function; “tone at the 
top” not conducive to ethical 
conduct; undue pressure to 
show improved fi nancial 
position

•  Failure to list and deposit cash 
receipts on a timely basis

original cash receipts listings (mailroom listings and register tapes) to the detail of 

the daily deposit tickets. The detail of cash receipts refers to a listing of the amount of 

each individual check and the total amount of currency composing the day’s receipts.

Comparison of the daily entries in the cash receipts journal with bank deposits may 

disclose a type of fraud known as lapping. Lapping is the concealment of a cash shortage 
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by delaying the recording of cash receipts. The table on the following page provides an 

illustration.

If cash collected from customer A is withheld by the cashier, a subsequent collection 

from customer B may be entered as a credit to A’s account. B’s account will not be shown 

as paid until a collection from customer C is recorded as a credit to B. Unless the money 

abstracted by the cashier is replaced, the accounts receivable as a group remain overstated; 

but judicious shifting of the overstatement from one account receivable to another may avert 

protests from customers receiving monthly statements. The following schedule makes clear 

how a lapping activity may be carried on. In companies in which the cashier has access 

to the general accounting records, shortages created in this manner have sometimes been 

transferred to inventory accounts or elsewhere in the records for temporary concealment.

Lapping is most easily carried on when an employee who receives collections from 

customers is responsible for the posting of customers’ accounts. Familiarity with custom-

ers’ accounts makes it relatively easy to lodge a shortage in an account that will not be 

currently questioned.

The auditors may detect such an ongoing scheme by comparing the details of the bank 

deposit slips with receipts recorded in the accounting records. For example, notice that on 

December 2 in the illustration on page 404, the bank deposit slip will include a $750 check 

from Barstow, while the accounting records will indicate that the payment was from Abbott.

FIGURE 10.5 Potential Misstatements—Cash Disbursements

Description of Misstatement Examples

Internal Control Weaknesses or 
Factors That Increase the Risk 

of the Misstatement

Inaccurate recording of a 
purchase or disbursement

Fraud:
•  A bookkeeper prepares a check 

to himself and records it as 
having been issued to a major 
supplier

Errors:
•  A disbursement is made to pay 

an invoice for goods that have 
not been received

•  Disbursements for travel and 
entertainment are improperly 
included with merchandise 
purchases

•  Inadequate segregation of 
duties of record keeping and 
preparing cash disbursements, 
or check signer does not 
review and cancel supporting 
documents

•  Ineffective controls for 
matching invoices with 
receiving documents before 
disbursements are authorized

•  Ineffective accounting coding 
procedures may result from 
incompetent accounting per-
sonnel, inadequate chart of 
accounts, or no controls over 
the posting process

Duplicate recording and payment 
of purchases

Error:
•  A purchase is recorded when an 

invoice is received from a vendor 
and recorded again when a 
duplicate invoice is sent by the 
vendor

•  Ineffective controls over the 
input of invoices that allow 
invoices from the same vendor 
with the same invoice number 
to be processed more than once

Unrecorded disbursements Fraud:
•  In conjunction with unrecorded 

(but deposited) cash receipts, an 
employee writes and cashes an 
unrecorded check for the identical 
amount

•  Ineffective control over record 
keeping for and access to cash
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c. Compare the Details of a Sample of Recorded Disbursements in the Cash Dis-
bursements Journal to Accounts Payable Postings, Purchase Orders, Receiving 
Reports, Invoices, and Paid Checks.
Satisfactory internal control over cash disbursements requires that controls exist to pro-

vide assurance that disbursements are properly authorized. Testing cash disbursements 

involves tracing selected items back through the cash disbursements journal to original 

source documents, including vouchers, purchase orders, receiving reports, invoices, and 

paid checks. While examining these documents, the auditors have an opportunity to test 

many of the controls over cash disbursements. For example, they will notice whether all 

paid vouchers and supporting documents have been perforated or canceled. Also, they 

will determine whether agreement exists among the supporting documents and note the 

presence of all required authorization signatures. The auditors also may review the fi le 

of paid checks to test the client’s procedures for accounting for the numerical sequence 

of checks.

2. If Necessary, Revise the Risk 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 level of control risk for each fi nancial statement assertion 

regarding cash. The auditors then decide what modifi cations, if any, are necessary to 

the planned substantive procedures for cash transactions and balances.

E. Perform Further Audit Procedures—Substantive Procedures for Cash 
Transactions and Balances.
1. Obtain Analyses of Cash Balances and Reconcile Them to the General Ledger.
The auditors will prepare or obtain a schedule that lists all of the client’s cash accounts. 

For cash in bank accounts, this schedule will typically list the bank, the account number, 

the account type, and the year-end balance per books. The auditors will trace and recon-

cile all accounts to the general ledger.

2. Confi rm Cash Balances with Financial Institutions.
One of the objectives of the auditors’ work on cash is to substantiate the existence of the 

amount of cash shown on the balance sheet. A direct approach to this objective is to con-

fi rm amounts on deposit and obtain or prepare reconciliations between bank statements 

and the accounting records.

Confi rmation of amounts on deposit by direct communication with fi nancial insti-

tution offi cials is obtained in most audits. Account balances are often confi rmed with 

a standard form as illustrated by Figure 10.6. This standard confi rmation form, 
agreed to by the AICPA, the American Bankers Association, and the Bank Administration 

Institute, addresses only the client’s deposit and loan balances. Information identifying 

Primary Audit 

Objectives:

Existence           

Accuracy           

Cutoff                 

✓

✓

✓

Primary Audit 

Objectives:

Existence           

Occurrence         

Accuracy            

Cutoff                  

Rights                 ✓

✓

✓

✓

✓

   Recorded Receipts 
 Actually Actual as Recorded 
 Received Cash Received and Receipts 
Date From Receipts From Deposited Withheld

Dec. 1 Abbott $  750   $  750
 Crane 1,035 Crane $1,035 

    2 Barstow 750 Abbott 750 
 White 130 White 130 

    3 Crawford 1,575 Barstow 750 825
 Miller 400 Miller 400 

  $4,640  $3,065 $1,575
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accounts and loans and their balances is normally included on the form to assist the fi nan-

cial institution in completing it. Thus, the form is primarily used to corroborate the exis-

tence of recorded information. However, the confi rmation may also lead to the discovery 

of additional accounts or loans and, therefore, it provides limited evidence about the com-
pleteness of recorded amounts. Although the personnel at the fi nancial institution will not 

conduct a detailed search of the records, they will include information about additional 

deposits and loans that they note while completing the confi rmation.

STANDARD FORM TO CONFIRM ACCOUNT
BALANCE INFORMATION WITH FINANCIAL INSTITUTIONS

_______________________________________________________
                                        CUSTOMER NAME

We have provided to our accountants the following information as of

the close of business on _______________________, 20 _____,
regarding our deposit and loan balances. Please confirm the accuracy
of the information, noting any exceptions to the information provided.
If the balances have been left blank, please complete this form by furnishing 
the balance in the appropriate space below. *Although we do not request 
or expect you to conduct a comprehensive, detailed search of your records, 
if during the process of completing this confirmation additional information 
about other deposit and loan accounts we may have with you comes to your 
attention, please include such information below. Please use the enclosed 
envelope to return the form directly to our accountants.

ORIGINAL
To be mailed to accountant

Financial
Institution’s
Name and
Address

Security National Bank
1000 Wilshire Boulevard
Los Angeles, California 90017-3562

The Fairview Corporation

December 31       X3

1. At the close of business on the date listed above, our records indicated the following deposit balance(s):

General Account

Payroll Account

ACCOUNT NAME ACCOUNT NO. INTEREST RATE BALANCE*

133-7825

133-8765

None

None

$89,548.92

8,212.05

2. We were directly liable to the financial institution for loans at the close of business on the date listed above as follows:

121/2%

131/4%

55-8965T
Credit
 Line

ACCOUNT NO./
DESCRIPTION BALANCE* DATE DUE INTEREST RATE

DATE THROUGH WHICH
INTEREST IS PAID DESCRIPTION OF COLLATERAL

$324,877

$200,000

6/15/X7

3/31/X4

12/15/X3

12/31/X3

Furniture &
 Fixtures
Unsecured

___________________________________
       (Customer’s Authorized Signature)

_________________________
                      (Date)

The information presented above by the customer is in agreement with our records. Although we have not conducted a comprehensive, detailed search
of our records, no other deposit or loan accounts have come to our attention except as noted below.

___________________________________
    (Financial Institution Authorized Signature)

___________________________________
                              (Title)

_________________________
                      (Date)

EXCEPTIONS AND/OR COMMENTS

Douglas & Troon, CPAs
800 Hill Street
Los Angeles, CA  90014-7865

Please return this form directly to our accountants:

*Ordinarily, balances are intentionally left blank if they are not
available at the time the form is prepared.

Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants, and Bank Administration
Institute. Additional forms available from: AICPA – Order Department, P.O. Box 1003, NY, NY 10108 – 1003 0451 5951

Judith Fareri

Jeanne M. Mebus

January 16, 20X4

January 31, 20X4

Audit Inquiry Clerk

  FIGURE 10.6   Confirmation Form  

*

*Copyright © 2011 
by American Institute 
of Certifi ed Public 
Accountants. Reprinted 
by permission. All rights 
reserved.



406 Chapter Ten

Auditors must carefully consider any restrictions included as a part of confi rmation 

responses; this applies both to cash and other accounts confi rmed (e.g., receivables).  

AU-C 505 provides examples of restrictions, including:

 • Information is furnished as a matter of courtesy without a duty to do so and without 

responsibility, liability, or warranty, express or implied.

 • The reply is given solely for the purpose of the audit without any responsibility on the 

part of the respondent, its employees, or its agents, and it does not relieve the auditors 

from any other inquiry or the performance of any other duty.

 • Information is obtained from electronic data sources, which may not contain all infor-

mation in the respondent’s possession.

 • Information is not guaranteed to be accurate nor current and may be a matter of opinion.

 • The recipient may not rely upon the information in the confi rmation.

The standard suggests that while the fi rst two examples may not affect the reliabil-

ity of the response, the fi nal three may cast doubt about the completeness or accuracy 

of the confi rmed information.  When such a restriction occurs, clarifi cation of it with 

the respondent or seeking legal advice may be appropriate in such situations. If doubts 

remain, consideration of additional procedures becomes necessary.

In more and more situations, auditors confi rm balances with fi nancial institutions elec-

tronically. As indicated in the Illustrative Case above, the auditors often use a clearing 

house approach. The personnel at the fi nancial institution provide the auditors (with the 

client’s authorization) access to a secure website that contains the requested information. 

Alternatively, the information may be provided on a website controlled and maintained 

by a trusted third-party service provider. When website location and access information is 

provided by the fi nancial institution or a trusted third-party service provider, it meets the 

defi nition of a written confi rmation from a third party and may be considered appropriate. 

However, if the website location and access information is obtained only from the client 

personnel, the information cannot be considered to be confi rmed by a third party. In these 

situations, there is a risk that client personnel may create a fi ctitious website or account to 

misstate the balances being confi rmed.

The details of other fi nancial arrangements may be confi rmed with fi nancial institu-

tions, using separate confi rmation letters sent to the individual at the fi nancial institu-

tion who is responsible for the client’s fi nancial arrangements or is knowledgeable about 

those arrangements. For example, the auditors may send a separate confi rmation form 

to corroborate compensating balance arrangements or authorized check signers. These 

confi rmation forms are described in detail in Chapter 15.

Confi rmation.com provides 
an electronic service for CPAs 
and fi nancial institutions. This 

service represents the implementation of a “business plan” 
developed by Brian Fox, CPA, as a part of an assignment in a 
master’s level course.

While working as a CPA, Brian Fox identifi ed certain 
ineffi ciencies and potential for fraud inherent in the writ-
ten confi rmation process. His vision for a solution, which 
has similarities to the “Paypal” model, was to develop a 
secure clearinghouse in which both CPAs and fi nancial insti-
tutions could be assured that not only was the confi rmation 
transmission process itself secure, but also that the proper 
authorized individuals were responding.

Confi rmation.com offers both In-Network and Out-of-
Network electronic confi rmations. When an audit team 
begins its fi eldwork, they request confi rmations electroni-
cally through Confi rmation.com, which then allows the 
appropriate individuals at the banks to respond to the 
requests through the network. While the paper confi rma-
tion process ordinarily takes several weeks (at a minimum), 
electronic confi rmation replies are often received within a 
day. Currently, most large banks and thousands of CPAs use 
the In-Network services of Confi rmation.com. Confi rmation.
com’s Out-of-Network service allows electronic confi rma-
tions to be sent to banks outside of the network.

Illustrative Case Electronic Confi rmation 
of Cash and Loans
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3. Obtain or Prepare Reconciliations of Bank (Financial Institution) Accounts as 
of the Balance Sheet Date and Consider the Need to Reconcile Bank Activity for 
Additional Months.
Determining a company’s cash position at the close of the period requires a reconcilia-

tion of the balance per the bank statement at that date with the balance per the company’s 

accounting records. Even though the auditors may not be able to begin their fi eldwork 

for some time after the close of the year, they will prepare a bank reconciliation as of the 

balance sheet date or test the one prepared by the client.

If the client has made the year-end reconciliation, there is no need to duplicate the 

work. However, the auditors should examine the reconciliation in detail to satisfy them-

selves that it has been properly prepared. Inspection of a reconciliation prepared by the 

client will include verifying the arithmetical accuracy, comparing balances to the bank 

statement and ledger account, and investigating the reconciling items. The importance of 

a careful review of the client’s reconciliation is indicated by the fact that a cash shortage 

may be concealed merely by omitting a check from the outstanding check list or by pur-

posely making an error in addition on the reconciliation.

There are many satisfactory forms of bank reconciliations. The form most frequently 

used by auditors begins with balance per bank and ends with unadjusted balance per the 

accounting records. The format permits the auditors to post adjusting entries affecting 

cash directly to the bank reconciliation working paper so that the fi nal adjusted balance 

can be cross-referenced to the cash lead schedule or to the working trial balance.

The mechanics of balancing the ledger account with the bank statement by no means 

completes the auditors’ verifi cation of cash on deposit. The authenticity of the individual 

items making up the reconciliation must be established by reference to their respective 

sources. The balance per the bank statement, for example, is not accepted at face value 

but is verifi ed by direct confi rmation with the bank, as described in the preceding pages. 

Other verifi cation procedures associated with the reconciliation of the bank statement 

will now be discussed.

The auditors should investigate any checks outstanding for a long period of time (e.g., six 

months). If checks remain outstanding for long periods, internal control over cash disburse-

ments is weakened. Employees who become aware that certain checks have long been out-

standing and may never be presented have an opportunity to conceal a cash shortage merely 

by omitting the old outstanding check from the bank reconciliation. Such omissions will 

serve to increase the apparent balance of cash on deposit and may thus induce an employee 

to abstract a corresponding amount of cash on hand. It is good practice for the client to 

eliminate long-outstanding checks of this nature by an entry debiting the Cash account and 

crediting Unclaimed Wages or another special liability account. This will reduce the work 

required in bank reconciliations, as well as lessen the opportunity for fraud.

When internal control over the recording of cash receipts and disbursements is con-

sidered weak, the auditors may use additional reconciliation procedures. For example, a 

Primary Audit 

Objectives:

Existence           

Occurrence         

Accuracy            

Cutoff                 

Rights                 ✓

✓

✓

✓

✓

The need to control the 
confi rmation process is illus-
trated in the Parmalat fraud 

case. In that case, an SEC Litigation Release reports that the 
auditors received a bank confi rmation confi rming that a 
subsidiary of Parmalat held the equivalent of $4.8 billion 
(denominated in euros) in cash and marketable securities 
in a Bank of America account in New York City. The bank 
account and marketable securities did not exist.

It is believed that the auditors used Parmalat’s internal 
mail to request fi nancial information, and the confi rmation 
was intercepted by a member of management. According 
to The Wall Street Journal, prosecutors believed that the 
reply information on the fraudulent confi rmation was cre-
ated in Parmalat’s main offi ces by scanning Bank of Ameri-
ca’s logo into a computer, printing it out, and then passing 
the sheet of paper several times through a fax machine to 
make it look more authentic.

Illustrative Case Controlling Confi rmation 
Requests
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proof of cash may be prepared, which, in addition to reconciling the account balance, 

reconciles cash transactions occurring during a specifi ed period. Specifi cally, the tech-

nique is used to identify:

 • Cash receipts and disbursements recorded in the accounting records, but not on the 

bank statement.

 • Cash deposits and disbursements recorded on the bank statement, but not in the 

accounting records.

 • Cash receipts and disbursements recorded at different amounts by the bank than in the 

accounting records.

A proof of cash is essentially a fraud detection procedure that may be used for any 

months during the year.

A proof of cash for the test period of September is illustrated in Figure 10.7. Notice 

that this working paper is so organized that the fi rst and last columns reconcile the cash 

balance per bank and the balance per accounting records at the beginning of the test 

period (Column 1) and at the end of this period (Column 4). These outside columns are 

equivalent to typical monthly bank reconciliations. The two middle columns reconcile 

the bank’s record of deposits with the client’s record of cash receipts (Column 2) and the 

bank’s record of paid checks with the client’s record of cash disbursements (Column 3).

FIGURE 10.7 Proof of Cash

Traced to client’s 8/31/X1 bank statement.

Traced to client’s 9/30/X1 bank statement.

Per adding machine tape at A-4-2.

Per adding machine tape at A-4-3.

Traced to general ledger.

Footed cash receipts journal and check register for 9/X1. Accounted for numerical sequence of all checks issued
September 20X1 (26610-6792). No exceptions noted. K.W. 10/16/X1

SM
11/15/X1

A-6

Balance
8/31/X1

THE FAIRVIEW CORPORATION
Account No. 101

Proof of Cash for September 20X1
December 31, 20X1

Per Bank Statement

Deposits in Transit

  at 8/31/X1

  at 9/30/X1

Outstanding Checks

  at 8/31/X1

  at 9/30/X1

Bank Service Charge

  August

  September

Check of customer A.D.

Speeler charged back by Bank

9/12/X1, redeposited 9/12/X1

Per Books

$39,236.40 

    600.00

  (1241.00)

      4.60

$38,600.00 

Deposits

$46,001.00 

   (600.00)

    837.50

   (900.00)

$45,338.50

Checks
and

Charges

$40,362.90 

  (1241.00)

   3402.00

       4.60

     (2.80)

   (900.00)

$41,625.70 

Balance
9/30/X1

$44,874.50 

    837.50 

  (3402.00)

      2.80

$42,312.80 
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Next, consider the source of the fi gures used in this reconciliation. The amounts “per 

bank statement” are taken from the September 30 bank statement. The subsequent rows 

of deposits, checks, and other items are taken from the August and September bank rec-

onciliations, and the amounts “per books” are taken from the client’s Cash general ledger 

account and cash receipts and disbursements journals.

4. Obtain a Cutoff Bank Statement Containing Transactions of at Least Seven Busi-
ness Days Subsequent to the Balance Sheet Date.
A cutoff bank statement is a statement covering a specifi ed number of business days 

(usually 7 to 10) following the end of the client’s fi scal year. The client will request the 

bank to prepare such a statement and mail it directly to the auditors. The auditors may 

also obtain cutoff information electronically from the bank’s website. In order to accept 

this as appropriate evidence, the auditors should become satisfi ed that the website is valid. 

This information is used to test the accuracy of the year-end reconciliation of the com-

pany’s bank accounts. It allows the auditors to examine fi rsthand the checks (ordinarily 

on computer media) listed as outstanding and the details of deposits in transit on the com-

pany’s reconciliation.

With respect to checks that were shown as outstanding at year-end, the auditors should 

determine the dates on which the bank paid these checks. By noting the dates of payment 

of these checks, the auditors can determine whether the time intervals between the dates 

of the check and the time of payment by the bank were unreasonably long. Unreasonable 

delay in the presentation of these checks for payment constitutes a strong implication 

that the checks were not mailed by the client until some time after the close of the year. 

The appropriate adjusting entry in such cases consists of a debit to Cash and a credit to a 

liability account.

In examining the cutoff bank statement, the auditors will also watch for any paid 

checks issued on or before the balance sheet date but not listed as outstanding on the cli-

ent’s year-end bank reconciliation. Thus, the cutoff bank statement provides assurance 

that the amount of cash shown on the balance sheet was not overstated by omission of 

one or more checks from the list of checks outstanding.

Check 21 Act
Historically, checks have taken days to clear in large part because they have literally been 

fl own about the country in the clearing process. Under the Check Clearing for the 
21st Century Act (“Check 21 Act”) checks may be processed electronically. Elec-

tronic processing involves creating a “substitute check,” an electronic image of the origi-

nal that is processed in hours rather than days. The substitute check is the legal equivalent 

of the original check for all purposes. Under the Check 21 Act, any fi nancial institution 

in the check clearing process may truncate (destroy) paper checks and create a substitute 

check for processing.

This form of check processing has several audit implications. First, if the client’s 

checks are processed electronically, the auditors who wish to see evidence of the check 

itself must rely upon the substitute check because the original check will no longer be 

available; the substitute check may be available in paper, electronic, or both forms. Sec-

ond, it becomes virtually impossible for a client to kite checks (manipulate bank balances 

so that temporarily overstated cash balances conceal a cash shortage, as discussed later in 

this chapter) if its fi nancial institutions use this form of processing. However, the auditors 

should realize that while processing will be much faster, they should still expect recon-

ciliations to include outstanding checks, because some checks drawn near the end of the 

year may be sent through the mail, and some checks will not be promptly presented for 

payment by payees.

5. Count and List Cash on Hand.
Cash on hand ordinarily consists of undeposited cash receipts, petty cash funds, and change 

funds. The petty cash funds and change funds may be counted at any time before or after 

the balance sheet date; many auditors prefer to make a surprise count of these funds.
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The count of cash on hand is of special importance in the audit of banks and other 

fi nancial institutions. Whenever auditors make a cash count, they should insist that the 

custodian of the funds be present throughout the count. At the completion of the count, 

the auditors should obtain from the custodian a signed and dated acknowledgment that 

the funds were counted in the custodian’s presence and were returned intact by the audi-

tors. Such procedures avoid the possibility of an employee trying to explain a cash short-

age by claiming that the funds were intact when turned over to the auditors.

A fi rst step in the verifi cation of cash on hand is to establish control over all negotiable 

assets, such as cash funds, securities and other investments, notes receivable, and ware-

house receipts. Unless all negotiable assets are verifi ed at one time, an opportunity exists 

for a dishonest offi cer or employee to conceal a shortage by transferring it from one asset 

category to another.

It is not uncommon to fi nd included in cash on hand some personal checks cashed for 

the convenience of offi cers, employees, and customers. Such checks should not be entered 

in the cash receipts journal, because until they are deposited, the checks are merely sub-

stitutes for currency previously on hand. The auditors should determine that these checks 

are valid and collectible, thus qualifying for inclusion in the balance sheet fi gure for cash. 

6. Verify the Client’s Cutoff of Cash Receipts and Cash Disbursements.
An accurate cutoff of cash receipts (and of cash disbursements) at year-end is essential to 

a proper statement of cash on the balance sheet. The balance sheet fi gure for cash should 

include all cash received on the fi nal day of the year and none received subsequently. If 

the auditors can arrange to be present at the client’s offi ce at the close of business on the 

last day of the fi scal year, they will be able to verify the cutoff by counting the undepos-

ited cash receipts. It will then be impossible for the client to include in the records any 

cash received after this cutoff point without the auditor being aware of such actions.

Of course, the auditors cannot visit every client’s place of business on the last day 

of the fi scal year, nor is their presence at this time normally essential to a satisfactory 

verifi cation of cash. As an alternative to a count on the balance sheet date, auditors can 

verify the cutoff of cash receipts by determining that deposits in transit as shown on the 

year-end bank reconciliation appear as credits on the bank statement on the fi rst business 

day of the new year. Results of the auditors’ consideration of internal control will dictate 

the necessary scope of these procedures.

The auditors should be aware of possible window dressing related to cash transac-

tions. For example, if the cash receipts are not deposited daily, cash received for a few 

days after the close of the year may be included in a deposit dated as of year-end, thus 

overstating the cash balance at the balance sheet date.

Other approaches to window dressing improve but do not outright misrepresent the 

cash position. For example, a corporate offi cer who has borrowed money from the cor-

poration may repay the loan just before the end of the year and then promptly obtain the 

loan again after year-end; in such a situation, disclosure in the notes to the fi nancial state-

ments may be appropriate.

Other forms of window dressing do not require action by the auditors. Many companies 

make strenuous efforts at year-end to achieve an improved fi nancial picture by rushing ship-

ments to customers, pressing for collection of receivables, and sometimes paying liabilities 

down to an unusually low level. Such efforts to improve the fi nancial picture to be reported 

are not improper. Before giving approval to the balance sheet presentation of cash, the audi-

tors should exercise their professional judgment to determine whether the client has engaged 

in window dressing of a nature that causes the fi nancial statements to be misleading.

7. Analyze Bank Transfers for the Last Week of the Audit Year and the First Week 
of the Following Year.
The purpose of analyzing bank transfers is to disclose overstatements of cash balances 

resulting from kiting. Many businesses maintain checking accounts with a number of 
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banks and often fi nd it necessary to transfer funds from one bank to another. When a 

check drawn on one bank is deposited in another, several days (called the fl oat period) 

usually pass before the check clears the bank on which it is drawn. During this period, 

the amount of the check is included in the balance on deposit at both banks. Kiting refers 

to manipulations that utilize such temporarily overstated bank balances to conceal a cash 

shortage or meet short-term cash needs. Note that kiting is much more diffi cult in an 

environment of ever-increasing electronic transfers between accounts (rather than using 

paper checks) due to the virtual disappearance of the fl oat period.

Auditors can detect manipulations of this type by preparing a schedule of bank trans-

fers for a few days before and after the balance sheet date. This working paper lists 

all bank transfers and shows the dates that the receipt and disbursement of cash were 

recorded in the cash journals and on the bank statements. A partial illustration of a sched-

ule of bank transfers is shown below.

  Date of Date of
 Bank Accounts Disbursement Receipt

Check No. From To Amount Books Bank Books Bank

 5897 General Payroll $30,620 12/28 1/3 12/28 12/28
 6006 General Branch 4  24,018 1/2 1/4 12/30 12/30
 6029 Branch 2 General  10,000 1/3 1/5 1/3 12/31

Disclosure of Kiting
By comparing the dates on the schedule of bank transfers, auditors can determine whether 

any manipulation of the cash balance has taken place. The increase in one bank account 

and decrease in the other bank account should be recorded in the cash journals in the same 

accounting period. Notice that Check No. 6006 in the transfer schedule was recorded in the 

cash journals as a receipt on December 30 and a disbursement of  January 2. As a result of 

recording the debit and credit parts of the transaction in different accounting periods, cash 

is overstated on December 31. For the cash receipts journal to remain in balance, some 

account must have been credited on December 30 to offset the debit to Cash. If a revenue 

account was credited, the results of operations were overstated along with cash.

Kiting may also be used to conceal a cash shortage. Assume, for example, that a fi nan-

cial executive misappropriates $10,000 from a company’s general checking account. To 

conceal the shortage on December 31, the executive draws a check transferring $10,000 

from the company’s branch bank account to the general account. The executive deposits 

the transfer check in the general account on December 31, but records the transfer in the 

accounting records as occurring early in January. As of December 31, the shortage in 

the general account has been replaced, no reduction has yet been recorded in the branch 

account, and no shortage is apparent. Of course, the shortage will reappear in a few days 

when the transfer check is paid from the branch account.

A bank transfer schedule should disclose this type of kiting because the transfer 

deposit appears on the general account bank statement in December, while the transac-

tion is not recorded in the cash journals until January. Check No. 6029 in the transfer 

schedule illustrates this discrepancy. These illustrations suggest the following rules for 

determining when it is likely that a cash transfer has misstated the cash balance:

 1. The dates of recording the transfer per the books (from the cash disbursements and 

cash receipts journals, respectively) are from different fi nancial statement periods, or
 2. The date the check was recorded by the bank (either the disbursement or the receipt, 

but not both) is from the fi nancial statement period prior to when it is recorded on the 

books.

A third type of kiting uses the fl oat period to meet short-term cash needs. For example, 

assume that a business does not have suffi cient cash to meet the month-end payroll. The 

company might draw a check on its general account in one bank, deposit it in a payroll 

account in another bank, and rely upon subsequent deposits being made to the general 
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account before the transfer check is presented for payment. If the transfer is properly 

recorded in the accounting records, this form of kiting will not cause a misstatement of 

the cash balance for fi nancial reporting purposes. However, banks attempt to detect this 

practice and may not allow the customer to draw against the deposit until the check has 

cleared the other account. In some deliberate schemes to defraud banks, this type of kit-

ing has been used to create and conceal overdrafts of millions of dollars.

8. Investigate Any Checks Representing Large or Unusual Payments to Related Parties.
Any large or unusual checks payable to directors, offi cers, employees, affi liated com-

panies, or cash should be carefully reviewed by the auditors to determine whether the 

transactions (1) were properly authorized and recorded and (2) are adequately disclosed 

in the fi nancial statements.

To provide assurance that cash disbursements to related parties were authorized trans-

actions and were properly recorded, the auditors should determine that each such transac-

tion has been charged to the proper account, is supported by adequate vouchers or other 

documents, and was specifi cally approved in advance by an offi cer other than the one 

receiving the funds.

The need for fi nancial statement disclosure of transactions with related parties was dis-

cussed in Chapter 5. To determine that such transactions are adequately disclosed, the audi-

tors should obtain evidence concerning the relationship between the parties, the substance 

of each transaction (which may differ from its form), and the effect of each transaction upon 

the fi nancial statements. Disclosure of related party transactions should include the nature 

of the relationships, a description of the transactions, and the dollar amounts involved.

9. Evaluate Proper Financial Statement Presentation and Disclosure of Cash.
The balance sheet fi gure for cash should include only those amounts that are available 

for use in current operations. A bank deposit that is restricted in use (for example, cash 

deposited with a trustee for payments on long-term debt) should not be included in cash. 

Agreements to maintain compensating balances should be disclosed. The auditors must 

also make sure that the caption “Cash” or “Cash and Equivalents” on the client’s balance 

sheet corresponds to that used in the statement of cash fl ows.

To avoid a concentration of audit work shortly after the year-end, CPA fi rms try to com-

plete as many auditing procedures as possible on an interim basis during the year. The con-

sideration of internal control over cash, for example, can be performed in advance of the 

client’s year-end. The audit work on cash at year-end can then be limited to such substan-

tive procedures as a review of the client’s bank reconciliations, confi rmation of year-end 

bank balances, investigation of the year-end cutoff, and a general review of cash transac-

tions during the interval between the interim work on cash and the end of the period.

Financial Investments

The most important group of fi nancial investments, from the viewpoint of the auditors, 

consists of marketable stocks and bonds because they are found more frequently and usu-

ally are of greater dollar value than other kinds of investment holdings. Other types of 

investments often encountered include commercial paper issued by corporations, mort-

gages and trust deeds, and the cash surrender value of life insurance policies. The audi-

tors also should be concerned with derivatives that are used to hedge various fi nancial and 

operational risks or for speculation. Derivatives are fi nancial instruments that “derive” 

their value from other fi nancial instruments, underlying assets, or indexes. For example, 

a simple derivative would involve a commitment by a company to purchase a commodity 

at a certain price at some point in the future. Other derivatives are much more complex, 

involving, for example, relationships between fl uctuations in European interest rates and 

the price of copper.
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The audit of fi nancial investments can be very complex, requiring specialized skill or 

knowledge in performing audit tasks such as:

 • Identifying controls at service organizations that provide fi nancial services and are 

part of the client’s information system.

 • Obtaining an understanding of information systems for securities and derivatives that 

are highly dependent on computer technology.

 • Applying complex accounting principles to various types of fi nancial investments.

 • Understanding the methods used to determine the fair values of fi nancial investments, 

especially those that must be valued using complex valuation models.

 • Assessing inherent and control risk for assertions about derivatives used in hedging 

activities.

Therefore, the auditors may decide that the assistance of specialists either within or 

outside the fi rm is needed to assist in the audit of complex fi nancial investments.

The auditors’ objectives in the examination of fi nancial investments are to:

 1. Use the understanding of the client and its environment to assess inherent risks includ-

ing fraud risks.

 2. Obtain an understanding of internal control over investments.

 3. Assess the risks of material misstatements of investments and design further audit 

procedures that:

 a. Substantiate the existence of recorded fi nancial investments and the occurrence of 

investment transactions.

 b. Establish the completeness of fi nancial investments and investment transactions.

 c. Verify the cutoff of investment transactions.

 d. Determine that the client has rights to recorded investments.

 e. Determine that the valuation of fi nancial investments is appropriate; that is, deter-

mine that such valuation is in accordance with the cost, fair value, or equity method 

of accounting and that any unrealized appreciation or depreciation in value is 

appropriately recorded.

 f. Determine that the presentation and disclosure of fi nancial investments and real-

ized and unrealized gains and losses are appropriate.

In conjunction with their audit of fi nancial investments, the auditors will also verify 

the related accounts of interest income and dividends, accrued interest revenue, and real-

ized and unrealized gains and losses on investments.

The liquid nature of fi nancial investments that are marketable makes the potential 

for fraud high. Auditors should coordinate their cash and marketable securities audit 
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Enron used derivative con-
tracts in its energy trading 
division as one way of sig-

nifi cantly overstating its reported net income. The company 
purchased and sold long-term futures contracts for com-
modities, such as gas, for which there were no active markets 
and therefore no reliable prices to value the contracts for 

fi nancial statements. Company employees, who benefi ted 
directly from the profi ts made from the trading activities, 
priced the contracts using discretionary valuation models 
based on their own assumptions and methods. Unrealized 
trading “gains” accounted for slightly more than half of the 
company’s $1.41 billion reported pretax profi t for 2000 and 
about one-third of its reported pretax profi t for 1999.

Illustrative Case Auditing Derivative 
Transactions
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procedures to detect any possible fraud involving unauthorized substitution (e.g., the sale 

of securities to hide a cash shortage) between the accounts.

The major elements of adequate internal control over fi nancial investments include the 

following:

 • Formal investment policies that limit the nature of investments in securities and other 

fi nancial instruments.

 • An investment committee of the board of directors that authorizes and reviews fi nan-

cial investment activities for compliance with investment policies.

 • Separation of duties between the executive authorizing purchases and sales of securi-

ties and derivative instruments, the custodian of the securities, and the person main-

taining the records of investments.

 • Complete detailed records of all securities and derivative instruments owned and the 

related provisions and terms.

 • Registration of securities in the name of the company.

 • Periodic physical inspection of securities on hand by an internal auditor or an offi -

cial having no responsibility for the authorization, custody, or record keeping of 

investments.

 • Determination of appropriate accounting for complex fi nancial instruments by compe-

tent personnel.

In many concerns, segregation of the functions of custody and record keeping is 

achieved by the use of an independent safekeeping agent, such as a stockbroker, bank, 

or trust company. Since the independent agent has no direct contact with the employee 

responsible for maintaining accounting records of the investments in securities, the pos-

sibilities of concealing fraud through falsifi cation of the accounts are greatly reduced. If 

securities that exist in certifi cate form are not placed in the custody of an independent 

agent, they should be kept in a bank safe-deposit box under the joint control of two or 

more of the company’s offi cials. Joint control means that neither of the two custodians 

may have access to the securities except in the presence of the other. A list of securities 

in the box should be maintained in the box, and the deposit or withdrawal of securities 

should be recorded on this list along with the date and signatures of all persons present. 

The safe-deposit box rental should be in the name of the company, not in the name of an 

offi cer having custody of securities.

Complete detailed records of all securities and derivative instruments owned are essen-

tial to satisfactory control. These records frequently consist of a subsidiary record for 

each security and derivative instrument, with such identifying data as the exact name, face 

amount or par value, certifi cate number, number of shares, date of acquisition, name of 

broker, cost, terms, and any interest or dividend payments received. Actual interest and divi-

dends should be compared to budgeted amounts, and signifi cant variances should be inves-

tigated. The purchase and sale of investments often are entrusted to a responsible fi nancial 

executive, subject to frequent review by an investment committee of the board of directors.

An internal auditor or other responsible employee should, at frequent intervals, inspect 

the securities on hand, compare the serial numbers and other identifying data of the 

securities examined with the accounting records, and reconcile the subsidiary record for 

securities with the control account. If the entity engages in derivative transactions, the 

individual should also review the terms of derivative instruments for compliance with 

investment policies and proper fi nancial accounting and disclosure.

In some situations, the auditors may need to consider controls at a service organiza-

tion because it provides services that are part of the client’s information system. Such 

services include those that affect the initiation of transactions, accounting processing or 

accounting records, or fi nancial statement reporting. As an example, the auditors should 

be concerned about the controls of a stockbroker that initiates purchases and sales of 
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investments and reports the results to the client. As described in Chapter 8, the audi-

tors may obtain information about the controls at a service organization by reviewing 

user manuals or other systems documentation, reviewing service contracts, obtaining the 

report of a service auditor, or personally visiting the service organization.

A questionnaire used by the auditors in assessing controls relating to fi nancial invest-

ments will include questions such as the following: Does the client have investment pol-

icies that refl ect appropriate risk management? Are securities and similar instruments 

under the joint control of responsible offi cials? Are all persons having access to securities 

properly bonded? Is an independent safekeeping agent retained? Are competent person-

nel involved in reviewing and accounting for derivative instruments? Are all purchases 

and sales of securities and derivatives authorized by a fi nancial executive and reviewed 

by an investment committee of the board of directors?

Audit of Financial Investments

The following steps indicate the general pattern of work performed by the auditors in the 

audit of fi nancial investments. Selection of the most appropriate procedures for a particu-

lar audit will be guided by the nature of the controls that have been implemented and by 

the results of the auditors’ risk assessment process.

 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks related to fi nancial investments.

 B. Obtain an understanding of internal control over fi nancial investments.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Examples of tests of controls:

 a.  Trace several transactions for purchases and sales of investments through the 

accounting system.

 b. Review and test reports of investment activity prepared for the investment 

committee.

 c.  Inspect reports by internal auditors regarding their periodic inspection and 

review of securities and derivative instruments.

 d.  Inspect monthly reports on securities owned, purchased, and sold and amounts 

of revenue earned and budgeted.

 2. If necessary, revise the risk of material misstatement based on the results of tests 

of controls.

 E. Perform further audit procedures—substantive procedures for investment transactions 

and year-end balances.

 1. Obtain or prepare analyses of the investment accounts and related revenue, gain, 

and loss accounts and reconcile them to the general ledger.

 2. Inspect securities on hand and review agreements underlying derivatives.

 3. Confi rm securities and derivative instruments with holders and counterparties.

 4. Vouch selected purchases and sales of fi nancial investments during the year and 

verify the client’s cutoff of investment transactions.

 5. Review investment committee minutes and reports.

 6. Perform analytical procedures.

 7. Make independent computations of revenue from securities.

 8. Inspect documentation of management’s intent to classify derivative transactions 

as hedging activities.

 9. Evaluate the method of accounting for investments.

 10. Test the valuation of fi nancial investments.

 11. Evaluate fi nancial statement presentation and disclosure of fi nancial investments.

Internal Control 
Questionnaire
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fi nancial investments.
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As discussed earlier, the fact that securities are often very liquid signifi cantly increases 

the risk of fraud. In addition, the accounting for fi nancial investments can be very com-

plex, increasing the risk that the investments will not be valued appropriately. If client 

personnel engage in speculation, they may be motivated to use various improper tech-

niques to hide or delay reporting losses. The use of derivatives almost always increases 

the risk of material misstatement of the fi nancial statements. In assessing the risks of 

material misstatement, the auditors will consider these inherent risks in combination with 

the control risks identifi ed by the auditors’ understanding of the client and its environ-

ment and tests of controls over investments.

Some of the risks of material misstatement identifi ed by the auditors may be consid-

ered to be signifi cant risks that require special audit consideration. As an example, if the 

client uses foreign currency futures contracts to hedge its exposure to foreign investments 

and does not have accounting personnel with adequate knowledge of the related account-

ing standards, the auditors may decide to evaluate the accounting for all or most of the 

transactions occurring during the period.

Figure 10.8 provides illustrations of typical errors and fraud that the auditors might 

identify and assess in the audit of fi nancial investments. Such misstatements may arise 

due to improper valuation, unauthorized transactions, or inadequate disclosure of such 

matters as derivative trading activities.

AICPA AU-C 501 (PCAOB 332) provides guidance on auditing fi nancial investments, 

including the types of substantive procedures that are typically performed. Figure 10.9 

presents these substantive procedures, which are described in the next section.

1. Obtain or Prepare Analyses of the Investment Accounts and Related Revenue, 
Gain, and Loss Accounts and Reconcile Them to the General Ledger.
The analysis of fi nancial investments will show the beginning and ending balances for the 

year, purchases and sales of investments during the year, interest and dividends earned, 

and realized and unrealized gains and losses. The auditors may verify the beginning bal-

ances of investments by reference to the prior year’s audit working papers. If numerous 

purchases and sales of investments have occurred during the year, separate schedules of 
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FIGURE 10.8 Potential Misstatements—Financial Investments

Description of Misstatement Examples

Internal Control Weaknesses or 
Factors That Increase the Risk 

of the Misstatement

Misstatement of 
recorded value 
of investments

Error:
•  Failure to record changes in 

market values of investments
Fraud:
•  Misstatement of the value of 

closely held investment
•  Recording fi ctitious securities

•  Inadequate accounting manual; 
incompetent accounting 
personnel

•  Ineffective board of directors, 
audit committee, or internal 
audit function; “tone at the 
top” not conducive to ethical 
conduct; undue pressure to 
meet earnings targets

Unauthorized 
investment 
transactions

Fraud:
•  An employee with access to 

securities converts them for 
personal use

•  Inadequate segregation of duties 
of record keeping for and custody 
of securities

Incomplete recording 
of investments

Error:
•  Failure to record derivative 

agreements that are embedded 
in other agreements

•  Inadequate accounting manual; 
incompetent accounting 
personnel

•  Inadequate monitoring by 
internal auditors
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those transactions may support an overall summary schedule of investments. The audi-

tors will make certain that totals on the schedules agree with totals recorded in the gen-

eral ledger.

2. Inspect Securities on Hand and Review Agreements Underlying Derivatives.
The auditors will count securities held by the client at year-end, verify that the securities 

are registered in the company’s name, and record in the working papers a description 

of the securities, including the serial numbers. When the client’s records indicate that a 

particular security has been held since the last audit, the auditors may compare the serial 

number of the certifi cate with that shown in the prior year’s working papers. This will 

allow the auditors to detect securities that have been sold without authorization during the 

year and replaced before this year’s audit.

While the count of securities ideally is made at the balance sheet date, concurrently 

with the count of cash and other negotiable instruments, this is not always possible. When 

not possible, if the securities are kept in a bank safe-deposit box, the client may instruct 

the bank in writing on the balance sheet date that no one is to have access to the box 

unless accompanied by the auditors. This arrangement makes it possible to count the 

securities at a more convenient time after the balance sheet date. Also, banks maintain 

records of access to safe-deposit boxes that can be examined by the auditors to determine 

who has had access to the box and at what dates. A representative of the client should be 

present when the auditors count the securities, and that individual should acknowledge in 

writing that the securities were returned intact.

The auditors will also review and analyze the derivative instruments and other agree-

ments that may contain embedded derivatives. For example, a loan agreement might con-

tain a provision to swap a fi xed interest rate for a variable interest rate under certain 

circumstances. This analysis is designed to determine that all derivatives are properly 

recorded and valued in the fi nancial statements.

3. Confi rm Securities and Derivative Instruments with Holders and Counterparties.
Client-owned securities and other fi nancial instruments will often be in the hands 

of brokers or banks for safekeeping. In such cases, the auditors send a confi rmation 

request, signed by the client, to the holders of the investments to determine existence 
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FIGURE 10.9 Objectives of Major Substantive Procedures for Financial Investments

Substantive Procedures Primary Audit Objectives

Obtain analysis of investments and related accounts 
and reconcile to ledger.

Existence and rights
Occurrence

Inspect securities on hand and review agreements 
underlying derivatives.

Confi rm securities and derivative instruments with 
holders and counterparties.

Vouch selected purchases and sales of investments 
during the year.

Verify the client’s cutoff of investment transactions.

Existence and rights
Occurrence and accuracy
Completeness
Cutoff
Valuation

Review investment committee minutes and reports. Completeness

Perform analytical procedures.
Make independent computations of revenue from 

securities.

Existence
Rights
Occurrence
Completeness

Inspect documentation of management’s intent to 
classify derivative transactions as hedges.

Evaluate the method of accounting for investments.
Test the valuation of fi nancial investments.

Valuation
Presentation

Evaluate fi nancial statement presentation and 
disclosure of fi nancial investments.

Presentation
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and ownership. If the broker or bank initiates investment transactions and maintains the 

related accountability for them, or records investment transactions and processes the 

related data, the auditors should consider obtaining a service auditor’s report on the pro-

cessing of transactions, as described in Chapter 8. The auditors also often confi rm the 

terms of derivative instruments with the counterparties—the other parties obligated under 

the agreements.

As with cash information from fi nancial institutions, the auditors may decide to get 

evidence about the client’s securities electronically. This approach is appropriate provid-

ing that the auditors can be assured that the information is obtained from a valid website 

without possibility of client manipulation.

4. Vouch Selected Purchases and Sales of Financial Investments during the Year and 
Verify the Client’s Cutoff of Investment Transactions.
To determine that investments purchased and sold during the period are recorded prop-

erly, the auditors vouch a sample of transactions by reference to brokers’ advices and 

cash records. In addition, they review transactions for one or two weeks after the balance 

sheet date to ensure a correct cutoff of transactions. Sometimes sales occur shortly before 

the balance sheet date but go unrecorded until the securities are delivered to the broker 

early in the next period. Also, inspection and confi rmation procedures will help ensure a 

proper cutoff of securities transactions.

5. Review Investment Committee Minutes and Reports.
Review of investment committee minutes and reports may disclose unrecorded purchases 

and sales of securities or other fi nancial instruments. This procedure is especially impor-

tant if the client uses derivatives because transactions giving rise to derivatives may not 

involve the payment or receipt of cash. For example, if a client engages in a foreign 

exchange forward contract, there may be no exchange of cash at the time the contract is 

executed. In addition, derivatives may be embedded in other fi nancial instruments such 

as a loan agreement.

6. Perform Analytical Procedures or Make Independent Computations.
The auditors can use analytical procedures to test the reasonableness of the amounts of 

recorded dividend and interest income, or they can verify the amounts by independent 

computation. Dividends that should have been received and recorded can be computed 

by referring to dividend record books published by investment advisory services. 

These books show dividend declarations, amounts, and payment dates for all listed 

stocks. Interest earned on bonds and notes also can be computed independently by the 

auditors and compared with recorded amounts in the client’s records. This provides 

evidence that investment income has not been embezzled, the client actually owns the 

securities recorded in the accounting records, and there are no unrecorded derivative 

instruments.

7. Inspect Documentation of Management’s Intent to Classify Derivative Transac-
tions as Hedging Activities.
To account for a derivative instrument as a hedge of an asset, liability, or future transac-

tion, management must establish at inception the intent to hedge, the method to be used 

to assess its effectiveness as a hedge, and the measurement approach for determining 

the ineffective portion of the hedge. Therefore, review of the documentation of manage-

ment’s intent is essential to the audit of the client’s accounting for derivative instruments.

8. Evaluate the Accounting Methods Used and Test the Valuation.
Organizations have an option in reporting fi nancial investments because they may 

either follow the guidance in FASB ASC 320 or elect the fair value option.1 FASB 
ASC 320 divides securities into three portfolios—trading securities, available-for-sale 
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securities, and held-to-maturity securities. Securities in both the trading and available-
for-sale portfolios are valued at their current market values. Any unrealized gains and 

losses on securities in the trading portfolio are recorded in the income statement; unre-

alized gains and losses on securities classifi ed as available-for-sale are excluded from 

net income and reported in other comprehensive income in stockholders’ equity until 

they are realized. Professional standards allow companies to elect the fair value option 

for all securities; the fair value option results in unrealized income and losses being 

recorded on the income statement (as is always the case with trading securities).

Accounting for derivative instruments is guided by FASB ASC 815 and FASB ASC 825. 

Under FASB ASC 815, all  derivative instruments are valued at their fair values, but the 

unrealized gains or losses are accounted for differently depending on whether or not the 

instruments are classifi ed as hedges. Unrealized gains or losses on the effective portions of 

hedges of recorded assets or liabilities are offset by related increases and decreases in the 

hedged assets or liabilities. Unrealized gains or losses on the effective portions of hedges of 

future transactions are recorded as part of other comprehensive income in the client’s fi nan-

cial statements. Such gains or losses become adjustments to the recording of the hedged 

transactions when they occur. Finally, under FASB ASC 815, unrealized gains or losses on 

the inef fective portions of hedge derivatives and nonhedge derivatives are recorded as a 

part of net earnings in the client’s fi nancial statements. As is the case with other securities, 

FASB ASC 825 allows an option to companies to choose to use fair value accounting 

rather than the approach outlined in FASB ASC 815.

The fair value of securities and derivatives in many situations may be obtained 

by reference to sales prices on organized exchanges. If there is not an active market 

for the securities or derivatives, fair value may be deduced from active markets for 

similar instruments. However, to use prices from similar markets, the auditors should 

consider whether adjustments are needed for differences between the instrument being 

traded in the market and the instrument being valued. Finally, if no active market is 

available to value the security or derivative, management may have to use a valuation 

model, such as the Black Scholes option pricing model. In these situations, the audi-

tors should evaluate the reasonableness of the signifi cant assumptions underlying the 

model. Chapter 5 provides a more detailed discussion of audits of assets valued at fair 

values.

To audit the fair values of marketable securities or derivatives, current market prices 

can be obtained by reference to quotes in fi nancial publications, such as The Wall Street 
Journal or various sources on the Internet, or by obtaining representations from securi-

ties brokers. If a security or derivative has no active market, management may obtain 

an appraisal of fair value from a securities appraiser. In such cases, the auditors should 

refer to AICPA AU-C 620 (PCAOB 336), which requires that they consider the profes-

sional qualifi cations and reputation of the appraiser and obtain an understanding of the 

methods and assumptions used. When a valuation model, such as an option-pricing 

model, is used, the auditors should assess the reasonableness and appropriateness of 

the model and evaluate the reasonableness of the underlying assumptions. The audi-

tors should determine that the model considers all aspects of risk, such as counterparty 

credit risk, risk of adverse changes in market factors, and risk of losses from legal or 

regulatory action.

For derivatives classifi ed as hedges, the auditors should satisfy themselves as to the 

continued effectiveness of the derivative as a hedge and determine that the gains and 

losses from the effective and ineffective portions of the hedge are appropriately classifi ed.

If the company has the positive intent and ability to hold marketable debt securities to 

maturity, they may be classifi ed as held-to-maturity and valued at cost, net of any unam-

ortized discount or premium. Nonmarketable securities also are usually valued at cost. 

When the cost method is used, the auditors determine the value by vouching the original 

purchase and recomputing any unamortized discount or premium. To determine that there 

is no permanent decline in value of the investment, the auditors will obtain information 

about its current market value.
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Investments in common stock that give the investor company the ability to exercise 

signifi cant infl uence over operating and fi nancial policies of the investee require use 

of the equity method of accounting. Ownership of 20 percent of the voting stock of an 

investee is used as a general indication of ability to exert infl uence in the absence of 

evidence to the contrary. Such factors as investor representation on the investee’s board 

of directors and material intercompany transactions also suggest an ability to exercise 

infl uence.

When auditing an investment accounted for by the equity method, the auditors should 

verify that the investment was properly recorded initially. They also should obtain evi-

dence regarding subsequent amounts of income from the investment and other adjust-

ments to the investment account. This evidence is usually obtained from audited fi nancial 

statements of the investee.

If the audited fi nancial statements of an investee are not available for the period cov-

ered by the independent auditors’ report on the investor, the auditors should perform a 

suffi cient investigation of the investee’s fi nancial statements to determine the fairness of 

amounts recorded by the investor. In some cases, this might involve performing audit 

procedures at the investee’s place of business.

If the auditors fi nd evidence of impairment of the value of any investment, it should be 

written down to its net realizable value.

9.  Evaluate Financial Statement Presentation and Disclosure of Financial Investments.
Auditing the presentation and disclosure of fi nancial investments varies depending on 

whether a company has adopted the fair value option for valuation. If the company has 

not adopted the option, the auditors should determine that investments are properly sepa-

rated into short-term and long-term portfolios. In addition, generally accepted account-

ing principles require the disclosure of the method of accounting for the securities and 

aggregate market values of the various portfolios. Disclosure also must be provided as to 

the amount of realized and unrealized gains and losses, as well as the allowance for mar-

ket decline of both the current and long-term portfolios. Finally, the fi nancial statements 

should disclose the details about debt and equity securities and derivative instruments 

held at year-end.

If the company adopts the fair value option, the auditors should determine that the dis-

closures are made in accordance with the appropriate accounting standards. The required 

disclosures are based largely on the manner in which the fair value hierarchy has been 

implemented (Chapter 5 presents a discussion of the fair value hierarchy).
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backed securities prior to 2007. A mortgage-backed security 
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rates, it is easy to see the challenges that auditors faced with 
evaluating management’s assertions about the fair values of 
these mortgage-based securities.

Illustrative Case The Mortgage Crisis
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Chapter 
Summary

This chapter described the fundamental controls over cash receipts and disbursements and 

fi nancial investments. It also explained how the auditors design tests of controls for cash 

and fi nancial investments and substantive procedures for these accounts. To summarize:

 1. Since cash generally has a high degree of inherent risk, more audit time is devoted to 

the audit of the account than is indicated by its dollar amount.

 2. Internal control over cash receipts should provide assurance that all cash received 

is recorded promptly and accurately. Control over cash sales is strongest when two 

or more employees participate in each transaction, or when a cash register or an 

electronic point-of-sale system controls collections. When cash receipts consist of 

checks received through the mail, the receipts should be listed and controlled by per-

sonnel who do not maintain cash or accounts receivable records. The control listing 

should be reconciled to the entries in the cash receipts journal and deposit records 

from the fi nancial institution.

 3. Internal control over cash disbursements is best achieved when all payments are made 

by check or well-controlled electronic funds transfers, except for payment of minor 

items from petty cash funds. Separation of the functions of preparing the payments 

and signing the checks tends to prevent errors and fraud in cash disbursements.

 4. The principal objectives of the substantive procedures for cash are to (a) substantiate 

the existence of recorded cash and the occurrence of cash transactions; (b) determine 

the accuracy of cash transactions; (c) establish the completeness of recorded cash; 

(d) verify the cutoff of cash transactions; (e) determine that the client has rights to 

recorded cash; and (f) evaluate the adequacy of the presentation and disclosure of the 

cash accounts. A primary substantive procedure for cash is confi rmation of the bal-

ances of the company’s accounts with fi nancial institutions.

 5. The high value and liquid nature of many fi nancial investments make the separa-

tion of the authorization, custody, and record keeping functions especially important. 

In addition, securities should be registered in the name of the company; complete, 

detailed records of securities should be maintained; and securities should be physi-

cally inspected periodically. Derivative instruments are fi nancial investments that 

may present signifi cant risks because of the complex accounting and valuation prin-

ciples that are applicable.

 6. Auditors often vouch investment transactions during the year and inspect securities 

on hand at year-end. The liquid nature of many investments in securities makes cut-

off tests especially important. Appropriate accounting for securities and derivatives is 

very complex and depends on the nature of the instrument and management’s intent. 

Therefore, in auditing the valuation of certain fi nancial investments, the auditors may 

use the work of a specialist, such as a security appraiser.

Brokers’ advice (418) A notifi cation sent by a stockbrokerage fi rm to a customer reporting the terms 

of a purchase or sale of securities.

Canceled checks (401) A check the amount of which has been subtracted from the depositor’s account 

and has been marked as “canceled” by a fi nancial institution. A canceled check has been endorsed by the 

payee and paid by the drawee fi nancial institution. A canceled check is in contrast to a voided check, a 

check which has not been processed and will not be.

Check Clearing for the 21st Century Act (“Check 21 Act”) (409) This act allows fi nancial 

institutions to create and process electronic “substitute checks” in place of customer written hard-copy 

checks. The purpose of this act is to decrease the time for check clearing.

Cutoff bank statement (409) A bank statement covering a specifi ed number of business days (usually 

7 to 10) after the client’s balance sheet date. Auditors use this statement to determine that checks issued 

on or before the balance sheet date and paid during the cutoff period were listed as outstanding on the 

year-end bank reconciliation. Another use is to determine that reconciling items shown on the year-end 

bank reconciliation have cleared the bank within a reasonable amount of time.

Key Terms 
Introduced or 
Emphasized in 
Chapter 10
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Derivatives (417) Financial instruments that “derive” their value from other fi nancial instruments, 

underlying assets, or indexes. Examples are options, forward contracts, and futures contracts.

Dividend record book (418) A reference book published monthly by investment advisory services 

reporting detailed information concerning all listed and many unlisted securities; includes dividend 

dates and amounts, current prices of securities, and other condensed fi nancial data.

Electronic data interchange (EDI) (392) A computer network between companies that allows 

the interchange of data from one company’s computer to the other’s (e.g., allows purchases and sales 

between two fi rms to be processed electronically).

Electronic funds transfer (EFT) system (392) A computer system that transmits and processes funds-

related cash disbursement and receipt transactions. Increasingly, companies are electronically transferring 

funds between bank accounts rather than issuing checks. See also electronic data interchange.

Kiting (410) Manipulations causing an amount of cash to be included simultaneously in the balance 

of two or more bank accounts. Kiting schemes are based on the fl oat period—the time necessary for a 

check deposited in one bank to clear the bank on which it was drawn.

Lockbox (392) A post offi ce box controlled by a company’s bank at which cash remittances from 

customers are received. The bank picks up the remittances, immediately credits the cash to the company’s 

bank account, and forwards the remittance advices to the company.

Proof of cash (408) An audit procedure that reconciles the bank’s record of cash activity with the 

client’s accounting records for a test period. The working paper used for the proof of cash is a four-

column bank reconciliation.

Standard confi rmation form (404) A confi rmation form, agreed to by the AICPA, the American 

Bankers Association, and the Bank Administration Institute, that is designed to provide corroborating 

evidence about the client’s account balances and outstanding loans.

Voided check (393) A check that is not negotiable (null and void). A voided check usually results 

from an error in preparing the check.  In contrast a canceled check is one that has been paid by the bank.

Voucher (394) A document authorizing a cash disbursement. A voucher usually provides space for 

employees to initial after they have performed approval functions. (The term voucher may also be 

applied to the group of documents supporting a cash disbursement.)

Voucher register (394) A special journal used to record the liabilities for payment originating in a voucher 

system. The debit entries are the cost distribution of the transaction, and the credits are Vouchers Payable. 

Every transaction recorded in a voucher register corresponds to a voucher authorizing future payment of cash.

Window dressing (410) Action taken by the client shortly before the balance sheet date to improve 

the fi nancial picture presented in the fi nancial statements.

 10–1. Describe circumstances that might cause the auditors to identify understatement of assets as a 

signifi cant audit risk.

 10–2. Give two reasons audit work on cash is likely to be more extensive than might appear to be 

justifi ed by the relative amount of the balance sheet fi gure for cash.

 10–3. “If the auditors discover any evidence of employee fraud during their work on cash, they 

should extend their investigation as far as necessary to develop a complete set of facts, regard-

less of whether the amounts involved are or are not material.” Do you agree with the quoted 

statement? Explain.

 10–4. It is sometimes said that audit work on cash is facilitated by the existence of two independent 

records of the client’s cash transactions, which are available for comparison by the auditors. 

Identify these two independent records.

 10–5. Explain how a lockbox system contributes to internal control over cash receipts.

 10–6. The auditors’ work on cash may include preparing a description of controls and performing 

tests of controls. Which of these two steps should be performed fi rst? What is the purpose of 

tests of controls?

 10–7. State one broad general objective of internal control over each of the following: cash receipts, 

cash disbursements, and cash balances.

 10–8. Among the departments of J-R Company are a purchasing department, receiving depart-

ment, accounting department, and fi nance department. If you were preparing a fl owchart of a 

voucher system to be installed by the company, in which department would you show:

 a. The assembling of the purchase order, receiving report, and vendor’s invoice to determine 

that these documents are in agreement?

 b. The preparation of a check?

Review 
Questions
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 c. The signing of a check?

 d. The mailing of a check to the payee?

 e. The perforation of the voucher and supporting documents?

 10–9. Describe the audit implications of the Check Clearing for the 21st Century Act.

 10–10. During your audit of a small manufacturing fi rm, you fi nd numerous checks for large amounts 

drawn payable to the treasurer and charged to the Miscellaneous Expense account. Does this 

require any action by the auditor? Explain.

 10–11. Prepare an example of lapping of cash receipts, showing actual transactions and the cash 

receipts journal entries.

 10–12. During your reconciliation of bank accounts in an audit, you fi nd that a number of checks for 

small amounts have been outstanding for more than a year. Does this situation call for any 

action by the auditor? Explain.

 10–13. What information do CPAs request from a fi nancial institution on the standard confi rmation form?

 10–14. How can the auditors corroborate compensating balance arrangements?

 10–15. What action should be taken by the auditors when the count of cash on hand discloses a shortage?

 10–16. Explain the objectives of each of the following audit procedures for cash:

 a. Obtain a cutoff bank statement subsequent to the balance sheet date.

 b. Compare paid checks returned with the bank statement to the list of outstanding checks in 

the previous reconciliation.

 c. Trace all bank transfers during the last week of the audit year and the fi rst week of the fol-

lowing year.

 d. Investigate any checks representing large or unusual payments to related parties.

 10–17. Explain two procedures by which auditors may verify the client’s cutoff of cash receipts.

 10–18. What is the meaning of the term window dressing when used in connection with year-end 

fi nancial statements? How might the term be related to the making of loans by a corporation 

to one or more of its executives?

 10–19. An audit client that has never before invested in securities recently acquired more than a mil-

lion dollars in cash from the sale of real estate no longer used in operations. The president 

intends to invest this money in marketable securities until such time as the opportunity arises 

for advantageous acquisition of a new plant site. He asks you to enumerate the principal fac-

tors you would recommend to create strong internal control over marketable securities.

 10–20. A well-fi nanced audit client of your CPA fi rm invests large amounts in marketable securities. 

As part of its internal control, the company uses a monthly report of securities transactions. 

The report is prepared by the controller and presented to the investment committee of the 

board of directors. What information should this report contain?

 10–21. What information should be noted by the auditors during their inspection of securities on hand?

 10–22. Salvador Corporation made an investment in Letter.com, Inc., in exchange for 100,000 options 

to purchase Letter.com’s stock at $20 per share. Since the stock options are not marketable, 

Salvador’s management has this derivative valued by a security appraiser. The appraiser uses 

an option-pricing model to determine the fair value of the derivative for the fi nancial state-

ments. Describe how you would audit the valuation of the stock options.

 10–23. In what ways can the audit of fi nancial investments present special risks requiring specialized 

skill and knowledge?

 10–24. How can the auditors determine that all dividends applicable to marketable securities owned 

by the client have been received and recorded?

 10–25. If a security or derivative is not marketable, how do the auditors typically obtain evidence 

about the fair value of the instrument?

 10–26. Fluid Controls, Inc., a manufacturing company, has retained you to perform an audit for the 

year ended December 31. Prior to the year-end, you begin to obtain an understanding of the 

new client’s controls over business processes related to the cash account.

You fi nd that nearly all the company’s cash receipts are in the form of checks received 

through the mail, but there is no prelisting of cash receipts before they are recorded in the 

accounts. Also, the incoming mail is opened either by the cashier or by the employee main-

taining the accounts receivable subsidiary ledger, depending on which employee has time 

LO 10-3Questions 
Requiring 
Analysis
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available. The controller stresses the necessity of fl exibility in assignment of duties to the 

20 employees comprising the offi ce staff, in order to keep all employees busy and achieve 

maximum economy of operation.

 a. Explain how prelisting of cash receipts strengthens internal control.

 b. List specifi c duties that should not be performed by an employee assigned to prelist the 

cash receipts in order to avoid any opportunity for that employee to conceal embezzlement 

of cash receipts.

(AICPA, adapted)

 10–27. Henry Mills is responsible for preparing checks, recording cash disbursements, and preparing 

bank reconciliations for Signet Corporation. While reconciling the October bank statement, 

Mills noticed that several checks totaling $937 had been outstanding for more than one year. 

Concluding that these checks would never be presented for payments, Mills prepared a check for 

$937 payable to himself, forged the treasurer’s signature, and cashed the check. Mills made no 

entry in the accounts for this disbursement and attempted to conceal the theft by destroying the 

forged check and omitting the long-outstanding checks from subsequent bank reconciliations.

 a. Identify the weaknesses in Signet Corporation’s internal control.

 b. Explain several audit procedures that might disclose the fraudulent disbursement.

 10–28. During the fi rst few months of the year, John Smith, the cashier in a small company, was 

engaged in lapping operations. However, he was able to restore the amount of cash “bor-

rowed” by March 31, and he refrained from any fraudulent acts after that date. Will the year-

end audit probably lead to the discovery of his lapping activities? Explain.

 10–29. An assistant auditor received the following instructions from her supervisor: “Here is a cutoff 

bank statement covering the fi rst seven business days of January. Compare the paid checks 

returned with the statement and dated December 31 or earlier with the list of checks outstand-

ing at December 31.” What type of fraud might this audit procedure bring to light? Explain.

 10–30. “When auditors are verifying a client’s bank reconciliation, they are particularly concerned 

with the possibility that the list of outstanding checks may include a nonexistent or fi ctitious 

check, and they also are concerned with the possibility of omission from the reconciliation of 

a deposit in transit.” Criticize the above quotation and revise it into an accurate statement.

 10–31. In the audit of a client with a fi scal year ending December 31, the CPAs obtain a January 10 

bank statement directly from the bank. Explain how this cutoff bank statement will be used:

 a. In the review of the December 31 bank reconciliation.

 b. To obtain other audit information.

 10–32. In the audit of Wheat, Inc., for the year ended December 31, you discover that the client had been 

drawing checks as creditors’ invoices became due but had not been mailing the checks immedi-

ately. Because of a working capital shortage, some checks have been held for two or three weeks.

The client’s controller informs you that unmailed checks totaling $48,500 were on hand 

at December 31 of the current year. He states that these December-dated checks had been 

entered in the cash disbursements journal and charged to the respective creditors’ accounts in 

December because the checks were prenumbered. However, these checks were not actually 

mailed until early January. The controller wants to adjust the cash balance and accounts pay-

able at December 31 by $48,500 because the Cash account had a credit balance. He objects to 

submitting to his bank your audit report showing an overdraft of cash.

Discuss the propriety of adjusting the cash balance and accounts payable by the indicated 

amount of outstanding checks.

 10–33. Explain how each of the following items would appear in a four-column proof of cash for the 

month of November. Assume the format of the proof of cash begins with bank balances and 

ends with the unadjusted balances per the accounting records.

 a. Outstanding checks at November 30.

 b. Deposits-in-transit at October 31.

 c. Check issued and paid in November, drawn payable to Cash.

 d. The bank returned $1,800 in NSF checks deposited by the client in November; the client 

redeposited $1,450 of these checks in November and $350 in December, making no addi-

tional entries in the accounting records.

 10–34. During the current year, the management of Hanover, Inc., entered into a futures contract to 

hedge the price of silver that will be needed for next year’s production. The contract, which 

Required:
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is held by Hanover’s commodity broker, is marketable and exchanged on the CME Globex 

Exchange.

 a. Describe the types of controls that should be established by a company that engages in 

derivative trading.

 b. List the substantive procedures that the auditors would use to audit this derivative.

 10–35. During your audit of Miles Company, you prepared the following bank transfer schedule:

MILES COMPANY 
Bank Transfer Schedule 

December 31, 20X1

  Date Date

Check Bank Accounts Disbursed Deposited

Number From To Amount Books Bank Books Bank

2020 1st Natl. Suburban $32,000 1/4 1/5 12/31 1/3
2021 1st Natl. Capital 21,000 12/31 1/4 12/31 1/3
3271 2nd State Suburban 6,700 1/3 1/5 1/3 12/30
0659 Midtown Suburban 5,500 12/30 1/5 12/30 1/3

 a. Describe the purpose of a bank transfer schedule.

 b. Identify those transfers that should be investigated and explain the reason.

(AICPA, adapted)

 10–36. You are the auditor in charge of the audit of Steffens Corporation. In the audit of invest-

ments, you have just been given the following list of securities held by Steffens Corporation at 

December 31, 20X3.

STEFFENS CORPORATION 
Schedule of Marketable Securities 

December 31, 20X3

 Market Value December 31

10,000 shares of Microsoft Corp. $521,000 
6,000 shares of General Motors Corp. 194,000 
8,000 shares of Beta Corporation (not publicly traded) 
400 Hilton 5% Convertible Bonds 361,000

 a. Identify the potential audit problems that may be indicated by the schedule.

 b. To value the shares of Beta Corporation, management has employed a securities valuation 

fi rm. Explain the audit considerations involved in auditing the value developed by the 

valuation fi rm.

Required:
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Required:
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Required:

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

 10–37. Multiple Choice Questions

Select the best answer for each of the following situations and give reasons for your choice.

 a. Which of the following controls would most likely reduce the risk of diversion of customer 

receipts by a client’s employees?

 (1) A bank lockbox system.

 (2) Prenumbered remittance advices.

 (3) Monthly bank reconciliations.

 (4) Daily deposit of cash receipts.

 b. To provide assurance that each voucher is submitted and paid only once, the auditors most 

likely would examine a sample of paid vouchers and determine whether each voucher is:

 (1) Supported by a vendor’s invoice.

 (2) Stamped “paid” by the check signer.

 (3) Prenumbered and accounted for.

 (4) Approved for authorized purchases.

LO 10-3

LO 10-3

Objective 
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 c. In testing controls over cash disbursements, the auditors most likely would determine that 

the person who signs checks also:

 (1) Reviews the monthly bank reconciliation.

 (2) Returns the checks to accounts payable.

 (3) Is denied access to the supporting documents.

 (4) Is responsible for mailing the checks.

 d. To gather evidence regarding the balance per bank in a bank reconciliation, the auditors 

would examine any of the following except:

 (1) Cutoff bank statement.

 (2) Year-end bank statement.

 (3) Bank confi rmation.

 (4) General ledger.

 e. You have been assigned to the year-end audit of a fi nancial institution and are planning the 

timing of audit procedures relating to cash. You decide that it would be preferable to:

 (1) Count the cash in advance of the balance sheet date in order to disclose any kiting 

operations at year-end.

 (2) Coordinate the count of cash with the cutoff of accounts payable.

 (3) Coordinate the count of cash with the count of marketable securities and other nego-

tiable assets.

 (4) Count the cash immediately upon the return of the confi rmation letters from the fi nan-

cial institution.

 f. Which of the following procedures would the auditors most likely perform to test controls 

relating to management’s assertion about the completeness of cash receipts for cash sales 

at a retail outlet?

 (1) Observe the consistency of the employees’ use of cash registers and tapes.

 (2) Inquire about employees’ access to recorded but undeposited cash.

 (3) Trace deposits in the cash receipts journal to the cash balance in the general ledger.

 (4) Compare the cash balance in the general ledger with the bank confi rmation request.

 g. Reconciliation of the bank account should not be performed by an individual who also:

 (1) Processes cash disbursements.

 (2) Has custody of securities.

 (3) Prepares the cash budget.

 (4) Reviews inventory reports.

 h. The auditors suspect that a client’s cashier is misappropriating cash receipts for personal 

use by lapping customer checks received in the mail. In attempting to uncover this embez-

zlement scheme, the auditors most likely would compare the:

 (1) Details of bank deposit slips with details of credits to customer accounts.

 (2) Daily cash summaries with the sums of the cash receipts journal entries.

 (3) Individual bank deposit slips with the details of the monthly bank statements.

 (4) Dates uncollectible accounts are authorized to be written off with the dates the write-

offs are actually recorded.

 i. In order to guard against the misappropriation of company-owned marketable securities, 

which of the following is the best course of action that can be taken by a company with a 

large portfolio of marketable securities?

 (1) Require that one trustworthy and bonded employee be responsible for access to the 

safekeeping area where securities are kept.

 (2) Require that employees who enter and leave the safekeeping area sign and record in a 

log the exact reason for their access.

 (3) Require that employees involved in the safekeeping function maintain a subsidiary 

control ledger for securities on a current basis.

 (4) Require that the safekeeping function for securities be assigned to a bank or stockbro-

ker that will act as a custodial agent.

 j. Hall Company had large amounts of funds to invest on a temporary basis. The board of 

directors decided to purchase securities and derivatives and assigned the future purchase 
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and sale decisions to a responsible fi nancial executive. The best person or persons to make 

periodic reviews of the investment activity would be:

 (1) An investment committee of the board of directors.

 (2) The chief operating offi cer.

 (3) The corporate controller.

 (4) The treasurer.

 k. The auditors who physically examine securities should insist that a client representative be 

present in order to:

 (1) Detect fraudulent securities.

 (2) Lend authority to the auditors’ directives.

 (3) Acknowledge the receipt of securities returned.

 (4) Coordinate the return of securities to the proper locations.

 l. The best way to verify the amounts of dividend revenue received during the year is:

 (1) Recomputation.

 (2) Verifi cation by reference to dividend record books.

 (3) Confi rmation with dividend-paying companies.

 (4) Examination of cash disbursements records.

 10–38. Simulation

You are working on your fi rm’s fi fth audit of SSC. The previous audits have all resulted in 

standard unqualifi ed audit reports. Read the following write-up from your audit fi les concern-

ing SSC and its industry, and then reply to the questions that follow.

Company Information

In 20X1, Gary Sherwood founded Sherwood Stone Company (SSC). In the middle of its 

second year of existence, the company completed development of a large extraction pit area 

and constructed an aggregate processing plant that is equipped to crush, screen, and wash 

aggregate products. By 20X4, the sand and gravel operation was profi table and growing mar-

ket conditions justifi ed modifi cations and expansion. Currently, SSC produces a wide range 

of sand and stone products from its pit near Bisbee, Arizona. The materials it develops are 

composed of sand and stone materials for commercial construction and highway projects.

SSC sells to a wide variety of commercial and governmental customers, with only one of 

its numerous customers—Wingo Corporation—accounting for more than 5 percent of total 

sales. In total, Wingo has represented approximately 30 percent of sales (and receivables) for 

the past few years. Wingo Corporation is by far Arizona’s largest street and road contractor 

and seems solid fi nancially. Virtually all of SSC’s sales are on credit, although all but the 

smallest contracts require “progress” billings that result in payment being received by SSC 

on a pro rata basis with delivery of materials to the customer. Payments from customers are 

made directly to the company’s lockbox system with SSC’s local bank. All transactions occur 

in U.S. dollars, and SSC maintains both a general checking account and a payroll account.

SSC has worked closely with Wingo Corporation in developing a superior road paying 

product (“QuietRide”). Not only is the car ride relatively quiet on QuietRide roads, but it is 

also relatively cool (thus lengthening the life of automobile tires) and less likely to lead to 

cars sliding in rainy conditions. Although Wingo Corporation holds the overall patent, SSC 

has patented a critical component that is used in the product (the component is “QSand”). 

The product now accounts for approximately 25 percent of the company’s sales (all to Wingo 

Corporation) and 33 percent of its profi ts.

The success of QS and has led SSC to start developing another product, QDeck. QDeck 

will be a fi nal fi nishing coat over the pool deck—the concrete walking and lounging area that 

surrounds a swimming pool. QDeck is intended to address two problems: (1) individuals slip-

ping and falling on pool decks while walking with wet feet, and (2) individuals burning their 

feet on the deck on particularly hot days. Gary indicates that the current compound seems to 

allow good traction and decks remain much cooler than with products of other companies. 

The problem being addressed at this point is that the current compound seems to crack eas-

ily and has a relatively short useful life. Indeed, in one test of the product on the deck at 

Gary’s home, Gary’s wife Madonna cut her foot on one of the cracks and required several 

stitches to close the wound. Gary laughed and said that at least she didn’t slip or burn her 

feet on that hot day when it happened. More seriously, he suggested that this defi ciency 

is currently being worked on and must be solved before the product goes to market. The 
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product is being independently developed and is intended for both residential and com-

mercial markets.

In 20X8, the company experienced a level of profi tability just slightly above that of 

20X7—but this was well below the net incomes of the preceding few years. Gary suggested 

to you that, surprisingly, intense price competition from several smaller competitors in the 

Bisbee area caused the somewhat low level of profi tability. But, he added, he didn’t expect the 

problem to last for long because he doubted that those companies could continue to operate 

selling at those lower prices. Gary had hoped for a more profi table year in 20X8, as a signifi -

cant amount of the company’s long-term debt is payable in 20X9. SSC is currently involved in 

discussions with the bank on refi nancing.

SSC added signifi cant additional crushing and washing plant and equipment during 20X8 

to increase production in the future by more than 100 percent while expanding capabilities to 

produce custom specifi cation materials.

No dividends have been paid during the past two years, although previously most of the 

earnings were distributed through dividends to SSC’s fi ve shareholders—CEO and Chair of 

the Board of Directors Gary Sherwood, his wife Madonna Sherwood, CFO Jane Zhan, and 

two college friends of Gary’s who invested in the company, Cindy Stone and Kelly Higgins. 

These fi ve individuals make up the company’s board of directors.

The Bank of Arizona is the fi nancial institution with which SSC maintains its two cash 

accounts (a general and payroll cash account) and from which it obtains a signifi cant portion 

of its fi nancing; the inventories are pledged on the Bank of Arizona loan. This year, in reac-

tion to pressure from the bank, SSC established an audit committee composed of Madonna 

Sherwood, Cindy Stone, and Kelly Higgins.

Industry Information

The industry activities consist of the extraction and preparation of sand and rock products. 

These activities include the cleaning, separating, and sorting of quarried sand and the process 

of crushing rocks. The products are in the form of sand used in making concrete; sand used in 

laying bricks (which contains little soil); sand used for fi ll (which contains a large amount of 

soil); and quartz sand. It excludes the products of gravel quarrying (sandstone, gravel stone, 

and iron sand).

While sales within the industry are relatively unaffected by changes in technology or obso-

lescence, industry sales rely heavily upon both the residential and commercial construction 

markets as well as government spending. During the past fi ve years, construction has per-

formed well and that trend is expected to continue for at least the next several years. Sand and 

gravel production has increased at approximately 4 percent per year during this time period, as 

has construction within the central Arizona area.

Questions

 a. Which of the following represents a correct statement concerning the risk of misappropria-

tion of cash for SSC?

 (1) This is not a major concern since sales are made on credit.

 (2) Deposit of cash into a lockbox system decreases the risk of misappropriation.

 (3) Misappropriation of cash is not a signifi cant problem in a commercial company.

 (4) The success of QSand increases the risk that cash will be misappropriated.

 b. Which of the following correctly identifi es a risk facing SSC that might adversely affect 

cash receipts during the coming years?

 (1) Establishment of the audit committee.

 (2) Increase in the popularity of home swimming pools.

 (3) Sales to many different customers.

 (4) Sales to Wingo.

 c. Which of the following correctly identifi es a risk facing SSC that might adversely affect 

sales during the coming years?

 (1) A general slowdown in the economy.

 (2) Sales to many smaller customers other than Wingo Corporation.

 (3) Increased attention to developing new products.

 (4) A board of directors dominated by management.

 d. Which of the following correctly identifi es a risk facing SSC that might affect its ability to 

continue as a going concern over the long run?
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 (1) Competition from several competitors.

 (2) Your CPA fi rm’s decision to issue standard unmodifi ed audit reports not mentioning 

the going-concern status during the past fi ve years.

 (3) Obsolescence of all products due to rapid changes in technology in the industry.

 (4) The nature of inventory items—small in size, high in value.

 e. Of the following, the most signifi cant risk factor relating to the risk of misstatement aris-

ing from fradulent fi nancial reporting for SSC is that:

 (1) Company offi cers serve on the board of directors.

 (2) The company must refi nance a signifi cant portion of its debt.

 (3) The company operates in the Bisbee, Arizona, area.

 (4) The company paid no dividend this year.

 f. In addition to the risk factor identifi ed in the preceding question, another risk factor relat-

ing to misstatements arising from fraudulent fi nancial reporting is:

 (1) Earnings this year are lower than management had hoped.

 (2) Accounts payable are limited to commercial suppliers.

 (3) Sales are made to residential, commercial, and governmental purchasers.

 (4) The industry faces great technological changes in almost all of its products.

 10–39. Adapted AICPA Simulation

Items a through l represent possible errors and fraud that you suspect may be present at Rex 

Company. The accompanying List of Auditing Procedures represents procedures that the audi-

tor would consider performing to gather evidence concerning possible errors and fraud. For 

each item, select one or two procedures, as indicated, that the auditor most likely would per-

form to gather evidence in support of that item. The procedures on the list may be selected 

once, more than once, or not at all.

LO 10-3, 4, 5, 6

List of Auditing Procedures

 A.  Compare the details of the cash receipts journal entries with 
the details of the corresponding daily deposit slips.

 B.  Scan the debits to the fi xed asset accounts and vouch 
selected amounts to vendors’ invoices and management’s 
authorization.

 C.  Perform analytical procedures that compare documented 
authorized pay rates to the entity’s budget and forecast.

 D.  Obtain the cutoff bank statement and compare the 
cleared checks to the year-end bank reconciliation.

 E. Prepare a bank transfer schedule.
 F.  Inspect the entity’s deeds to its real estate.
 G.  Make inquiries of the entity’s attorney concerning the 

details of real estate transactions.
 H.  Confi rm the terms of borrowing arrangements with the 

lender.
 I.  Examine selected equipment repair orders and supporting 

documentation to determine the propriety of the charges.
 J.  Send requests to confi rm the entity’s accounts receivable 

on a surprise basis at an interim date.
 K.  Send a second request for confi rmation of the receivable 

to the customer and make inquiries of a reputable credit 
agency concerning the customer’s creditworthiness.

 L.  Examine the entity’s shipping documents to verify that the 
merchandise that produced the receivable was actually sent 
to the customer.

 M.  Inspect the entity’s correspondence fi les for indications of 
customer disputes for evidence that certain shipments were 
on consignment.

 N.  Perform edit checks of data on the payroll transaction tapes.
 O.  Inspect payroll check endorsements for similar handwriting.
 P.  Observe payroll check distribution on a surprise basis.
 Q.  Vouch data in the payroll register to documented 

authorized pay rates in the human resources department’s 
fi les.

 R.  Reconcile the payroll checking account and determine if 
there were unusual time lags between the issuance and 
payment of payroll checks.

 S.  Inspect the fi le of prenumbered vouchers for consecutive 
numbering and proper approval by an appropriate 
employee.

 T.  Determine that the details of selected prenumbered 
vouchers match the related vendors’ invoices.

 U.  Examine the supporting purchase orders and receiving 
reports for selected paid vouchers.

Possible Misstatements Due to Errors and Fraud

 a. The auditor suspects that a kiting scheme exists because an accounting department 

employee who can issue and record checks seems to be leading an unusually luxurious 

lifestyle. (Select only 1 procedure.)

 b. An auditor suspects that the controller wrote several checks and recorded the cash dis-

bursements just before year-end but did not mail the checks until after the fi rst week of the 

subsequent year. (Select only 1 procedure.)
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List of Auditing Procedures

 A. Trace to cash receipts journal.
 B. Trace to cash disbursements journal.
 C. Compare to 9/30/X5 general ledger.
 D. Confi rm directly with bank.
 E. Inspect bank credit memo.
 F. Inspect bank debit memo.
 G.  Ascertain reason for unusual delay.

 H.  Inspect supporting documents for reconciling 
item not appearing on cutoff statement.

 I.  Trace items on the bank reconciliation to cutoff 
statement.

 J.  Trace items on the cutoff statement to bank 
reconciliation.

 c. The entity borrowed funds from a fi nancial institution. Although the transaction was prop-

erly recorded, the auditor suspects that the loan created a lien on the entity’s real estate that 

is not disclosed in its fi nancial statements. (Select only 1 procedure.)

 d. The auditor discovered an unusually large receivable from one of the entity’s new custom-

ers. The auditor suspects that the receivable may be fi ctitious because the auditor has never 

heard of the customer and because the auditor’s initial attempt to confi rm the receivable 

has been ignored by the customer. (Select only 2 procedures.)

 e. The auditor suspects that fi ctitious employees have been placed on the payroll by the enti-

ty’s payroll supervisor, who has access to payroll records and to the paychecks. (Select 
only 1 procedure.)

 f. The auditor suspects that selected employees of the entity received unauthorized raises 

from the entity’s payroll supervisor, who has access to payroll records. (Select only 1 
procedure.)

 g. The entity’s cash receipts of the fi rst few days of the subsequent year were properly depos-

ited in its general operating account after the year-end. However, the auditor suspects that 

the entity recorded the cash receipts in its books during the last week of the year under 

audit. (Select only 1 procedure.)

 h. The auditor suspects that vouchers were prepared and processed by an accounting depart-

ment employee for merchandise that was neither ordered nor received by the entity. (Select 
only 1 procedure.)

 i. The details of invoices for equipment repairs were not clearly identifi ed or explained to the 

accounting department employees. The auditor suspects that the bookkeeper incorrectly 

recorded the repairs as fi xed assets. (Select only 1 procedure.)

 j. The auditor suspects that a lapping scheme exists because an accounting department 

employee who has access to cash receipts also maintains the accounts receivable ledger 

and refuses to take any vacation or sick days. (Select only 2 procedures.)

 k. The auditor suspects that the entity is inappropriately increasing the cash reported on its 

balance sheet by drawing a check on one account and not recording it as an outstanding 

check on that account and simultaneously recording it as a deposit in a second account. 

(Select only 1 procedure.)

 l. The auditor suspects that the entity’s controller has overstated sales and accounts receiv-

able by recording fi ctitious sales to regular customers in the entity’s books. (Select only 2 
procedures.)

 10–40. Simulation

Items 1 through 6 represent the items that an auditor ordinarily would fi nd on a client-prepared 

bank reconciliation. The accompanying List of Auditing Procedures represents substantive 

auditing procedures. For each item, select one or more procedures, as indicated, that the audi-

tor most likely would perform to gather evidence in support of that item. The procedures on 

the list may be selected once, more than once, or not at all.

Assume

 • The client prepared the bank reconciliation on 10/2/X5.

 • The bank reconciliation is mathematically accurate.

 • The auditor received a cutoff bank statement dated 10/7/X5 directly from the bank on 

10/11/X5.

 • The 9/30/X5 deposit in transit—outstanding checks #1281, #1285, #1289, and #1292—and 

the correction of the error regarding check #1282 appeared on the cutoff bank statement.

 • The auditor assessed control risk concerning the fi nancial statement assertions related to 

cash at the maximum.

LO 10-6
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GENERAL COMPANY
Bank Reconciliation

1st National Bank of US Bank Account
September 30, 20X5

a. Select 2 Procedures — Balance per bank  $ 28,375

b. Select 5 Procedures — Deposits in transit  

       9/29/X5 $4,500 

       9/30/X5  1,525  6,025

     34,400

c. Select 5 Procedures — Outstanding checks  

  #  988   8/31/X5  2,200 

  #1281   9/26/X5    675 

  #1285   9/27/X5    850 

  #1289   9/29/X5  2,500 

  #1292   9/30/X5  7,225 (13,450)

    20,950

d. Select 1 Procedure — Customer note collected by bank  (3,000)

e. Select 2 Procedures — Error: Check #1282; written on 9/26/X5 
  for $270 was erroneously charged by bank 
  as $720; bank was notifi ed on 10/2/X5   450

f. Select 1 Procedure — Balance per books  $ 18,400

 10–41. Simulation

Auditors perform a number of procedures relating to cash—some unique, some not unique. 

For each substantive procedure below, identify its primary objective or indicate that the pro-

cedure serves no purpose.

Substantive Procedures:

 a. Prepare a bank transfer schedule.

 b. Prepare a four-column proof of cash.

 c. Use a standard confi rmation form to confi rm account balance information.

 d. Obtain bank cutoff statements.

 e. Search for large checks to directors, offi cers, and employees.

Replies: A primary objective of the procedure is to:

 1. Detect kiting.

 2. Detect lapping.

 3. Determine that receivables are converted to cash in a reasonable amount of time.

 4. Establish the valuation of cash to refl ect currency translation losses and gains.

 5. Reconcile cash receipt and disbursement totals between company records and bank 

records.

 6. Verify reconciling items on the year-end bank reconciliation.

 7. Verify year-end cash and liability balance information.

 8. Identify related party transactions.

 9. None. This procedure serves no purpose related to cash.

(AICPA, adapted)

LO 10-4, 6

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

 10–42. Simulation

During your audit of Carla Pang Inc. you prepared the following bank transfer schedule.

LO 10-6
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 10–43. Ada pted AICPA Simulation
The auditor of Cubs obtained the following client-prepared bank reconciliation:

LO 10-10

Fill out the table below indicating the most likely situation as it relates to cash at year-end.  

Indicate the situation using one of the following:

1. Year-end total cash is properly stated.

2. Year-end total cash is understated.

3. Year-end total cash is overstated.

Check 
Number

Bank Accounts Date Disbursed Date Deposited

From To Amount Books Bank Books Bank
2001 City Bank 3rd National 60,000 12/28 12/31 12/28 12/28
2002 City Bank Portland 80,000 12/28 1/3 12/31 12/31
6734 1st City City Bank 42,000 1/3 12/31 12/31 12/31
3580 Portland 3rd National 75,000 1/2 1/4 12/30 12/30
2008 City Bank 3rd National 44,000 12/31 1/5 12/31 1/3
2009 City Bank Portland 67,000 1/1 12/31 1/1 12/31
4005 3rd National City Bank 33,000 12/31 1/4 1/5 1/5

Check Number Reply
2001
2002
6734
3580
2008
2009
4005

ACCOUNT 101-CASH ACCOUNT – FIRST BANK OF MUNICH
Bank reconciliation—December 31, year 2.
Prepared by: Joe Smith, January 10, year 3

Reviewed by:  Evan Monroe, March 2, year 3

Balance per bank $45,000a

Add deposits in transit
   10/25/year 2   12,000
   10/28/year 2   10,000
Deduct outstanding checks
   #28200 03/29/year 2   11,000
   #9003 11/30/year 2   14,000
   #9004 12/01/year 2   15,000
Other reconciling items —

_______
Balance per bank adjusted $27,000
Balance per books before adjustments $32,500
Adjustments: bank fee and unrecorded items   (5,500)
Balance per books, adjusted $27,000b

aAgreed balance per bank to online account balance as of January 3, year 3.
bAgreed to general ledger on January 1, year 3.

The auditor for Cubs Co. has obtained the client-prepared bank reconciliation. 

The following information is available:

 • Evan Monroe was promoted to controller on December 15, year 2; his former position was 

assistant controller—fi xed assets.
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 • Evan Monroe has his personal bank accounts with First Bank of Munich.

 • Joe Smith was hired on December 1, year 2, as a staff accountant.

 • Joe Smith’s prior job was with First Bank of Munich.

 • Cubs expects the year-end close to be complete on January 6, year 3.

 • The adjustments on the bank reconciliation were booked on January 30, year 3.

In the table below, identify six potential issues that the auditor might have when examining 

the bank reconciliation prepared by Cubs from the list provided of potential issues. An issue 

may be used once or not at all.

  1. Reconciliation is not mathematically accurate.

  2.  Reconciliation balance was not properly agreed to the December 31, general ledger 

balance.

  3. Reconciliation line item “Other reconciling items” is left blank.

  4. Reconciliation was not reviewed in a timely manner.

  5. Reconciliation was improperly approved as reviewer had a confl ict of interest.

  6. Reconciliation has unsubstantiated unrecorded items.

  7. Reconciliation contains aged items that should have been added to the bank balance.

  8. Reconciliation was improperly prepared by someone with a confl ict of interest.

  9. Reconciliation does not contain a proper title.

 10. Reconciliation does not agree to the cash disbursement subsidiary ledger.

 11. Reconciliation was not agreed to bank statement balance at the appropriate date.

 12. Reconciliation does not include January, year 3 reconciliation items.

 13. Reconciliation was not prepared in a timely manner.

 14. Reconciliation was prepared by an inexperienced individual.

 15. Reconciliation contains stale checks.

Required:

 10–44. Following are typical questions that might appear on an internal control questionnaire for 

investments in marketable securities.

 1. Is custody of investment securities maintained by an employee who does not maintain the 

detailed records of the securities?

 2. Are securities registered in the company name?

 3. Are investment activities reviewed by an investment committee of the board of directors?

 a. Describe the purpose of each of the above controls.

 b. Describe the manner in which each of the above procedures might be tested.

 c. Assuming that the operating effectiveness of each of the above procedures is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of control risk.

 10–45. You are the senior auditor-in-charge of the July 31, 20X0, audit of Reliable Auto Parts, Inc. 

Your newly hired staff assistant reports to you that she is unable to complete the four-column 

proof of cash for the month of April 20X0, which you instructed her to do as part of the con-

sideration of internal control over cash.

Your assistant shows you the working paper that she has prepared. Your review of 

your assistant’s work reveals that the dollar amounts of all the items in her working paper 

are  correct. You learn that the accountant for Reliable Auto Parts, Inc., makes no journal 

entries for bank service charges or note collections until the month following the bank’s 

LO 10-3, 4, 5

Required:

LO 10-6

Issues Potential issue
A
B
C
D
E
F
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recording of the item. In addition, Reliable’s accountant makes no journal entries what-

soever for NSF checks that are redeposited and cleared. Your assistant’s working paper 

appears below.

Prepare a corrected four-column proof of cash in good form for Reliable Auto Parts, Inc., for 

the month of April 20X0.

Required:

RELIABLE AUTO PARTS, INC. 
Proof of Cash for April 20X0 

July 31, 20X0

  Balance   Balance 
 3/31/X0 Deposits Checks 4/30/X0

Per bank statement $ 71,682.84 $61,488.19 $ 68,119.40 $ 65,051.63

Deposits in transit:    
  At 3/31/X0 2,118.18   (2,118.18)
  At 4/30/X0  4,918.16  4,918.16
Outstanding checks:    
  At 3/31/X0 (14,888.16)  14,888.16 
  At 4/30/X0   (22,914.70) 22,914.70
Bank service charges:    
  March 20X0 (22.18)  22.18 
  April 20X0   (19.14) 19.14
Note receivable collected    
  by bank 4/30/X0  18,180.00  18,180.00
NSF check of customer    
  L. G. Waite, charged    
  back by bank 3/31/X0,    
  redeposited and    
  cleared 4/3/X0 (418.19) 418.19  

Balances as computed 58,472.49 85,004.54 60,095.90 108,964.45

Balances per book 59,353.23 45,689.98 76,148.98 28,894.23

Unlocated difference $   (880.74) $39,314.56 $(16,053.08) $ 80,071.22

 10–46. During the audit of Sunset Building Supply, you are given the following year-end bank recon-

ciliation prepared by the client:

SUNSET BUILDING SUPPLY 
Bank Reconciliation 

December 31

Balance per 12/31 bank statement $48,734 
Add: Deposits in transit   4,467 
 $53,201 
Less: Checks outstanding  20,758 
Balance per ledger, 12/31 $32,443

According to the client’s accounting records, checks totaling $31,482 were issued between 

January 1 and January 14 of the following year. You have obtained a cutoff bank statement 

dated January 14 containing paid checks amounting to $50,440. Of the checks outstanding at 

December 31, checks totaling $3,600 were not returned in the cutoff statement, and of those 

issued per the accounting records in January, checks totaling $8,200 were not returned.

 a. Prepare a working paper comparing (1) the total of all checks returned by the bank or still 

outstanding with (2) the total per the client’s records of checks outstanding at December 

31 plus checks issued from January 1–14.

 b. Suggest four possible explanations for the situation disclosed in your working paper. State 

what action you would take in each case, including any adjusting entry you would propose.

LO 10-4, 5, 6

Required:
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In-Class 
Team 
Cases

 10–48. Listed below are eight interbank cash transfers for Steven Smith Co., indicated by the letters a 

through h, for late December 20X1 and early January 20X2.

LO 10-4, 
5, 6

 10–47. In your audit of Ginko Company, you have received a cash confi rmation and a cutoff state-

ment from the bank on Ginko’s one bank account. Prepare a list of substantive procedures for 

Ginko’s cash.

LO 10-6

 Disbursing Bank  Receiving Bank 
 (Month/Day) (Month/Day)

 Per Bank Per Books Per Bank Per Books Amount

 a. 12/29 12/29 12/29 12/29 $52,000
 b. 1/02 12/30 12/31 12/30 16,000
 c. 1/04 12/31 1/02 1/02 24,000
 d. 1/04 12/31 1/02 12/31 44,000
 e. 1/04 1/01 1/03 1/01 15,600
 f. 1/02 1/01 12/31 12/31 76,000
 g. 1/03 1/02 12/31 1/02 42,000
 h. 12/31 1/03 12/30 1/03 10,000

For each of the transfers a through h, (1) indicate whether cash is understated, overstated, or 

correct as a result of the transfer; and (2) provide a brief example of what could cause the situ-

ation. Answer in a form such as the one illustrated here.

 Understated,  
 Overstated,  
Transfer or Correct Example

a. Correct  Book entries: The transfer was recorded in the account-
ing records as a check written on the disbursing bank on 
December 29 and a corresponding cash receipt recorded 
to receiving bank on that date.

    Bank entries: The check was taken to the receiving bank 
on December 29 and deposited. The accounts are both 
in the same bank, and accordingly the transaction was 
recorded in both accounts as of that date.

b.  

: . 

h.  

 10–49. An improper cutoff of transactions around year-end occurs when journal entries are recorded 

in the wrong year. In this case, you are to determine the effects of various cutoff misstatements 

relating to recording cash receipts received on accounts receivable and the recording of credit 

sales. To effectively consider the effects of an improper cutoff, it is helpful to consider the 

underlying journal entries:

Type of Transaction Proper Journal Entry (Entries)

Cash receipt on an account receivable Cash 3,000.00
     Accounts Receivable   3,000.00

Credit sale—periodic inventory system Accounts receivable 2,000.00
     Sales   2,000.00

Credit sale—perpetual inventory system Accounts receivable 2,000.00
     Sales   2,000.00

 Cost of Goods Sold 1,300.00
     Inventory   1,300.00

LO 10-1, 2, 4, 5, 6
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An example of a possible improper cutoff is to “close” the cash receipts journal on December 

30 and include December 31 sales in the subsequent year (e.g., the entry is dated January 1 

rather than December 31). As a result, cash is understated by $3,000, while accounts receiv-

able is overstated by $3,000 for the year just ended. The effects of closing the sales journal 

depend upon whether a periodic inventory or perpetual inventory system is in use. The effects 

of “leaving open” journals past year-end and dating January entries as of December may be 

determined in a similar manner.

Assume that the client made the following actual credit sales and received cash receipts as 

follows after 12/29/20X8:

   Cash Receipts 
 Sales Cost of Goods Sold (Receivables Collected)

12/30/X8 $1,000 $  600 $4,000
12/31/X8  2,000 1,300  3,000

1/1/X9  3,500 2,200  2,500
1/2/X9  4,000 2,900  3,200

Determine the overstatements and understatements that would result from the following situa-

tions. Assume that each situation is independent of one another. As an illustration, situation 1 

has been solved for you. To simplify the problem, in the case of a perpetual inventory, assume 

that the year-end inventory count did not identify and correct the misstatement(s).

Required:

Situation Cash Acct. Rec. Inventory CGS Sales Income

1. Zhang Inc. left the cash receipts journal 
open after year-end for an extra day and 
included January 1 cash receipts in the 
December 31 totals. The company uses 
a periodic inventory system. What effect 
would this have on 20X8?

$2,500 (o) $2,500 (u)

2. Zhang Inc. closed the cash receipts 
journal at 12/29 and reported the last two 
days of cash receipts in January of 20X9. 
The company uses a periodic inventory 
system. What effect would this have on 
20X8?

3. Zhang Inc. left the sales journal open after 
year-end for an extra day and included 
January 1 sales in the December 31 totals. 
The company uses a periodic inventory 
system. What effect would this have on 
20X8?

4. Same as 3, but the company uses a 
perpetual inventory system.

5. Zhang Inc. closed the sales journal at 
12/29 and reported the two last days’ sales 
in January of 20X9. The company uses a 
perpetual inventory system. What effect 
would this have on 20X8?

6. Zhang Inc. left both the sales journal and 
the cash receipts journal open through 
January 2 and reported the fi rst two days’ 
transactions in December of 20X8. The 
company uses a periodic inventory system. 
What effect would this have on 20X8?
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 10–50. On October 21, Rand & Brink, a CPA fi rm, was retained by Suncraft Appliance Corporation 

to perform an audit for the year ended December 31. A month later, James Minor, president 

of the corporation, invited the CPA fi rm’s partners, George Rand and Alice Brink, to attend a 

meeting of all offi cers of the corporation. Mr. Minor opened the meeting with the following 

statement:

“All of you know that we are not in a very liquid position, and our October 31 balance 

sheet shows it.” We need to raise some outside capital in January, and our December 31 fi nan-

cial statements (both balance sheet and income statement) must look reasonably good if we’re 

going to make a favorable impression upon lenders or investors. I want every offi cer of this 

company to do everything possible during the next month to ensure that, at December 31, 

our fi nancial statements look as strong as possible, especially our current position and our 

earnings.

“I have invited our auditors to attend this meeting so they will understand the reason for 

some year-end transactions that might be a little unusual. It is essential that our fi nancial state-

ments carry the auditors’ approval, or we’ll never be able to get the fi nancing we need. Now, 

what suggestions can you offer?”

The vice president for sales was fi rst to offer suggestions: “I can talk some of our large 

customers into placing some orders in December that they wouldn’t ordinarily place until the 

fi rst part of next year. If we get those extra orders shipped, it will increase this year’s earnings 

and also increase our current assets.”

The vice president in charge of production commented: “We can ship every order we have 

now and every order we get during December before the close of business on December 31. 

We’ll have to pay some overtime in our shipping department, but we’ll try not to have a single 

unshipped order on hand at year-end. Also, we could overship some orders, and the customers 

wouldn’t make returns until January.”

The controller spoke next: “If there are late December orders from customers that we 

can’t actually ship, we can just label the merchandise as sold and bill the customers with 

December 31 sales invoices. Also, there are always some checks from customers dated 

December 31 that don’t reach us until January—some as late as January 10. We can record 

all those customers’ checks bearing dates of late December as part of our December 31 

cash balance.”

The treasurer offered the following suggestions: “I owe the company $50,000 on a call 

note I issued to buy some of our stock.” I can borrow $50,000 from my mother-in-law about 

Christmas time and repay my note to the company. However, I’ll have to borrow the money 

from the company again early in January, because my mother-in-law is buying a condo and 

will need the $50,000 back by January 15.

“Another thing we can do to improve our current ratio is to write checks on December 31 

to pay most of our current liabilities. We might even wait to mail the checks for a few days or 

mail them to the wrong addresses. That will give time for the January cash receipts to cover 

the December 31 checks.”

The vice president of production made two fi nal suggestions: “Some of our inventory, 

which we had tentatively identifi ed as obsolete, does not represent an open-and-shut case of 

being unsalable. We could defer any write-down until next year. Another item is some machin-

ery we have ordered for delivery in December. We could instruct the manufacturer not to ship 

the machines and not to bill us before January.”

After listening to these suggestions, the president, James Minor, spoke directly to Rand 

and Brink, the auditors. “You can see I’m doing my best to give you full information and 

cooperation. If any of these suggested actions would prevent you from giving a clean bill 

of health to our year-end statements, I want to know about it now so we can avoid doing 

anything that would keep you from issuing an unqualifi ed audit report. I know you’ll be 

doing a lot of preliminary work here before December 31, but I’d like for you not to bill 

us before January. Will you please give us your reactions as to what has been said in this 

meeting?”

 a. Put yourself in the role of Rand & Brink, CPAs, and evaluate separately each 

suggestion made in the meeting. What general term is applicable to most of the sug-

gested actions?

 b. Could you assure the client that an unqualifi ed audit report would be issued if your recom-

mendations were followed on all the matters discussed? Explain.

 c. Would the discussion in this meeting cause you to withdraw from the engagement?

LO 10-4, 5

Required:

Research 
and Discussion 
Case
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Ethics Case 10–51. Today you had lunch with your friend Sarah Teasdale. Sarah has worked with Zaird & Associ-

ates, CPAs, for about two years. You’ve been with Zaird for only nine months. You discussed 

with her your diffi culties in getting jobs done in the budgeted number of hours. Sarah said, 

“Yeah, that’s a problem. You’ll get quicker with experience, but—don’t tell anyone I told 

you this—some of those audit plans are pretty awful and include some pretty outdated and 

even some stupid procedures.” Sometimes I just sign the plan, but skip doing the procedure. 

“I don’t do this often, but sometimes the procedure isn’t capable of detecting anything.” You 

said little to her after this, but are now thinking about whether you need to become more 

“practical” about how you perform your work.

 a. Identify your problem here.

 b. Identify your possible courses of action. For each of these courses identify any constraints 

relating to the decision (e.g., personal standards, societal norms, professional ethical stan-

dards, other professional standards), and analyze the course of action’s likely effects.

 c. Select the best course of action.

Required:



CHAPTER

This chapter describes the audit of receivables and revenue, both products of the 

 revenue cycle. In broad terms, this cycle includes receiving orders from customers, 

providing and billing merchandise or services to customers, and recording and collect-

ing accounts receivable. Receivables from customers include both accounts receivable 

and various types of notes receivable.

Receivables
Accounts receivable include not only claims against 

 customers arising from the sale of goods or services, but 

also a variety of miscellaneous claims such as loans to 

offi cers or employees, loans to subsidiaries, claims against 

various other fi rms, claims for tax refunds, and advances to 

suppliers.

Trade notes and accounts receivable usually are relatively 

large in amount and should appear as separate items in the 

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

izable value. Auditors are especially concerned with the presentation and disclosure 

of loans to offi cers, directors, and affi liated companies. These related party transac-

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

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

venience of the borrower. It is a basic tenet of fi nancial statement presentation that 

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

Notes receivable are written promises to pay certain amounts 

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

dling transactions of substantial amount; these negotiable 

documents are widely used. In banks and other fi nancial 

institutions, notes receivable usually constitute the single most important asset.

An installment note or contract may be used in an exchange that grants possession 

of goods to a purchaser but permits the seller to retain a lien on the goods until the fi nal 

installment under the note has been received. Installment notes are widely used in the 

sale of industrial machinery, farm equipment, and automobiles. Other transactions that 

may lead to the acquisition of notes receivable include the disposal of items of plant 

and equipment; the sale of divisions of a company; the issuance of capital stock; and 

the making of loans to offi cers, employees, and affi liated companies.

Sources and 
Nature of 
Accounts 
Receivable

Sources and 
Nature of Notes 
Receivable

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 11-1                 Describe the nature of 
receivables.

 LO 11-2                 Describe the auditors’ 
objectives in the audit 
of receivables and 
revenue.

 LO 11-3                 Describe the docu-
ments, records, and 
accounts that compose 
the revenue (sales) 
transactions cycle and 
the fundamental con-
trols over receivables 
and revenue.

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

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

 LO 11-6                 Assess the risks of 
material misstatement 
of receivables and rev-
enue and design fur-
ther audit procedures, 
including tests of con-
trols and substantive 
procedures, to address 
the risks.

11
Accounts Receivable, 
Notes Receivable, 
and Revenue

Describe the nature of receivables.

LO 11-1
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The auditors’ objectives in the audit of receivables and revenue are to:

 1. Use the understanding of the client and its environment to consider inherent risks, 
including fraud risks, related to receivables and revenue.

 2. Obtain an understanding of internal control over receivables and revenue.

 3. Assess the risks of material misstatement and design tests of controls and substantive 

procedures that:

 a. Substantiate the existence of receivables and the occurrence of revenue transactions.

 b. Establish the completeness of receivables and revenue transactions.

 c. Verify the cutoff of revenue transactions.

 d. Determine that the client has rights to recorded receivables.

 e. Establish the proper valuation of receivables and the accuracy of revenue transactions.

 f. Determine that the presentation and disclosure of information about receivables 

and revenue are appropriate, including the separation of receivables into appropri-

ate categories, adequate reporting of any receivables pledged as collateral, and dis-

closure of related party sales and receivables.

Because of the close relationship between revenue and accounts receivable, the two can 

best be considered jointly. The determination of the amount of revenue to be recognized 

for a particular period is integrally related to a number of fi nancial statement accounts, 

including sales and accounts receivable, adjustments to sales and accounts receivable, 

service revenue, deferred revenues, and cash. In addition, it is a major determinant of 

the amount of net income that the company reports for a particular period. Therefore, the 

audit of revenue and receivables is an area of signifi cant risk to auditors.

To understand internal control over accounts receivable and revenue, the auditors should 

consider the various components, including the control environment, risk assessment, 

monitoring, the (accounting) information and communication system, and control 

activities.

Because of the risk of intentional misstatement of revenues, the control environment is 

very important to effective internal control over revenue and receivables. Of particular 

importance is an effective board of directors (and audit committee) that provides effec-

tive oversight of management’s judgments about revenue recognition principles and esti-

mates, as well as an effective internal audit function. Management should establish a tone 
at the top of the organization that encourages integrity and ethical fi nancial reporting. 

These ethical standards should be communicated and observed throughout the organiza-

tion. Also, incentives for dishonest reporting, such as undue emphasis on meeting unreal-

istic sales or earnings targets, should be eliminated.

Appropriate revenue recognition may involve complex accounting principles, 

estimates, and computations. As a result, management should make a commitment to 
competence, especially as it relates to key fi nancial and accounting personnel. Increased 

control is indicated when management effectively identifi es the skills and training needed 

to perform key functions and implements effective procedures to ensure that these 

functions are performed by competent personnel.

Management’s commitment to integrity and ethical values, as indicated by its attitude 

toward fi nancial reporting, are also important in the control of revenue and receivables. 

The relevant questions include: Is management aggressive or conservative in selecting 

methods of revenue recognition? Are estimates of uncollectible accounts developed in a 

conscientious manner?

With regard to its commitment to attract, develop, and retain competent employees, 
management should make appropriate background checks of prospective employees 

and obtain fi delity bonds on employees in positions of trust. Individuals with signifi cant 

The Auditors’ 
Objectives 
in Auditing 
Receivables 
and Revenue

Describe the auditors’ objectives 

in the audit of receivables and 

revenue.

LO 11-2

Internal Control 
of Accounts 
Receivable and 
Revenue

Control 
Environment
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control responsibilities must be competent to perform their assigned duties. Internal 

control is also improved when individuals who maintain accounting records or cash are 

required to take vacations and when their assigned duties are rotated periodically.

As discussed in Chapter 7, risk assessment involves identifi cation, analysis, and manage-

ment of risks relevant to achieving the organization’s objectives. In relation to the rev-

enue cycle, management should develop a formal process of monitoring external factors, 

such as changes in economic conditions, competition, customer demand, and regulations 

that may affect the risk of achieving the company’s sales objectives. In addition, manage-

ment should evaluate the effects of internal factors, such as changes in accounting prin-

ciples, the introduction of new products and services, and the use of new types of sales 

transactions. These factors may create new risks for the company, indicating a need to 

implement new types of controls to prevent the misstatement of revenue.

For many companies, the primary source of revenue is from the sale of goods or services 

to customers on credit. Ineffective controls over credit sales and receivables can be costly 

to a business. When control activities over sales on account are inadequate, large credit 

losses are almost inevitable. For example, merchandise may be shipped to customers 

whose credit standing has not been approved. Shipments may be made to customers with-

out notice being given to the billing department; consequently, no sales invoice 

is prepared. Sales invoices may contain errors in prices and quantities; and if sales 

invoices are not controlled by serial numbers, some may be lost and never recorded 

as accounts receivable. To avoid such diffi culties, strong controls over credit sales are 

necessary. Usually, internal control over credit sales is strengthened by a division of 

duties so that different departments or individuals are responsible for (1) preparation 

of the sales order, (2) credit approval, (3) issuance of merchandise from stock, (4) ship-

ment, (5) billing, (6) invoice verifi cation, (7) maintenance of control accounts, (8) main-

tenance of customers’ ledgers, (9) approval of sales returns and allowances, and (10) 

authorization of write-offs of uncollectible accounts. When this degree of subdivision of 

duties is feasible, accidental errors are likely to be detected quickly through the compari-

son of documents and amounts emerging from independent units of the company, and the 

opportunity for fraud is reduced to a minimum. While our discussion of the accounting 

system and control activities will be developed primarily in terms of the sales processes 

of manufacturing companies, most of the principles also apply to service organizations.

Controlling Customers’ Orders
The controlling and processing of orders received from customers require carefully 

designed operating procedures and numerous controls if costly errors are to be avoided. 

Important initial steps include registering the customer’s purchase order, reviewing items 

Risk Assessment

Revenue Cycle— 
Accounting 
System and 
Control Activities

Describe the documents, records, 

and accounts that compose the 

revenue (sales) transactions cycle 

and the fundamental controls over 

receivables and revenue.

LO 11-3

1 Mark Beasley, Joseph Carcello, Dana Hermanson, and Terry Neal, “Fraudulent Financial Reporting: 
1998–2007—An Analysis of U.S. Public Companies (2010),” Committee of Sponsoring Organizations 
of the Treadway Commission (COSO).

The recent analysis of SEC 
enforcement cases involv-
ing fraud reported that of 

the 347 fraud companies identifi ed from 1998 to 2007, 
61%  percent involved improper revenue recognition.1

The  improper revenue recognition techniques included 
sham (fi ctitious) sales, conditional sales, recording loans 
as sales, recording revenue before the recognition criteria 
were met, improper cutoff, unauthorized shipments, and 
recording consignment shipments as sales.

Illustrative Case Fraudulent Revenue 
Recognition
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and quantities to determine whether the order can be fi lled within a reasonable time, 

and preparing a sales order (above). The sales order is a translation of the terms of the 

customer’s order into a set of specifi c instructions for the guidance of various divisions, 

including the credit, fi nished goods stores, shipping, billing, and accounts receivable 

units. The action to be taken by the factory upon receipt of a sales order will depend upon 

whether the goods are standard products carried in stock or are to be produced to specifi -

cations set by the customer.

Credit Approval
Before sales orders are processed, the credit department must determine whether goods 

may be shipped to the customer on open account. This department is supervised by a 

credit manager who reports to the treasurer or the vice president of fi nance. The credit 

department implements management’s credit policies and uses them to evaluate prospec-

tive and continuing customers by studying the customer’s fi nancial statements and by 

referring to reports of credit agencies, such as Dun & Bradstreet, Inc. Once a new cus-

tomer has been granted a line of credit, approval of a particular sales transaction involves 

a simple determination of whether the customer has suffi cient unused credit. This process 

is often performed by the IT system. If the sales transaction will cause the customer’s 

credit limit to be exceeded, the computer will print out the details for the credit depart-

ment, which will initiate the process of determining whether to increase the customer’s 

line of credit. When credit is not approved, the customer is notifi ed and an effort is made 

to negotiate some other terms, such as cash on delivery.

Issuing Merchandise
Companies that carry standard products in stock maintain a fi nished goods storeroom 

supervised by a storekeeper. The storekeeper issues the goods covered by a sales order to 

the shipping department only after the sales order has been approved by the credit depart-

ment. Perpetual inventory records of fi nished goods should be maintained by the account-

ing department, not by the storekeeper.

The Shipping Function
When the goods are transmitted by the fi nished goods storeroom to the shipping depart-

ment, this group must arrange for space in railroad cars, aircraft, or motor freight carri-

ers. Shipping documents, such as bills of lading (see on the next page), are created at the 

time of loading the goods into cars or trucks. The shipping documents are numerically 

78644
PURCHASE ORDER

Pilot Stores
1425 G St.

Irvine, CA 92345

To: Wood Supply Co. Date: Nov. 10, 20X0
   21 Main St. Ship via: Jon Trucking
   Suisun, CA 95483 Terms: 2/10, n/40

Enter our order for

Qty. Description Price Total

20 doz.

10

Q Clamps
#26537489
120 hp
Generators
#45983748

$235.00

355.00

$4700.00

3550.00

Wood Supply Co.
By Bill Jones

476538
SALES ORDER

Wood Supply Co.
21 Main St.

Suisun, CA 95483

To: Pilot Stores Date: Nov. 23, 20X0
   1425 G St.
   Irvine, CA 92345 Credit Approval: MS

Cust. No.: 12654

Description Part No. Quantity

Q Clamps 26537489 20 doz.

120 hp Generators 45983748 10
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controlled and are entered in a shipping register before being forwarded to the billing 

department. When shipments are made by truck, some type of gate control is also needed 

to ensure that all goods leaving the plant have been recorded as shipments. This may 

require the surrender to the gatekeeper of copies of shipping documents.

The Billing Function
The term billing means notifying the customer of the amount due for goods or services 

delivered. This notifi cation is accomplished by preparing and mailing a sales invoice (see 

above). A department not under the control of sales executives should perform billing. 

The function is generally assigned to a separate section within the accounting, data pro-

cessing, or fi nance department. The billing section has the responsibility of (1) account-

ing for the serially numbered shipping documents, (2) comparing shipping documents 

with sales orders and customers’ purchase orders and change notices, (3) entering perti-

nent data from these documents on the sales invoice, (4) applying prices and discounts 

from price lists to the invoice, (5) making the necessary extensions and footings, and (6) 

accumulating the total amounts billed. When a formal contract exists, as is often the case 

when dealing with governmental entities, that contract usually specifi es prices, deliv-

ery procedures, inspection and acceptance routines, method of liquidating advances, and 

numerous other details. Accordingly, the contract is an extremely important source of 

information for preparation of the sales invoice.

Sales invoices are often generated by the IT system based upon information that has 

already been entered into the system. Shipping department personnel input information 

about the quantities of goods shipped, and prices to be charged either have been entered 

by personnel in the sales department when the sales order was generated or are contained 

in a master fi le of sales prices. As the sales invoices are printed, the IT system also creates 

an electronic sales transactions fi le that is used in conjunction with the cash receipts trans-

actions fi le to update the master fi le of accounts receivable. Periodically, the IT system 

updates the general ledger and prints the sales journal and the subsidiary ledger of accounts 

receivable. The computer also generates monthly statements for mailing to customers.

Controls should be established to ensure the accuracy of the invoices before they are 

mailed to customers. When a portion of the accounting system relies on manual opera-

tions, these controls might consist of a second-person review of the accuracy of prices, 

credit terms, transportation charges, extensions, and footings. When an IT-based billing 

system is in use, this objective is generally achieved by implementing input validation 

(edit) checks and various batch processing controls.

10026574
BILL OF LADING

Wood Supply Co.
21 Main St.
Suisun, CA 95483 Date: Nov. 25, 20X0

Shipped to: Order No: 476538

Pilot Stores
1425 G St. Shipper: Jon Trucking

Irvine, CA 92345

Quantity Description Weight

5 Boxes 20 doz. Q Clamps
#26537489

142

10 Crates 10 hp Generators
#45983748

2560

_____
2702

Shipper’s Acceptance: Bill Warren

7462537

SALES INVOICE
Wood Supply Co.

21 Main St.
Suisun, CA 95483

Sold to: Pilot Stores Date: Nov. 27, 20X0
     1425 G St.
     Irvine, CA 92345 Your order no. 78644

Shipped: Nov. 25, 20X0
Shipped via: Jon Trucking

Terms: 2/10, n/40

Qty. Description Price Total

20 doz.

10

Q Clamps

120 hp Generators

$235.00

 355.00

$ 4700.00

 3550.00

$ 8250.00
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Collection of Receivables
Receivables held by companies are collected by receipt of customers’ checks and remit-

tance advices through the mail or electronically.2 The cashier will control and deposit 

checks. The remittance advices or a listing of the receipts will then be forwarded to the 

accounts receivable section of the data processing department, which will record them in 

the appropriate accounts in the customers’ ledger. The total reduction in accounts receiv-

able will be posted periodically to the general ledger control account from the total of the 

accounts receivable column in the cash receipts journal. Internal control over collections 

from customers is shown in the cash receipt fl owchart in Figure 10.1 of Chapter 10.

An aged trial balance of customers’ accounts should be prepared at regular intervals 

for use by the credit department in carrying out its collection program.

Adjustments to Sales and Receivables
All adjustments to sales for allowances, returns, and write-offs of accounts receivable 

should be supported by serially numbered credit memoranda (see above) signed by an 

offi cer or responsible employee having no duties relating to cash handling or to the main-

tenance of customers’ ledgers. Good internal control over credits for returned merchan-

dise usually includes a requirement that the goods be received and examined before credit 

is given. The credit memoranda should then bear the serial number of the receiving report 

on the returned shipment.

The credit manager should initiate the process of uncollectible receivable write-off, 

with subsequent authorization by the treasurer. Receivables that are written off should 

then be either turned over to a collection agency or retained and transferred to a separate 

ledger and control account. The records may be of a memorandum nature rather than part 

of the regular accounting system. Also, when possible—generally when the debtor is still 

in existence—statements requesting payment should continue to be mailed. Otherwise, 

any subsequent collections may be embezzled by employees without the necessity of 

falsifying records to conceal the theft.

The division of responsibility, sequence of procedures, and basic documentation 

of the handling of credit sales transactions are illustrated in the systems fl owchart in

Figure 11.1 on pages 446–447.

No. 4584
CREDIT MEMORANDUM

Wood Supply Co.
21 Main St.

Suisun, CA 95483

Customer: Howe Carpet Co. Date: Dec. 15, 20X0
     894 Reed St.
     Orange, CA 92786 

Customer No.: 687960 Invoice No. 7598597
Receiving Report No.: N/A

Description Amount

Allowance for substandard goods $550.00

Authorized by: Janis Morris

2 Chapter 10 provides information on cash receipts directly by fi nancial institutions (e.g., lockbox 
systems, debit and credit card sales proceeds, and other electronic receipts).
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Ongoing monitoring activities by management primarily involve reviewing various types 

of performance reports, including sales by product line, by major customer, by geo-

graphic area, and by salesperson. In addition, management often will carefully review the 

aging of accounts receivable and may solicit feedback from customers about the accuracy 

of billings. Software also may be used to identify unusual transactions. When unexpected 

amounts or unusual transactions are discovered, management should follow up to deter-

mine the underlying reasons.

Internal auditors also contribute to the monitoring process. As a part of their audit 

activities, they may periodically take over the mailing of monthly statements to custom-

ers, or send confi rmations and investigate discrepancies reported. They also may perform 

extensive reviews of shipping reports, invoices, cash receipts, credit memoranda, and the 

aged trial balances of accounts receivable to determine whether prescribed control activi-

ties are being carried out consistently. (In addition, reports of regulatory agencies should 

be considered in making improvements in internal control.) These periodic evaluations 

also can be used to improve the operating effectiveness of control activities.

As previously stated, a basic characteristic of effective control consists of the subdivision 

of duties. As applied to notes receivable, this principle requires that:

 • The custodian of notes receivable not have access to cash or to the general accounting 

records.

 • The acceptance and renewal of notes be authorized in writing by a responsible offi cial 

who does not have custody of the notes.

 • The write-off of defaulted notes be approved in writing by responsible offi cials and 

effective procedures adopted for subsequent follow-up of such defaulted notes.

These rules are obviously corollaries of the general proposition that the authorization, 

recording, and custodial functions should be separate, especially for cash and receivables.

If the acceptance of a note from a customer requires written approval of a respon-

sible offi cial, the likelihood of fi ctitious notes being created to offset a theft of cash is 

signifi cantly reduced. The same review and approval should be required for renewal of a 

note; otherwise, an opportunity to hide the diversion of the proceeds of a paid note exists 

through the perpetrator’s recording it as having been renewed. The protection provided 

by this procedure of requiring executive approval of notes will be stronger if the internal 

auditing department periodically confi rms notes directly with the makers.

The abstraction of cash receipts is sometimes concealed by failing to make an entry 

to record receipt of a partial payment on a note. Satisfactory control over the recording 

of partial payments requires that the date and amount of the payment and the new unpaid 

balance should be recorded and maintained by the accounting system. Notes written off 

as uncollectible should be kept under accounting control because occasionally debtors 

may attempt to reestablish their credit in later years by paying old dishonored notes. Any 

credit memoranda or journal vouchers for partial payments, write-offs, or adjustment of 

disputed notes should be authorized by proper offi cials and kept under numerical control.

Adequate controls over notes receivable secured by mortgages and trust deeds must 

include follow-up procedures that assure prompt action on delinquent property taxes and 

insurance premiums, as well as nonpayment of interest and principal installments.

In many companies, internal control is strengthened by the preparation of monthly 

reports summarizing notes receivable transactions during the month and the details 

of notes owned at the end of the reporting period. These reports are often designed to 

focus executive attention immediately upon any delinquent notes and to require advance 

approval for renewals of maturing notes. In addition, a monthly report on notes receivable 

ordinarily will show the amounts collected during the month, the new notes accepted, 

notes discounted, and interest earned. The person responsible for reporting on note trans-

actions should be someone other than the custodian of the notes.

Monitoring

Internal Control 
over Notes 
Receivable
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Besides preparing lead schedules for receivables and net revenue, the auditors obtain or 

prepare the following working papers:

 1. Aged trial balance of trade accounts receivable (often a computer printout).

 2. Analyses of other accounts receivable.

 3. Analysis of notes receivable and related interest.

 4. Analysis of allowance for uncollectible accounts and notes.

Audit 
Documentation 
for Receivables 
and Revenue

FIGURE 11.1 Dixieline Industries Ltd.: Credit Sales Systems Flowchart, December 31, 20X0
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 5. Comparative analyses of revenue by month, by product, or by territory, or by relating 

forecasted revenue to actual revenue.

 6. Documentation of internal controls.

 7. Risk analyses and audit plan (program).

Audit of Receivables and Revenue

The following steps indicate the general pattern of work performed by the auditors in 

the verifi cation of receivables and revenue. Selection of the most appropriate procedures 

for a particular audit will be guided by the nature of the internal controls that have been 

implemented and by the results of the auditors’ risk assessments.

Control Totals
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 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks, related to receivables and revenue.

 B. Obtain an understanding of internal control over receivables and revenue.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Examples of tests of controls:

  a. Examine signifi cant aspects of a sample of sales transactions.

  b. Compare a sample of shipping documents to related sales invoices.

  c. Review the use and authorization of credit memoranda.

  d. Reconcile selected cash register tapes and sales tickets with sales journals.

  e. Test IT application controls.

  f. Examine evidence of review and approval of revenue estimates.

 2. If necessary, revise the risks of material misstatement based on the results of tests of 

controls.

 E. Perform further audit procedures—substantive procedures for receivables and 

revenue.

 1. Obtain an aged trial balance of trade accounts receivable and analyses of other 

accounts receivable and reconcile to ledgers.

 2. Obtain analyses of notes receivable and related interest.

 3. Inspect notes on hand and confi rm those with holders.

 4. Confi rm receivables with debtors.

 5. Review the year-end cutoff of sales transactions.

 6. Perform analytical procedures for accounts receivable, notes receivable, and 

revenue.

 7. Review signifi cant year-end sales contracts for unusual terms.

 8. Test the valuation of notes receivable, computation of interest income, interest 

receivable, and amortization of discount or premium.

 9. Evaluate the propriety of the client’s accounting methods for receivables and 

revenue.

 10. Evaluate accounting estimates related to revenue recognition.

 11. Determine the adequacy of the client’s allowance for uncollectible accounts.

 12. Ascertain whether any receivables have been pledged.

 13. Investigate any transactions with or receivables from related parties.

 14. Evaluate the business purpose of signifi cant and unusual sales transactions.

 15. Evaluate fi nancial statement presentation and disclosure of receivables and 

revenue.

Figure  11.2 relates these major substantive procedures for receivables and revenue to 

their primary audit objectives.

As discussed in Chapter 6, it is essential for the auditors to have a thorough under-

standing of the client’s business and the industry in which it operates. Regarding revenue 

and receivables, this understanding includes matters such as:

 • The types of products and services sold.

 • The classes and categories of the client’s customers.

 • Whether the business is affected by seasonal or cyclical demand.

 • Typical marketing policies for the client and its industry.

 • Policies regarding pricing, sales returns, discounts, extension of credit, and normal 

delivery and payment terms.

 • Compensation arrangements that are based on recorded revenue.

 • Typical revenue recognition principles used in the industry and their methods of 

application.

An understanding of these matters helps ensure that the auditors effectively execute the 

audit plan for receivables and revenue.
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A. Use the Understanding of the Client and Its Environment to Consider Inherent 
Risks, Including Fraud Risks.
The auditors use their understanding of the client’s environment to assess the inherent 

risks for the assertions about receivables and revenue. The auditors face a number of 

potential inherent risks related to receivables and revenue. Most of these risks are derived 

from business risks that are faced by management, such as the risks of:

 • A decline in sales due to economic declines, product obsolescence, increased competi-

tion, or shifts in product or service demand.

 • Inability to collect receivables.

 • Improper revenue recognition.

 • Restrictions placed on sales by laws and regulations.

 Risks of material misstatement also arise from the possibility of fraud. Improper rev-

enue recognition has been the most common technique used by management to engage 

in fraudulent fi nancial reporting. Therefore, the audit of revenue and receivables is often 

an area of signifi cant risk to auditors. This is so much so that the professional standards 

indicate that the auditors should ordinarily presume that there is a risk of material mis-

statement due to fraud relating to revenue recognition.

If the auditors identify a fraud risk related to receivables and revenue, they will make 

sure that they understand the controls established by management to control the risk. 

They will also determine that the controls have been implemented. Finally, the auditors 

will design their responses to the risks. As discussed in Chapter 6, the auditors’ responses 

may take one or more of the following forms:

 1. A response that has an overall effect on how the audit is conducted. For example, the 

auditors might assign personnel with signifi cant experience in the client’s industry to 

evaluate the accounting principles used to recognize revenue.

 2. A response involving the design of audit procedures. For example, the auditors might 

require the confi rmation of accounts receivable to be performed at year-end as opposed 

to an interim date.

Use the understanding of the cli-

ent and its environment to consider 

inherent risks (including fraud risks) 

related to receivables and revenue.

LO 11-4

Substantive Procedures Primary Audit Objectives

Obtain aged listing of receivables and reconcile to ledgers.
Obtain analyses of notes receivable and related interest.

Valuation and accuracy

Inspect notes on hand and confi rm those not on hand. Existence, occurrence, and rights

Confi rm receivables with debtors. Existence, occurrence, and rights
Valuation and accuracy

Review the year-end cutoff of sales transactions. Existence, occurrence, and rights
Cutoff

Perform analytical procedures.
Review signifi cant year-end sales contracts.

Existence, occurrence, and rights
Cutoff
Valuation and accuracy

Verify interest earned on notes receivable. Completeness

Evaluate the propriety of client’s accounting for transactions.
Evaluate accounting estimates related to revenues.

Valuation and accuracy

Determine adequacy of allowance for uncollectible accounts. Valuation

Ascertain the existence of pledged receivables.
Investigate receivables from related parties.

Presentation and disclosure

Evaluate the business purpose of signifi cant and unusual sales transactions. Valuation and accuracy
Presentation and disclosure

Evaluate fi nancial statement presentation and disclosure. Presentation and disclosure

FIGURE 11.2 Objectives of Major Substantive Procedures for Receivables and Revenue
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 3. A response involving performing procedures to further address the risk of material 

misstatement due to management’s override of internal control. For example, the 

auditors will evaluate particularly carefully the business purpose of any unusual and 

 signifi cant sales transactions that they encounter, and they will evaluate the allowance 

for uncollectible accounts for evidence of management bias.

B. Obtain an Understanding of Internal Control over Receivables and Revenue.
The auditors’ consideration of controls over receivables and revenue may begin with 

the preparation of a written description or fl owchart and the completion of an internal 

control questionnaire. Typical of the questions comprising an internal control question-

naire for revenue and receivables are the following: Are orders from customers initiated 

and reviewed by the sales department? Are sales invoices prenumbered and all numbers 

accounted for? Are all sales approved by the credit department before shipment? Are esti-

mates of revenue performed by competent personnel using appropriate methods?

After the auditors have prepared a description of the controls, they will determine 

whether the client is actually using the policies and procedures—that is, whether they 

have been implemented. As the auditors confi rm their understanding of the revenue cycle, 

they will observe whether there is an appropriate segregation of duties and inquire as 

to who performed various functions throughout the year. They will also review revenue 

budgets and the follow-up on the variances; perform a walk-through of the cycle; inspect 

various documents, such as bills of lading, sales invoices, and customer statements; and 

review document fi les to determine that the client is appropriately accounting for the 

sequence of prenumbered documents. Figure 11.3 (on pages 452–453) illustrates these 

documents and the primary accounts involved in the revenue cycle.

C. Assess the Risks of Material Misstatement and Design Further Audit Procedures.
After considering the information about the client and its environment, including internal 

control, the auditors assess the risks of material misstatement related to the assertions 

about receivables and revenue. To make these assessments, the auditors should consider 

the relationships between specifi c misstatements and internal controls. Figure 11.4 (on 

pages 454–455) provides examples of potential misstatements of revenue and weak-

nesses in internal control that make them more likely to occur.

Obtain an understanding of inter-

nal control over receivables and 

revenue.

LO 11-5

Assess the risks of material mis-

statement of receivables and 

revenue and design further audit 

procedures, including tests of con-

trols and substantive procedures, 

to address the risks.

LO 11-6

CASE 1
The case of California Micro 

Devices Corp. is typical of situations involving manage-
ment misstatement of revenue. In this case, management 
had no revenue recognition policies and signifi cantly 
overstated revenue using a number of techniques, 
including:

 • Recording revenue on products that were not yet 
shipped or even ordered.

 • Failing to decrease revenue for returned products.

 • Paying distributors “handling fees” to accept shipments 
of products for which they had unlimited rights of return 
and booking the shipments as sales.

It was reported that, at the peak of the fraud, as much as 
70 percent of total sales was in the “fake” category.

CASE 2
According to an SEC release, civil fraud charges were fi led 
against certain members of management of Peregrine Sys-
tems, Inc., a software development company. Peregrine’s 
fi nancial results were restated for three fi scal years, reduc-
ing aggregate revenue during those years by $507 million.

According to the complaint, members of top manage-
ment determined near the end of each quarter in that 
period how much additional revenue was needed to meet 
or exceed analysts’ expectations. To meet the numbers, man-
agement entered into sham deals with resellers of the com-
pany’s software. When the related uncollectible receivables 
began to build, management obtained loans collateralized 
by the receivables, which were treated as sales of the receiv-
ables. Eventually, some of the receivables were written off 
as a part of the write-off of assets acquired in an unrelated 
acquisition.

Illustrative Case Typical Cases of Fraudulent
Revenue Recognition



Accounts Receivable, Notes Receivable, and Revenue 451

The auditors’ assessments of the risks of material misstatement (inherent and control 

risks) are used to design further audit procedures, including tests of controls and substan-

tive procedures. The further audit procedures should include tests of controls when the 

auditors’ assessments of control risk assume that controls are operating effectively but, 

in regard to their understanding of the client’s internal control, the auditors have not 

obtained suffi cient evidence that controls are operating effectively.

Some of the risks identifi ed by the auditors will be considered to be signifi cant risks 

that require special audit consideration. As an example, if the client executes complex 

sales contracts, there may be a signifi cant risk of misstatement of sales revenue that 

requires specifi c audit tests. In this case, the auditors may decide to confi rm the terms of 

contracts with the client’s customers. It is important to remember that for any signifi cant 

risk, the auditors:

 1. Should evaluate the design of the related controls and determine that they are implemented.

 2. May not rely solely on analytical procedures to address the risk.

 3. May not rely on evidence obtained in prior periods regarding the operating effective-

ness of the related controls.

D. Perform Further Audit Procedures—Tests of Controls.
Tests directed toward the effectiveness of controls help to evaluate the client’s internal 

control and determine whether the auditors’ planned assessed levels of control risk can 

be supported. Certain tests of controls are performed as the auditors obtain an under-

standing of the client’s internal control; these were described in our earlier discussion of 

that process.

1. Examples of Tests of Controls.
a. Examine Signifi cant Aspects of a Sample of Sales Transactions.
To determine that the controls portrayed in the fl owchart are effectively functioning in 

everyday operations, the auditors will examine signifi cant aspects of a sample of sales 

transactions. The size of the sample and the transactions included therein may be deter-

mined by either statistical or nonstatistical sampling techniques. The auditors often use 

generalized computer audit software to select the transactions to be tested.

In manufacturing companies, the audit procedure for verifi cation of a sales transac-

tion that has been selected for testing may begin with a comparison of the customer’s 

purchase order, the client’s sales order, and the duplicate copy of the sales invoice. The 

descriptions and quantities of items are compared on these three documents and traced 

to the duplicate copy of the related shipping document. The credit manager’s signature 

denoting approval of the customer’s credit should appear on the sales order.

The extensions and footings on each invoice in the sample should be proved to be 

arithmetically correct. In addition, the date of each invoice should be compared with two 

other dates: (1) the date on the related shipping document and (2) the date of entry in the 

accounts receivable subsidiary ledger.

Consistent pricing and sales discount policies are a necessary element of good internal 

control over sales transactions. After discussing the policies with management, the audi-

tors can verify the prices and discounts on the invoices selected for testing by compari-

son with authorized price lists, catalogs, or contracts with customers. After proving the 

accuracy of selected individual invoices, the auditors next trace the invoices to the sales 

journal and to postings in the accounts receivable subsidiary ledger.

When performing tests of sales transactions, the auditors should be alert for indica-

tions of shipments of consigned items treated as sales. Some companies that dispose of 

only a small portion of their total output by consignment fail to make any distinction 

between consignments and regular sales.

If the subsidiary records for receivables include some accounts with large debit entries 

and more numerous small credit entries, this should suggest to the auditors that goods 

have been shipped on consignment and that payments are being received only as the 
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consignee makes sales. Notations such as “Consignment shipment” or “On approval” 

are sometimes found in subsidiary ledgers or on the duplicate copies of sales invoices. 

Numerous large returns of merchandise are also suggestive of consignment shipments.

The auditors should also investigate the controls for sales to related parties. Effective 

control over intercompany or interbranch transfers of merchandise often requires the same 

kind of formal procedures for billing, shipping, and collection functions as for sales to 

outsiders; hence, these movements of merchandise are often invoiced and recorded as 

sales. When the operations of the several organizational units are combined or consoli-

dated into one income statement, however, it is apparent that any transactions not repre-

senting sales to outsiders should be eliminated from consolidated sales. In the audit of a 

client that operates subsidiaries or branches, the auditors should investigate the proce-

dures for recording movements of merchandise among the various units of the company.

b. Compare a Sample of Shipping Documents to Related Sales Invoices.
The preceding step in the audit plan called for an examination of selected sales transac-

tions and a comparison of the invoices with sales records and shipping documents. That 

PURCHASE ORDER
Pilot Stores
1425 G St.

Irvine, CA 92345

To: ____________________
     ____________________
     ____________________

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

Date: ____________________
     
Ship via: _________________
     
Terms: ____________

Nov. 10, 20X0

     Jon Trucking

  2/10, n/40

Enter our order for

 Qty

20 doz.

10

Description

Q Clamps
#26537489
120 hp
Generators
#45983748

  Price

$235.00

  355.00

    Total

$4700.00

  3550.00

Wood Supply Co.

By: ____________________

78644

Bill Jones

SALES ORDER

Wood Supply Co.
21 Main St.

Suisun City, CA 95483

To: ____________________
     ____________________
     ____________________

Cust. No.: ______________

Pilot Stores
1425 G St.
Irvine, CA 92345

         12654

Date: ____________________
     
Credit Approval: __________

Nov. 23, 20X0

       Description

Q Clamps
120 hp Generators

 Part No.

26537489
45983748

  Quantity

20 doz.
10

476538

MS

BILL OF LADING

Shipped to: 
     ____________________
     ____________________
     ____________________

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

     
Order No.: _______________
     
Shipper: _________________

Nov. 25, 20X0

      476538

    Jon Trucking

Quantity

5 Boxes

10 Crates

       Description

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

   Weight

      142

     2560

     ____
     2702

Shipper’s Acceptance: ____________________

10026574

Pilot Stores
1425 G St.
Irvine, CA 92345

Bill Warren

Sales

                               Remittance Advice
Wood Supply Co.

Inv. #7462537                                               $8085.00

Jackie Cohen

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

Eight thousand eighty-five and no/100

First National Bank
California

Pilot Stores
________________

Pay to the
order of  _______________________________   ____________

_____________________________________________________.

Wood Supply Co.                           $8085.00

Check

Cash Receipts

FIGURE 11.3 Overview of the Revenue and Cash Receipts Cycle—Documents and Accounts
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procedure would not, however, disclose orders that had been shipped but not billed. To 

obtain assurance that all shipments have been billed, the auditors may obtain a sample 

of shipping documents issued during the year and compare these to sales invoices. In 

making this test, particular emphasis should be placed upon accounting for all shipping 

documents by serial number. Any voided shipping documents should have been mutilated 

and retained in the fi les. The purposeful or accidental destruction of shipping documents 

before the creation of a sales invoice might go undetected if this type of test is not made.

INVOICE
Wood Supply Co.

21 Main St.
Suisun City, CA 95483

Sold to: _________________
           _________________
           _________________

Pilot Stores
1425 G St.
Irvine, CA 92345

Date: ____________________
     
Your order no.: ___________
     
Shipped: _________________

Shipped via: ______________

Nov. 27, 20X0

             78644

    Nov. 25, 20X0

         Jon Trucking

 Qty

20 doz.

10

Description

Q Clamps

120 hp
Generators

  Price

$235.00

  
  355.00

    Total

$4700.00

  
  3550.00
________
$ 8250.00

7462537

CREDIT MEMORANDUM

Wood Supply Co.
21 Main St.

Suisun, CA 95483

Customer: _________________
              _________________
              _________________

Customer No.: _____________
Receiving Report No.: _______      

Howe Carpet Co.
894 Reed St.
Orange, CA 92786

        687960
                 N/A

Date: ____________________
     

Invoice No. _______________

                 Description

Allowance for substandard goods

  Amount

$550.00

Authorized by: ____________________

Dec. 15, 20X0

          

          7598597

CONTROL LISTING

Payer
Xxxxxxxxx
Xxxxxxxxx
Xxxxxxxxx
Pilot Stores
Xxxxxxxxx
Xxxxxxxxx

Cust. No.
######
######
######
12654
######
######

Amount
$$$$$.$$
$$$$$.$$
$$$$$.$$
$8085.00
$$$$$.$$
$$$$$.$$

$$$$$.$$

Adjustments to Sales and Receivables

Sales

Accounts Receivable

Cash

Sales Discounts

Sales Returns and Allowances

Accounts Receivable

8250.00

8250.008250.00

8085.00

165.00

550.00

550.00

Accounts

Janis Morris
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Description of 
Misstatement Examples

Internal Control Weaknesses 
or Factors That Increase the Risk 

of the Misstatement

Recording unearned 
revenue

Fraud:

•  Recording fi ctitious sales without 
receiving a customer order or shipping 
the goods

•  Intentional overshipment of goods

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to meet 
sales targets

Errors:

•  Recording sales based on the receipt of 
orders from customers rather than the 
shipment of goods

•  Inaccurate billing and recording of sales
•  Recording cash that represents a 

liability (e.g., receipt of a customer’s 
deposit) as revenue

•  Ineffective billing process in which 
billing is not tied to shipping 
information

•  Ineffective controls for testing invoices, 
or ineffective input validation checks 
and computer reconciliations to ensure 
the accuracy of databases

•  Inadequate accounting manual; 
incompetent accounting personnel

Early (late) recognition 
of revenue—“cutoff 
problems”

Fraud:

•  Holding the sales journal open to record 
next year’s sales as having occurred in 
the current year

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to meet 
sales targets

Error:

•  Recording sales in the wrong period 
based on incorrect shipping information

•  Ineffective cutoff procedures in the 
shipping department

Recording revenue
when signifi cant
uncertainties exist

Fraud:

•  Recording sales when the customer is 
likely to return the goods

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to meet 
sales targets

Error:

•  Recording sales when the customer’s 
payment is contingent upon the 
customer receiving fi nancing or selling 
the goods to another party (e.g., 
consignment sales)

•  Aggressive attitude of management 
toward fi nancial reporting; incompetent 
chief accounting offi cer

Recording revenue when 
signifi cant services still 
must be performed by 
seller

Fraud:

•  Recording franchise revenue when 
the franchises are sold even though 
an obligation to perform signifi cant 
services still exists

•  Ineffective board of directors,
audit committee, or internal audit 
function; “tone at the top” not 
conducive to ethical conduct;
undue pressure to meet sales
targets

Error:

•  Amount of revenue earned on 
franchises is miscalculated

•  Aggressive attitude of management 
toward fi nancial reporting; incompetent 
chief accounting offi cer

FIGURE 11.4 Potential Misstatements—Revenue
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c. Review the Use and Authorization of Credit Memoranda.
All allowances to customers for returned or defective merchandise should be  supported by 

serially numbered credit memoranda signed by an offi cer or responsible employee hav-

ing no duties relating to handling cash or to the maintenance of customers’ ledgers. Good 

internal control over credits for returned merchandise usually includes a requirement that 

the returned goods be received and examined before credit is granted. The memoranda 

should then bear the date and serial number of the receiving report on the return shipment.

In addition to establishing that credit memoranda were properly authorized, the auditors 

should make tests of these documents similar to those suggested for sales invoices. Prices, 

extensions, and footings should be verifi ed, and postings traced from the sales return journal 

or other accounting record to the customers’ accounts in the subsidiary receivable ledgers.

d. Reconcile Selected Cash Register Tapes and Sales Tickets with Sales Journals.
In the audit of clients that make a substantial amount of sales for cash, the auditors may 

compare selected daily totals in the sales journal with cash register readings or tapes. The 

serial numbers of all sales tickets used during the selected periods should be accounted 

for and the individual tickets examined for accuracy of calculations and traced to the 

sales summary or journal.

e. Test IT Application Controls.
If the client has established effective IT application controls for sales transactions, the audi-

tors might decide to test these controls directly instead of testing a sample of sales trans-

actions. Tests of application controls might involve inspecting evidence of the operations 

control group’s reconciliation of batch control totals for sales transactions, as well as the 

follow-up on any transactions that are listed on exception reports. The auditors might also 

observe the application of input validity tests as sales transactions are entered. They may 

even enter test data to obtain additional evidence about performance of application controls.

f. Examine Evidence of Review and Approval of Revenue Estimates.
When a client uses accounting principles that require estimates of signifi cant amounts 

of revenue, the auditors may examine evidence of review and approval of the estimates.

Description of 
Misstatement Examples

Internal Control Weaknesses 
or Factors That Increase the Risk 

of the Misstatement

Overestimation of the 
amount of revenue 
earned

Fraud:

•  Misstating the percentage of completion 
of several projects by a construction 
company using the percentage-of-
completion method of revenue recognition

•  Overestimating the percentage of 
completion on projects by a construction 
company using the percentage-of-
completion method of revenue recognition

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; incompetent individuals 
involved in the estimation process

•  Aggressive attitude of management 
toward fi nancial reporting; incompetent 
personnel involved in the estimation/ 
accounting process

FIGURE 11.4 Concluded

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

statement assertion regarding receivables and sales transactions. These assessments will 

determine whether the auditors should modify their planned substantive procedures for 

the fi nancial statement assertions about receivables and sales. Figure 11.5 summarizes 

the relationships among these assertions, the controls, and typical tests of controls. This 

fi gure illustrates which controls affect the auditors’ assessment of the risks of material 

misstatement for the various assertions.

FIGURE 11.5 Relating Controls to Assertions
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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 (fi nancial 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
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review of account classifi cations.

Inspect the chart of accounts and evidence 
of the review of account classifi cations. X
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E. Perform Further Audit Procedures—Substantive Procedures for Receivables 
and Revenue.
1. Obtain an Aged Trial Balance of Trade Accounts Receivable and Analyses of 
Other Accounts Receivable and Reconcile to Ledgers.
An aged trial balance of trade accounts receivable at the audit date is commonly pre-

pared by employees of the client for the auditors, often in the form of a computer print-

out. The client-prepared schedule illustrated in Figure 11.6 has a multipurpose format 

designed to display the aging of customers’ accounts, the estimate of probable credit 

losses, and the confi rmation control information. The summary of so many phases of the 

examination of receivables in a single working paper is practicable only for small con-

cerns with a limited number of customers. If the client has any accounts receivable other 

than trade accounts, the auditors also should obtain similar analyses of those accounts.

When trial balances or analyses of accounts receivable are furnished to the auditors by 

the client’s employees, some independent verifi cation of the listing is essential. Determi-

nation of the proper extent of testing should be made in relation to the adequacy of the 

controls over receivables. The auditors should test footings, cross-footings, and agings. 

In testing agings, it is important to test some accounts classifi ed as current, as well as 

those shown as past due. These selected accounts should be traced to the subsidiary led-

gers. The totals of schedules prepared by client personnel should also be compared with 

related controlling accounts. In addition, the balances of the subsidiary ledger records 

should be verifi ed by footing the debit and credit columns on a test basis. Generalized 

Primary Audit 

Objective:

Valuation           ✓

Confirmation
Number Customer

Balance
12/31/X5

Billed
for

December

Billed
for

November

Billed
for

October

Billed
prior to
October

Credit
Balances

Collections
Subsequent
to 12/31/X5

Estimated
Uncollectible

$ 8,255.60
205.00

7,310.20
22.00

1,250.00
3,000

1,825.00
47.19

$78,624.62

(3,000.00)

75,624.62

The Fairview Corporation
Account No. 121

Accounts Receivable—Trade
December 31, 20X5

Adams & Sons
Baker Company, Inc.
Cross Mfg. Corp
Douglas Supply Co.
Electric Mfg. Co., Inc.
J.R. Farmer

Young Industries
Zappa M'fg.

1
2
3

4

64

$ 7,921.60

1,500.20

1,250.00
3,000.00

1,575.00
47.19

$48,801.67

(3,000.00)

45,801.67

$   205.00
1,210.00

$21,245.60

$  334.00

500.00

250.00

$2,278.20

$4,100.00
22.00

$6,302.15

$ 7,921.60
205.00

4,100.00

1,250.00

47.19

$62,406.44

22.00

$ 4,100.00$(600.00)

cx
c
c

c

cx

u
u
u
u
u
u

u
u

i

i

i
i

i
i

i
i i

i

i

i

i

u = Footed and cross-footed. 
   = Agreed to general ledger.
y = Traced to accounts receivable subsidiary ledger.
i = Verified aging.
c = Confirmed; no exception.
cx = Confirmed with exception. See B-1-1.

      See audit plan (B-2) for extent of confirmation and other auditing procedures.

Conclusion:
      The results of the confirmation and other tests described in the audit 
plan (B-2) provide sufficient appropriate evidence of existence of, and rights to, 
trade accounts receivable in the aggregate amount of $75,624.62.
                                                                                                              V.M.H.
                                                                                                            Jan. 20, X6

                 A.J.E. 12
Accounts Receivable—Officers      3,000.00
           Accounts Receivable—Trade            3,000.00
      Correct classification of account
      receivable from J. R. Farmer,
      President

V.M.H.
1/12/X6

Prepared by Client

B-1

y
y
y
y
y
y

y
y

u

B

B

FIGURE 11.6 Computerized Aging of Accounts Receivable
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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 Confi rm Those with Holders.
The inspection of notes receivable on hand should be performed concurrently with the 

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

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. Confi rmation in writing from the holder of the note is considered an acceptable 

alternative to inspection; it does not, however, eliminate the need for securing confi rma-

tion from the maker of the note. The confi rmation letter sent to a bank, collection agency, 

secured creditor, or other holder should contain a request for verifi cation 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 offi cer or employee of the client com-

pany desiring to create a fi ctitious note could do so by obtaining a bank note form and 

fi lling in the amount, date, maturity, and signature. The relative ease of creating a forged 

or fi ctitious note suggests that physical inspection by the auditors represents a less sig-

nifi cant and conclusive audit procedure for verifi cation of notes receivable than for cash 

or securities.

4. Confi rm Receivables with Debtors.
An external confi rmation is audit evidence obtained by the auditors as a direct

written response to the auditors’ confi rmation request sent to a third party (the 

confi rming party). The external confi rmation 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 veri-

fi cation 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 gross valuation of the asset, and (b) provides some assurance that no lapping or other 

manipulation affecting receivables is being carried on at the balance sheet date. However, 

the confi rmation of a receivable provides only limited evidence about the  completeness 

and valuation assertions because only recorded amounts are confi rmed, and debtors may 

acknowledge debts even though they are not able to pay them.

Primary Audit 

Objectives:

Valuation           ✓

Accuracy            ✓

Primary Audit 

Objectives:

Existence           ✓

Occurrence        ✓

Rights                ✓

Primary Audit 

Objectives:

Existence ✓

Occurrence ✓

Rights ✓

Valuation ✓

Accuracy ✓

di b d f h h h li ’

In the Equity Funding Corpo-
ration of America fraud, fi cti-
tious receivables selected for 

confi rmation by the auditors bore addresses of employees 

who were conspirators in the fraud. The fi ctitious confi rma-
tion requests were thus signed and returned to the auditors 
by the recipients.

Illustrative Case Equity Funding Fraud
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A better understanding of the emphasis placed on confi rmation of receivables can be 

gained by a brief review of auditing history. Audit objectives and procedures were drasti-

cally revised in the late 1940s. Before that time the usual audit did not include procedures 

to assure that the receivables were genuine claims against existing companies or that 

inventories actually existed and had been accurately counted. Requiring the auditors to 

confi rm receivables (or to observe the taking of physical inventory) was considered too 

expensive and not particularly important. Auditors generally relied in that early era upon 

a written statement by management concerning the validity of receivables and the exis-

tence of inventories. This approach was drastically revised after some spectacular fraud 

cases involving millions of dollars in fi ctitious receivables and inventories showed the 

need for stronger audit evidence.

AICPA AU-C 330 (PCAOB 330) indicates that the auditors should confi rm accounts 

receivable, unless (a) accounts receivable are immaterial, (b) the use of confi rmations 

would be ineffective, or (c) the auditors’ assessment of the risk of material misstatement 

is low and the auditors plan to obtain suffi cient appropriate audit evidence by perform-

ing other substantive procedures. This requirement differs from the international auditing 

standards that accept confi rmation as an audit procedure, but do not require the use of 

confi rmation requests in any particular situations.

The confi rmation process may be performed using a paper form or by electronic or 

other medium. Figure 11.7 shows the steps involved in the accounts receivable confi rma-

tion process, whether it be by hard copy or electronic. Sending confi rmation requests in 

paper form and receiving confi rmations in paper form is by far still the most frequent 

approach used by auditors. As discussed in Chapter 5, such externally generated evidence 

potentially offers very relevant and reliable evidence. However, in both hard-copy and 

electronic environments various risks are involved, including:

 • The information may be delivered to an inappropriate address and signed by a non-

authentic source. For example, if CPAs are provided an incorrect address for ABC 

Company, the individual that controls that address may fraudulently reply to the 

confi rmation.

 • Improper intervention into the delivery of a properly addressed confi rmation request. 

For example, CPA placement of a confi rmation in an unsecure mail bag (or electronic 

delivery through an insecure channel) may make it possible for a nonauthentic source 

to intervene and reply.

FIGURE 11.7 Accounts Receivable Confi rmation Process

Accounts Receivable
     ABC Company
$220,000

Confirmation request
to ABC Company
prepared

Confirmation
request
delivered to
ABC Company

Response is
delivered
to the auditors

CPA receives
response to
confirmation
request

CPA determines confirm-
ation request is directed to
appropriate confirming
individual and address

ABC Company
receives confirmation
request

ABC Company confirming
party receives and
responds to confirmation
request
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 • The information may be delivered properly to a debtor company, but an inappropriate 

individual may reply. For example, an employee of ABC Company in purchasing, who 

has no knowledge of the balance due but an interest in maintaining a “no problem” rela-

tionship with the supplier, may simply sign the confi rmation with no exception noted.

To control risks such as the above, after confi rmation requests are prepared, the audi-

tors should determine that they are directed towards an appropriate confi rming party 

at a proper address. Ordinarily, one would expect an individual within the customer’s 

accounts payable function to be such a respondent. Concerning the address used, a sam-

ple of addresses may be verifi ed through use of the Internet as well as through informa-

tion available from the client (e.g., customer orders). Note, however, that simply using 

address information provided by the client alone may not disclose a fraud in which client 

personnel have created false receivables and related documentation. When using paper 

confi rmations, the auditors should thoroughly investigate any suspicious circumstances, 

such as an excessive number of individual debtors with addresses that are post offi ce 

boxes; the boxes may have been rented under fi ctitious debtors’ names by employees of 

the client company who are engaged in accounts receivable fraud. Electronic confi rma-

tions sent via e-mail may offer similar challenges to the auditors in assuring that they 

have proper addresses. The auditors may wish to telephone prospective respondents to 

determine that correct e-mail addresses are being used.

When using the paper form, all requests for confi rmation of notes and accounts 

receivable should be mailed in envelopes bearing the CPA fi rm’s return address. A 

stamped or business reply envelope addressed to the offi ce of the auditors also should 

be enclosed with the request. Confi rmation requests should be mailed personally by the 

auditors at a post offi ce or in a government mailbox. These procedures are designed to 

prevent the client’s employees from having any opportunity to alter or intercept con-

fi rmation requests or the customers’ replies. The entire process of confi rming receiv-

ables is subject to manipulation if the confi rmation requests or replies from customers 

pass through the hands of client personnel. Requests returned as undeliverable by the 

post offi ce may be of prime signifi cance to the auditors and hence should be returned 

directly to their offi ce.

Various electronic approaches are used for confi rming balances. For example, the audi-

tors may transmit the confi rmation request via e-mail using a scanned copy of the document 

that has been signed by a client. When e-mail is used, the auditors should maintain control 

over the electronic confi rmation requests and replies. As indicated earlier, the auditors ordi-

narily will verify e-mail addresses supplied by management. When electronic replies are 

received, auditors will validate the source of the electronic information. For example, the 

use of encryption and a digital signature may be used to validate the source.

As discussed in Chapter 10, the respondent to an electronic confi rmation or a trusted 

third-party provider may also provide the auditors (with the client’s authorization) access 

to a secure website that contains the requested information. Since the website location 

and access information are obtained directly from the confi rming party or a trusted third-

party service provider, the auditors can consider the information confi rmed by the third 

party. However, if access codes are obtained only from the client personnel, the informa-

tion should not be considered to be confi rmed by the third party because of the risk that 

the website or account might be manipulated by client personnel.

To improve the rate of responses to confi rmation requests, the auditors should care-

fully design the form to make sure that the person receiving the confi rmation is likely to 

have easy access to the information requested. For example, customers that use a voucher 

system for cash disbursements may be better able to confi rm individual unpaid transac-

tions, rather than total receivable balances. The auditors should also try to include on the 

form the details of the transactions, such as customers’ purchase order numbers.

In some cases, the confi rmation process may involve obtaining oral responses, gen-

erally through a telephone call made by an auditor to the responding individual. Oral 

responses do not meet the defi nition of an external confi rmation, which is defi ned 

as including a written response. When the auditors consider a written response to be 
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necessary, they should request the individual making the oral response to also respond in 

writing directly to the auditors. If the written response is not received, alternative audit 

procedures will not provide suffi cient and appropriate audit evidence; the auditors should 

determine the implications for the audit and the auditors’ report (i.e., a scope limitation is 

involved that, if considered signifi cant enough, may result in either a qualifi ed opinion or 

a disclaimer of opinion as discussed in Chapter 17). If the auditors conclude that a written 

response is not required, they should properly document the oral response in the working 

papers (e.g., including details on the identity of the responding individual and the date 

and time of the conversation). When relying on oral responses, the auditors may perform 

additional precautionary procedures such as initiating the call to the respondent using a 

telephone number independently obtained.

When fax replies are received, the auditors should take particular care because it is 

possible to program a fax machine with an incorrect transmitting number and name, thus 

leaving the recipient with misleading information about the source of the document. For 

example, a dishonest individual can send a falsifi ed fax reply that appears to be from the 

debtor’s offi ces. This risk may be controlled to a certain extent by using a fax machine 

that verifi es the telephone number from which the reply is received (as opposed to simply 

printing the alleged telephone number) or by calling the purported sender to ensure the 

confi rmation received is valid.

Positive and Negative Confi rmation Requests
There are two methods of confi rming receivables by direct communication with the 

debtor. In each type of communication, the client makes the formal request for confi rma-

tion, although the auditors control the entire confi rmation process.

The use of positive confi rmation requests, as illustrated by Figure 11.8, consists 

of a request addressed to the debtor asking for a reply. Most positive forms ask the debtor 

to confi rm directly to the auditors the accuracy of the dollar amount shown on the confi r-

mation request. Other positive forms, referred to as blank forms, do not state the amount 

on the request, but ask the debtor company to fi ll in the balance.

The use of negative confi rmation requests consists of a communication addressed 

to the debtor company asking it to advise the auditors only if the balance shown is incor-

rect. A negative confi rmation request may be in the form of a letter or it may be made 

merely by applying a rubber stamp to the customer’s regular monthly statement, or by 

attaching a gummed label bearing the words shown in Figure 11.9.

When the negative form of confi rmation request is used, the lack of a reply from a 

given customer is interpreted as satisfactory evidence, when in fact the customer may 

simply have ignored the confi rmation request. Since the auditors need not follow up on 

nonreplies, the expense of using negative confi rmation requests is less than for the posi-

tive form; thus, more customers can be contacted for the same or less cost.

The positive form provides more assurance than the negative form because the audi-

tors are alerted to the need for further investigation if a reply is not received. However, 

when positive confi rmations ask recipients to confi rm the accuracy of information pro-

vided on the request, there is a risk that the recipient may simply sign and return it with-

out verifying the information. Blank forms control this risk by requiring the recipient to 

provide the information. But blank confi rmations generally result in lower response rates 

and, therefore, require more follow-up procedures.

Although positive confi rmation requests may be used in any circumstance, the use of 

solely negative requests should be reserved for situations in which at least one of the follow-

ing circumstances exists: (a) The assessed level of the risk of material misstatement is low 

and suffi cient appropriate audit evidence has been obtained on operating effectiveness of 

controls; (b) a large number of small, homogeneous balances are involved; (c) a low excep-

tion rate is expected; or (d) the auditors are not aware of circumstances that would cause 

recipients of the request to disregard them. When the auditors use negative requests, they 

should consider supplementing the confi rmation process with other substantive procedures. 

In many situations, a combination of positive and negative confi rmation requests is used, 

with the positive form used for large balances and the negative form for small balances.
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Size of Sample
In the audit of most companies, the confi rmation process for accounts receivable is lim-

ited to a sample. The sample should always be large enough to warrant the drawing of 

valid inferences about the entire population of receivables. Generally, auditors are able 

to stratify the population in a manner that allows confi rmation of a majority of the dollar 

amount of receivables.

As discussed in Chapter 9, the size of the sample will vary with the levels of sampling 

risk accepted (the risk of incorrect rejection and acceptance), the tolerable misstatement, 

and certain characteristics of the population. The results of confi rmation tests in prior 

years may serve as another factor in setting sample size; signifi cant exceptions in prior 

years’ confi rmation results signal the need for extensive confi rmation of the current year’s 

receivables. Finally, the choice between the positive and negative forms of confi rmation 

requests infl uences the size of the sample. The number of confi rmations mailed is usually 

increased when the negative form is used.

FIGURE 11.8
Positive Form of 
Accounts Receivable 
Confi rmation Request 
(with Customer Reply)

SMITH & CO.
1416 Eighteenth Street   •   Los Angeles   •   California   •   90035

December 31, 20X1
Martin, Inc.
6700 Holmes Street
Kansas City, Missouri 64735

Dear Sirs:

      Please confirm directly to our auditors

Adams, Barnes & Co.
Certified Public Accountants

1800 Avenue of the Stars
Los Angeles, California 90067

the correctness of the balance of your account payable to us as shown below 
and on the enclosed statement at December 31, 20X1. If the amount is not in 
agreement with your records at that date, please provide any information which 
will aid our auditors in reconciling the difference.

      Your prompt return of this form in the enclosed stamped envelope is 
essential to the completion of the audit of our financial statements and will 
be appreciated.

                                                                          Smith & Co.

                  
                                                                 By _________________________
                                                                               (Controller)

THIS IS NOT A REQUEST FOR PAYMENT, BUT MERELY FOR
CONFIRMATION OF YOUR ACCOUNT.

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

      The statement of our account showing a balance of $24,689.00 due Smith & 
Co. at December 31, 20X1, is correct except as noted below.
                                                                 
                                                                     _________________________

Date: ____________________                         By _________________________

Exceptions: __________________________________________________________
_____________________________________________________________________
_____________________________________________________________________

Martin, Inc.

M.J. Crowley

Howard MartinJanuary 16, 20X2
None
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In selecting the individual accounts to be confi rmed, it is customary to include all custom-

ers with balances above a selected dollar amount and to select a sample of accounts from the 

remaining receivables. Generalized audit software is useful in stratifying  computer-processed 

accounts receivable to facilitate the selection of a representative sample.

Management’s Refusal to Allow the Auditors to Perform External Confi rmation 
Procedures
If management refuses to allow the auditors to perform external confi rmation procedures, 

the auditors should inquire and evaluate management’s reasons, evaluate the implications 

of this refusal to the assessment of the risks of misstatement, and perform alternative 

audit procedures designed to obtain relevant and reliable audit evidence. If the auditors 

consider management’s reasons to be unreasonable, or if the auditors are unable to obtain 

relevant and reliable audit evidence from alternative audit procedures, the auditors should 

communicate with those charged with governance about the matter. The auditors should 

also determine the implications for the auditors’ opinion since this represents a scope 

limitation that may result in either a qualifi ed opinion or a disclaimer of opinion (Chap-

ter  17 discusses scope limitations in detail).

Discrepancies in Customers’ Replies
The auditors should resolve differences reported by customers. The majority of such 

reported discrepancies arise because of normal lags in the recording of cash receipts or 

sales transactions, or because of a misunderstanding on the part of the customer company 

as to the date of the balance it is asked to confi rm. Some replies may state that the balance 

listed is incorrect because it does not refl ect recent cash payments; in such instances, the 

auditors normally trace the reported payments to the cash records.

Restrictions in Customers’ Replies
A customer’s response to a receivable (or other account) confi rmation request may contain 

restrictive language concerning its use. Depending upon their nature, such restrictions may 

or may not invalidate the reliability of the response as audit evidence. AU-C 505 suggests 

that “boilerplate” disclaimer of liability such as the following may not affect the reliability 

of the information confi rmed: “Information is furnished as a matter of courtesy without a 

duty to do so and without responsibility, liability, or warranty, express or implied.”

Alternatively, certain restrictions may cast doubt about the completeness or accuracy of the 

information in the response, such as:

 • “Information is not guaranteed to be accurate nor current and may be a matter of 

opinion.”

 • “The recipient may not rely upon the information in the confi rmation.” 

Restrictive language such as these may require the gathering of further audit evidence to 

resolve the doubts about the accuracy of the account.

Alternative Audit Procedures for Nonrespondents
The percentage of replies to positive confi rmation requests that can be expected will 

vary greatly according to the type of debtor. When using positive confi rmation requests, 

the auditors should generally follow up with a second and sometimes a third request to 

Please examine this statement carefully. If it does not agree with your records, please report any 
differences to our auditors.

Adams, Barnes & Co.
Certifi ed Public Accountants
1800 Avenue of the Stars
Los Angeles, California 90067

A business reply envelope requiring no postage is enclosed for your convenience.

THIS IS NOT A REQUEST FOR PAYMENT

FIGURE 11.9
Negative Form of 
Accounts Receivable 
Confi rmation Request
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produce replies. When replies are still not received, the auditors should apply alternative 

procedures to the accounts, unless (1) the amount of the nonresponses is not signifi cant 

when projected as a 100 percent misstatement to the total balance of receivables, and 

(2) there are no unusual characteristics related to the nonresponses. The best alternative 
auditing procedure ordinarily is examination of subsequent cash receipts in payment of 

the receivable. However, in order to make certain that the payment is for a receivable that 

existed at year-end, the auditors also may need to examine shipping documents, customer 

purchase orders, or sales invoices for the sales transactions making up the receivable. 

Examination of these sales documents is also the alternative procedure used for receiv-

ables that are not paid during the subsequent period.

A summary should be prepared for the working papers outlining the extent and nature 

of the confi rmations sent and the overall results obtained. Such a summary is a highly 

important part of audit documentation.

The Confi rmation Process in Perspective
The auditors face more than one type of risk in relying upon the confi rmation process to 

form an opinion about the fairness of the accounts receivable as a whole. We have already 

recognized the risk that some accounts with erroneous balances may not be included in the 

confi rmation sample, the risk of inappropriate intervention by client personnel, and the risk 

that replies may not be received from some customers with erroneous balances. Finally, 

there is also a risk that customers may routinely return confi rmation requests without actu-

ally comparing the balance with their records. Such responses would give the auditors a 

false sense of security. Despite these risks, however, the confi rming of accounts receivable 

provides valuable evidence and represents an important part of the auditors’ work.

As indicated previously, the best proof available to the auditors as to the existence of 

an account receivable ordinarily is its collection before completion of the audit. However, 

this statement requires qualifi cation, as indicated by the situation described in the above 

Illustrative Case.

Reviewing and Confi rming Accounts and Notes Written Off as Uncollectible
If any accounts or notes receivable of signifi cant amounts were written off as uncol-

lectible during the year, the auditors should determine that these write-offs were prop-

erly authorized. In the absence of proper authorization procedures, a dishonest employee 

could conceal permanently a theft of cash merely by a charge to accounts or notes receiv-

able followed by a write-off of that asset.

A systematic review of the notes and accounts written-off can conveniently be made 

by obtaining or preparing an analysis of the allowance for doubtful accounts and notes. 

Debits to the allowance may be traced to the authorizing documents and to the control 

During the fi rst audit of a 
small manufacturing com-
pany, the auditors sent con-

fi rmation requests to all customers whose accounts showed 
balances in excess of $1,000. Satisfactory replies were 
received from all but one account, which had a balance 
of approximately $30,000. A second confi rmation request 
sent to this customer produced no response; but before the 
auditors could investigate further, they were informed by 
the cashier-accountant that the account had been paid in 
full. The auditors asked to examine the customer’s check 

and the accompanying remittance advice, but they were 
told that the check had been deposited and the remittance 
advice destroyed. Further questioning concerning transac-
tions with this customer evoked such vague responses that 
the auditors decided to discuss the account with the offi cers 
of the company. At this point, the cashier-accountant con-
fessed that the account in question was a fi ctitious one cre-
ated to conceal a shortage and that to satisfy the auditors 
he had “collected” the account receivable by diverting cur-
rent collections from other customers whose accounts had 
already been confi rmed.

Illustrative Case Importance of Follow-Up 
on Nonrespondents
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record of accounts and notes written off; confi rmation requests may be mailed to some 

of the debtors to determine that the account or note was genuine when it was fi rst in the 

accounts. Credit entries should be compared with the charges to uncollectible accounts 

and notes expense. Any write-off that appears unreasonable should be fully investi-

gated. Charge-off of a note or account receivable from an offi cer, stockholder, or direc-

tor is unreasonable on its face and warrants the most searching investigation by the 

auditors. Analytical procedures including the computation of the ratios of the year’s 

write-offs to net credit sales, to uncollectible accounts expense, and to the allowance 

for doubtful accounts may be useful in bringing to light any abnormal write-offs.

5. Review the Year-End Cutoff of Sales Transactions.
One of the more common methods of falsifying accounting records is to infl ate the sales 

for the year by holding open the sales journal beyond the balance sheet date. Shipments 

made in the fi rst part of January may be covered by sales invoices bearing a December 

date and included in December sales. The purpose of such misleading entries is to present 

a more favorable fi nancial picture than actually exists. Since sales are frequently used as 

the base for computation of bonuses and commissions, an additional incentive for pad-

ding the sales account is often present. A related abuse affecting accounts receivable is 

the practice of holding the cash journals open beyond the balance sheet date; auditing 

procedures designed to detect this practice were described in connection with the audit of 

cash transactions in Chapter 10.

To guard against misstatements due to inaccurate cutoff of sales records (whether acci-

dental or intentional), the auditors should compare the sales recorded for several days 

before and after the balance sheet date with the duplicate sales invoices and shipping 

documents. The effectiveness of this step is largely dependent upon the degree of seg-

regation of duties between the shipping, receiving, and billing functions. If warehous-

ing, shipping, billing, and receiving are independently controlled, it is most unlikely that 

records in all these departments will be manipulated to disguise shipments of one period 

as sales of the preceding period. On the other hand, one individual with control over both 

shipping records and billing documents could manipulate both sets of records to overstate 

the year’s sales.

Fictitious sales are occasionally recorded at year-end as a means of overstating fi nan-

cial results. Therefore, auditors should be aware of and investigate:

 a. Unusually large increases in year-end sales to a single customer or a few. This might 

be indicative of bill and hold transactions, in which sales are billed but goods are 

not shipped. Bill and hold transactions must meet stringent requirements to qualify as 

a sale as set forth in SEC Staff Accounting Bulletin No. 104.
 b. Large increases in revenue and receivables along with increases in gross profi t margins 

that are inconsistent with the client’s experience or industry averages.

 c. Inappropriate changes in accounting principles that result in an increase in recorded 

revenue.

 d. Substantial sales returns following the balance sheet date that might indicate mer-

chandise shipped to customers without a customer order for those goods or channel 
stuffi ng, in which sales are boosted by inducing customers to buy substantially more 

inventory than they can promptly resell.

As discussed in Chapter 10, the term window dressing refers to actions taken around 

the balance sheet date to improve the fi nancial picture presented in the fi nancial state-

ments. A number of window dressing practices represent proper and appropriate busi-

ness practices, such as a special year-end promotion to boost sales and making diligent 

efforts to ship out all orders. However, window dressing practices such as those listed 

above result in fraudulent misstatements of the fi nancial statements. To guard against 

such manipulations, the auditors should review carefully all substantial sales returns fol-

lowing the balance sheet date that may apply to receivables originating in the year under 

Primary Audit 

Objectives:

Existence ✓

Occurrence ✓

Rights ✓

Cutoff ✓
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audit. Consideration should be given to refl ecting these returns in the current year’s busi-

ness by means of adjusting entries. Confi rmation of accounts receivable, if performed at 

the balance sheet date, should also serve to bring any large unauthorized shipments to the 

attention of the auditors.

6. Perform Analytical Procedures for Accounts Receivable, Notes Receivable,
and Revenue.
During the risk assessment stage of the audit, professional standards require the audi-

tors to perform analytical procedures with the objective of identifying potential mis-

statements of revenue.  Several ratios and relationships can be computed to indicate 

the overall reasonableness of the amounts shown for accounts receivable, revenue, and 

notes receivable. Examples include (a) the gross profi t rate (by product line, store, or 

region), (b) the ratio of sales in the last month or week to total sales for the quarter 

or year, (c) revenue in relation to productive capacity, (d) units shipped in relation 

to revenues and production records, (e) accounts receivable turnover, (  f  ) the ratio of 

accounts receivable to the year’s net credit sales, (g) the ratio of accounts written off 

during the year to the ending balance of accounts receivable, (h) the ratio of returns and 

allowances to sales, (i) the ratio of interest revenue to notes receivable, and ( j) the ratio 

of uncollectible account expense to credit sales. These ratios and relationships are com-

pared with corresponding data for the preceding years, and with budgets, performance 

statistics, or comparable industry averages.

Primary Audit 

Objectives:

Existence ✓

Occurrence ✓

Rights ✓

Cutoff ✓

Valuation ✓

Accuracy ✓

Focus on the Casino Industry
Casinos have few documents to support their revenue transactions. This makes it diffi cult for 
auditors to apply tests of details to the revenues of these types of organizations. An AICPA Audit 
Risk Alert on the casino industry emphasizes the use of analytical procedures to audit revenues. 
In developing expectations about the amounts of revenues, the auditors should consider:

 • Demographic data of casino clientele.

 • Betting limits established by regulatory agencies.

 • Effects of adverse weather conditions or special events, such as conventions, on casino 
attendance.

 • Seasonality of casino operations.

 • General economic conditions.

 • Effects of intense competition.

 • Impact of promotional programs.

 • Probable win ratios.

Auditors are warned that while, in the long term, fl uctuations may be likely to conform to 
expected patterns, the element of chance—a fundamental characteristic of casino operations— 
makes short-term fl uctuations common.

Former company and fran-
chise employees stated that 
by mid-2003 Krispie Kreme 

Doughnuts, Inc., was double-shipping wholesale orders to 
some grocers at the end of quarterly reporting periods in 
order to temporarily boost sales and earnings, even though 

executives knew many of the doughnuts would be returned 
for credit later. It was reported that it was commonplace for 
management to inappropriately channel stuff in order to 
meet analysts’ expectations. This was inappropriate because 
Krispie Kreme’s management did not take into consider-
ation the additional amounts of sales returns involved.

Illustrative Case What Do You Do 
with Stale Doughnuts?
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7. Review Signifi cant Year-End Sales Contracts for Unusual Terms.
To boost the level of sales for a period, management may be inclined to modify the terms 

of sales contracts near year-end. These modifi cations may affect the collectibility of the 

related accounts receivable, the customers’ return rights, and even whether the sales meet 

the criteria to be recognized in the current period. Therefore, the auditors should care-

fully review any signifi cant year-end sales contracts for unusual pricing, billing, delivery, 

return, exchange, or acceptance clauses.

8. Test the Valuation of Notes Receivable, Computations of Interest Income, 
Interest Receivable, and Amortization of Discount or Premium.
Unless a company elects the fair value option, notes receivable are valued at their out-

standing face value plus or minus any unamortized premium or discount. When a com-

pany has not adopted the fair value option, the auditors may effectively audit valuation, 

interest income, interest receivable, and the amortization by performing an independent 

computation of the interest earned during the year on notes receivable. The working 

paper used to analyze notes receivable should show the interest rate and date of issuance 

of each note. The interest section of this working paper consists of four columns, which 

show for each note receivable owned during the year the following information:

 a. Accrued interest receivable at the beginning of the year (taken from the preceding 

year’s audit working papers).

 b. Interest earned during the year (computed from the terms of the notes).

 c. Interest collected during the year (traced to cash receipts records).

 d. Accrued interest receivable at the end of the year (computed by the auditors).

These four columns compose a self-balancing set. The beginning balance of accrued 

interest receivable (fi rst column) plus the interest earned during the year (second column) 

and minus the interest collected (third column) should equal the accrued interest receiv-

able at the end of the year (fourth column). The totals of the four columns should be 

cross-footed to ensure that they are in balance; in addition, the individual column totals 

should be traced to the balances in the general ledger.

If the interest earned for the year as computed by the auditors does not agree with 

interest earned as shown in the accounting records, the next step is an analysis of the 

ledger account. Any unaccounted-for credits in the Interest Earned account deserve par-

ticular attention because these credits may represent interest received on notes that have 

never been recorded.

For fi nancial institutions or other clients having numerous notes receivable, the auditors 

may verify interest computations on only a sample of the notes. In addition, they should test 

the reasonableness of total interest earned for the year by applying a weighted average rate 

of interest to the average balance of the Notes Receivable ledger account during the year.

The fair value option for valuation of notes receivable (as presented in Chapter 5) is 

available. When the fair value option has been elected, the auditors should evaluate the 

propriety of the valuation techniques and inputs (assumptions) used.

9. Evaluate the Propriety of the Client’s Accounting Methods for Receivables
and Revenue.
As indicated earlier in this chapter, many instances of misstatements in fi nancial state-

ments have involved the inappropriate recognition of revenue and related receivables— 

often through the premature recording of revenues or the recording of fi ctitious revenues. 

Previous steps in this audit plan have addressed this risk through consideration of a proper 

year-end cutoff of sales transactions (step 5); performance of analytical  procedures for 

accounts receivable, notes receivable, and revenue (step 6); and the review of signifi cant 

year-end sales contracts for unusual terms (step 7). In step 9, we directly address the pro-

priety of the accounting methods relating to receivables and revenue.

From a conceptual standpoint, “revenues are considered to have been earned when 

the entity has substantially accomplished what it must do to be entitled to the benefi ts 
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represented by the revenues.”3 The SEC, in Staff Accounting Bulletin No. 104, provides 

the following criteria that ordinarily should exist for revenue to be recognized:

 • Persuasive evidence of an arrangement exists.

 • Delivery has occurred or services have been rendered.

 • The seller’s price to the buyer is fi xed or determinable.

 • Collectibility is reasonably assured.

The auditors should carefully evaluate the propriety of the client’s treatment of certain 

transactions to determine that they meet these criteria, not only in form but also in sub-

stance. Problems that the auditors might discover include:

 a. An allowance for sales returns may not be set up for goods shipped to customers with 

the right to return the goods under certain circumstances.

 b. Management or client personnel may have established, formally or informally, side 
agreements that signifi cantly alter the terms of sale.

 c. Cash receipts from franchise fees may be inappropriately recognized when services 

have not been rendered to the franchisees.

 d. Bill and hold transactions may be recorded when they do not meet the requirements 

for revenue recognition.

 e. Notes receivable may not bear reasonable interest rates at the time they are accepted, 

resulting in a need to discount the notes to present values.

 f. Management might use the percentage-of-completion method of revenue recognition 

in inappropriate circumstances or might overestimate the amount of revenue earned.

 g. Management of a software company might recognize excessive amounts of revenue 

on a multiple element agreement that involves providing software and postcontract 

customer support.

The following illustration focusing on the construction industry makes it clear that 

auditors should have a thorough understanding of generally accepted accounting prin-

ciples and the substance, as well as the form, of the client’s revenue transactions. The 

auditors should carefully examine the various documents pertaining to the transactions 

to determine that proper accounting principles have been followed. If they believe that 

there is a risk that the terms of contracts may have been modifi ed, they should consider 

confi rming the terms with the customer.

3 Statement of Financial Accounting Concepts No. 5, para. 83b.

Focus on the Construction Industry
Construction contractors often use the percentage-of-completion method to recognize income 
on long-term contracts. Under this method, a contractor computes the extent of progress toward 
completion of each contract in progress. For example, if a contract is 70 percent complete at year-
end and on target cost-wise, the contractor will recognize 70 percent of the contract’s revenues, 
costs, and gross profi t. Although the method is well established in the construction industry, 
auditors should carefully consider whether the contractor’s estimate of costs to complete the 
contracts is reasonable, and whether it is probable that losses may be incurred on the contract. 
When making this determination, auditors should consider:

 • The controls over the contractor’s estimation process, including the competence of the 
 personnel making the estimates.

 • Explanations for apparent disparities between estimates and past performance on contracts.

 • Information gained in other areas of the audit.

 • Industry and economic conditions, and expected future trends.

When slow economic growth is expected and intense competition exists, there may be an 
increased risk that a construction contractor may be inclined to compensate for low revenue 
growth by underestimating the costs to complete projects. Overestimating the percentage of 
completion is another way of underestimating costs.
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10. Evaluate Accounting Estimates Related to Revenue Recognition.
The auditors are responsible for evaluating the reasonableness of accounting estimates 

related to receivables and the recognition of revenue. Examples of these accounting esti-

mates include sales returns, revenues accounted for by the percentage-of- completion 

method, and the allowance for uncollectible accounts. In accordance with AICPA AU-C 540 

(PCAOB 342), the auditors audit accounting estimates by reviewing and testing man-

agement’s method of developing the estimates, by developing their own estimates, or 

by reviewing subsequent transactions and other events that provide evidence about the 

accuracy of the estimates.

Because fraudulent fi nancial reporting often is accomplished through the intentional 

misstatement of accounting estimates, the auditors are required to perform a retrospec-

tive review of the prior year’s signifi cant accounting estimates to determine whether 

they indicate bias on the part of management. As an example, the auditors of a con-

struction contractor may compare prior-year estimates of cost to completed projects 

with the actual costs incurred. If these comparisons indicate a bias on the part of man-

agement, the auditors will use this information in auditing the current year accounting 

estimates.

11. Determine the Adequacy of the Client’s Allowance for Uncollectible Accounts.
The allowance for uncollectible accounts represents a particularly signifi cant accounting 

estimate for most organizations. Accordingly, we will provide a detailed explanation of 

the audit procedures applied to this account. As a starting point, the retrospective analysis 

of accounting estimates described in the preceding section provides overall information 

about the quality of management’s prior estimates. This information will almost certainly 

infl uence the auditors’ approach to auditing the allowance account, which may primarily 

involve evaluating management’s process of developing the estimate, reviewing subse-

quent transactions, or developing the auditors’ own estimate.

If the auditors elect to use the overall approach of evaluating management’s process, 

they will consider both the reasonableness of the process and the competence of the per-

sonnel involved. If the process is well designed and controlled, the auditors may decide to 

focus on tests of controls to obtain much or all of the evidence about the reasonableness 

of the allowance.

Since the best evidence of the collectibility of accounts receivable is payment by the 

debtors subsequent to the balance sheet date, the approach of analyzing subsequent trans-

actions is also an appropriate overall audit approach. In the audit working papers, the 

auditors should document the subsequent payments inspected; the illustrated trial balance 

of trade accounts receivable (Figure 11.6, page 457) includes a special column for this 

purpose.

The auditors also may decide to independently develop their own estimate of the 

amount of uncollectible receivables to compare to management’s estimate. The following 

procedures may be used by the auditors both in developing an estimate and in evaluating 

the reasonableness of management’s estimate:

 a. Compare the details of the aging of accounts receivable to prior years’ aging. Examine 

the past-due accounts receivable listed in the aging schedule that have not been paid 

subsequent to the balance sheet date, noting such factors as the size and recentness 

of payments, the settlement of old balances, and whether recent sales are on a cash 

or a credit basis. The client’s customer correspondence fi le may contain much of this 

information.

 b. Investigate the credit ratings for delinquent and unusually large accounts. This is par-

ticularly effi cient when receivables from one or a few customers represent a major 

portion of the total. Financial statements and credit data should be available in the cli-

ent’s credit fi les.

 c. Review confi rmation exceptions for an indication of amounts in dispute or other clues 

as to possible uncollectible accounts.
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 d. Summarize in a working paper those accounts whose collectibility is doubtful based 

on the preceding procedures. List customer names, doubtful amounts, and reasons for 

considering these accounts doubtful.

 e. Review with the credit manager the current status of signifi cant doubtful accounts, 

determining the collection action taken and the opinion of the credit manager as to 

ultimate collectibility. Indicate in the working papers the credit manager’s opinion as 

to the collectible portion of each account listed, and use this information to assist in 

evaluating the collectibility of specifi c accounts.4

 f. Compute relationships, such as the number-of-days’ sales in accounts receivable and 

the relationship of the valuation allowance to (1) accounts receivable and (2) net credit 

sales. Compare the ratios to comparable ratios for prior years and industry averages 

and investigate any unexpected results.

After completion of procedures such as the above, the auditors will determine the rea-

sonableness of management’s estimate of the allowance for uncollectible accounts.

Receipt of a Note in Settlement of a Past-Due Receivable
A client may receive a note receivable from a customer in settlement of a past-due account 

receivable—thereby creating an interest-bearing asset. When this occurs, may the audi-

tors conclude that the collectibility of the account does not need to be considered? The 

answer here is no, because collectibility issues may very well exist with respect to the 

note. First, the decision to accept a note in payment as opposed to a cash payment leads 

one to question the fi nancial stability of the note maker. A provision for loss becomes 

more probable when notes have been repeatedly renewed, payments on installment notes 

have been late and/or irregular, notes have been defaulted upon, and the makers of the 

notes are companies known to be having fi nancial diffi culties. To appraise the collect-

ibility of notes receivable, the auditors may investigate the credit standing of the mak-

ers. Reports from credit-rating agencies and fi nancial statements from the makers of the 

notes should be available for this purpose in the client’s credit department.

Evaluation of any collateral supplied by makers of notes is another step in determining 

the collectibility of notes receivable. The auditors should determine the current market 

value of securities held as collateral by the client, either by reference to market quotations 

or by inquiry of brokers.

12. Ascertain Whether Any Receivables Have Been Pledged.
The auditors should inquire directly as to whether any notes or accounts receivable 

have been pledged or assigned. Evidence of the pledging of receivables may also 

be disclosed through the medium of fi nancial institution confi rmation requests, which 

specifi cally call for a description of the collateral securing bank loans. Analysis of the 

interest expense accounts may refl ect charges from the pledging of receivables to fi nance 

companies.

Accounts receivable that have been pledged should be plainly identifi ed through 

coding in the accounts receivable records. Accounts labeled in this manner would be 

identifi ed by the auditors in their initial review of receivables and confi rmed by direct 

correspondence with the bank to which they were pledged. The auditors cannot, however, 

proceed on the assumption that all pledged receivables have been labeled to that effect, 

and they should be alert to detect any indications of an unrecorded pledging of accounts 

receivable.

13. Investigate Any Transactions with or Receivables from Related Parties.
Transactions between the corporation and its offi cers, directors, stockholders, or affi liates 

require particular attention from the auditors because these related party transactions are 

not the result of arm’s-length bargaining by parties of opposing interests. Furthermore, 
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4 When this procedure was performed in prior years the auditors are able to consider the accuracy of 
the credit manager’s previous responses in evaluating the reasonableness of the current responses.
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such transactions may be prohibited by federal or state law or by the corporation’s bylaws. 

The independent auditors have an obligation to stockholders, creditors, and others who 

rely upon audited statements to require adequate disclosure of any signifi cant related 

party transactions.

To identify related party transactions, the auditors should review (1) proxy and 

other fi lings with the SEC or other regulatory agencies, (2) confl ict-of-interest state-

ments obtained by the company from its management, (3) transactions with customers 

or suppliers that have unusual terms, and (4) accounting records for unusual balances 

or transactions, particularly those occurring near year-end. If related party transac-

tions are discovered, the auditors should obtain an understanding of the transactions, 

determine whether the transactions have been approved by the board of directors 

or other appropriate offi cials, confi rm the terms of the transactions with the related 

parties, evaluate the collectibility of any receivables outstanding, and evaluate the 

adequacy of disclosure of the details of the transactions in the notes to the fi nancial 

statements.

14. Evaluate the Business Purpose of Signifi cant and Unusual Sales Transactions.
Auditors are required to evaluate the business purpose of any transaction that comes to 

their attention that is signifi cant and unusual. Such transactions may be indicative of 

fraudulent fi nancial reporting.

15. Evaluate Financial Statement Presentation and Disclosure of Receivables 
and Revenue.
The auditors should determine that the fi nancial presentation of accounts and notes 

receivable and the related disclosures are in accordance with generally accepted account-

ing principles. Related party receivables should be shown separately with disclosure of 

the nature of the relationships and the amounts of the transactions. Any unusual terms of 

notes receivable should be disclosed in the notes. Also, the amounts of allowances for 

uncollectible receivables should be shown as deductions from the related receivables. 

Finally, signifi cant concentrations of credit risk arising from trade accounts receivable 

should be disclosed in accordance with FASB ASC 310-10-50.

Much of the audit work on receivables and revenue can be performed one or two months 

before the balance sheet date. The interim audit work may consist of the consideration 

of controls and, in some cases, the confi rmation of accounts receivable as well. A deci-

sion to carry out the confi rmation of receivables at an interim date rather than at year-end 

is justifi ed only if the risk of material misstatement for existence of accounts receivable 

is low.

If interim audit work has been done on receivables and revenue, the year-end audit 

work may be modifi ed considerably. For example, if the confi rmation of accounts receiv-

able was performed at October 31, the year-end audit plan would include preparation of 

a summary analysis of postings to the Accounts Receivable controlling account for the 

period from November 1 through December 31. This analysis would list the postings 

by month, showing the journal source of each. These postings would be traced to the 

respective journals, such as the sales journal and cash receipts journal. The amounts of 

the postings would be compared with the amounts in preceding months and with the cor-

responding months in prior years. The purpose of this work is to identify any signifi cant 

variations in receivables during the months between the interim audit work and the bal-

ance sheet date.

In addition to this analysis of the entries to the receivable accounts for the interven-

ing period, the audit work at year-end would include obtaining the aging of the accounts 

receivable at December 31, confi rmation of any large accounts in the year-end trial bal-

ance that are new or delinquent, and the usual investigation of the year-end cutoff of sales 

and cash receipts.

Primary Audit 

Objectives:

Valuation           ✓

Accuracy            ✓

Presentation        ✓

Primary Audit 

Objective:

Presentation        ✓

Interim Audit 
Work on 
Receivables 
and Revenue
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In this chapter, we described the details of controls over receivables and revenue, the 

auditors’ consideration of these controls, and substantive procedures for the receivables 

and revenue accounts. To summarize:

 1. The audit of receivables and revenue represents signifi cant audit risk because (a) many 

incidences of fi nancial statement fraud have involved the overstatement of receivables 

and revenue, (b) revenue recognition may be based on complex accounting rules, and 

(c) receivables and revenue are usually subject to valuation using signifi cant account-

ing estimates. Companies should establish effective high-level controls over the fi nan-

cial reporting of these accounts, including (a) effective board of directors and audit 

committee oversight of the reporting of revenue, (b) an internal audit department to 

monitor compliance with other revenue cycle controls, (c) policies to attract, develop, 

and retain competent employees that apply controls, including those that determine 

revenue and receivables estimates, and (d) effective monitoring policies and proce-

dures. In addition, a sound accounting system and effective control activities should be 

established for the revenue cycle.

 2. The revenue cycle includes the receiving of orders from customers, the delivery and 

billing of goods and services, and the recording and collection of accounts receiv-

able. Effective internal control over sales transactions is best achieved by having 

separate departments responsible for preparing sales orders, approving credit, ship-

ping merchandise, billing customers, maintaining the accounts receivable subsidiary 

ledger, and authorizing adjustments to sales and accounts receivable.

 3. The auditors’ assessment of the risks of material misstatement is used to determine 

the nature, timing, and extent of substantive procedures for the assertions related to 

receivables and revenue. If the audit plan includes an expectation of the operating 

effectiveness of controls, the auditors must design and perform tests of controls.

 4. The primary objectives for the auditors’ substantive procedures for receivables and 

revenue are to (a) substantiate the existence of receivables and the occurrence of 

revenue transactions, (b) establish the completeness of receivables and revenue, (c) 

verify the cutoff of revenue transactions, (d) determine that the client has rights to the 

recorded receivables, (e) establish the proper valuation of receivables and the accu-

racy of revenue transactions, and (f) establish that the presentation and disclosure of 

receivables and revenue are appropriate.

 5. The most time-consuming and critical audit procedures for receivables and rev-

enue are those designed to test the assertions of existence, occurrence, and valua-

tion. Among the procedures designed to achieve these objectives is confi rmation of 

accounts receivable, which is generally required in audits. Acknowledgment of the 

debt provides evidence of the existence of receivables and the occurrence of sales, as 

well as the gross valuation of the amounts. An important part of obtaining evidence 

about the proper valuation of accounts receivable is the auditors’ evaluation of the 

adequacy of the allowance for uncollectible accounts. Since this account is a man-

agement estimate, it is typically audited by a combination of inquiry of management, 

analytical procedures, and inspection of various documents.

 6. Other signifi cant aspects of the audit include evaluation of the appropriateness of the 

client’s methods of revenue recognition and procedures directed at identifying and 

evaluating the disclosure of related party transactions and receivables.

Chapter 
Summary

Aged trial balance (457) A listing of individual customers’ accounts classifi ed by the number of 

days subsequent to billing, that is, by age. A preliminary step in estimating the collectibility of accounts 

receivable.

Bill and hold transactions (465) Transactions in which sales of merchandise are billed to customers 

prior to delivery, with the goods being held by the seller. These transactions may overstate revenues and 

net income if they do not meet specifi c requirements for recognition as sales.

Key Terms 
Introduced or 
Emphasized in 
Chapter 11
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Review 
Questions

Channel stuffi ng (465) A marketing practice that suppliers sometimes use to boost sales by inducing 

customers to buy substantially more inventory than they can promptly resell. Channel stuffi ng without 

appropriate provision for sales returns is an example of booking tomorrow’s revenue today in order to 

window dress the fi nancial statements.

Confi rmation request (458) A request sent to a confi rming party requesting that the confi rming party 

consider the accuracy of information included in that request. A confi rmation request may take one of 

two forms: positive confi rmation request and negative confi rmation request.

Confi rming party (458) The individual who responds to the confi rmation request. Responses to 

confi rmation requests provide more relevant and reliable audit evidence when the confi rmation requests 

are sent to confi rming parties who the auditors believe are knowledgeable about the information to be 

confi rmed. For example, an individual in accounts payable may provide more relevant and reliable audit 

evidence with respect to a client’s receivable balance than an individual who has no direct access to 

accounts payable records.

External confi rmation (458) Audit evidence obtained by the auditors as a direct written response to 

the auditors from a third party (the confi rming party) in paper form or by electronic or other medium 

(e.g., the auditors’ direct access to information held by a third party).

Interim audit work (471) Those audit procedures that are performed before the balance sheet date. 

The purpose is to facilitate earlier issuance of the audit report and to spread the auditors’ work more 

uniformly over the year.

Negative confi rmation request (461) A request that the confi rming party respond directly to the 

auditors indicating where the confi rming party disagrees with the information in the request.

Pledging of receivables (470) To assign to a bank, factor, fi nance company, or other lender an 

exclusive claim against accounts receivable as security for a debt.

Positive confi rmation request (461) A request that the confi rming party respond directly to the 

auditor providing the requested information or indicating whether the confi rming party agrees or 

disagrees with the information in the request.

Side agreements (468) Formal or informal modifi cations of normal terms and conditions of sales 

transactions to entice customers to accept delivery of goods or services.

Window dressing (465) Action taken by the client shortly before the balance sheet date to improve 

the fi nancial picture presented in the fi nancial statements.

 11–1. Explain the difference between a customer’s order and a sales order, as these terms might be 

used by a manufacturing company making sales on credit.

 11–2. Explain why the audit of revenue and receivables may present the auditors with signifi cant 

audit risk.

 11–3. An inexperienced clerk assigned to the preparation of sales invoices in a manufacturing com-

pany became confused as to the nature of certain articles being shipped, with the result that 

the prices used on the invoices were far less than called for in the company’s price lists. What 

controls could be established to guard against such errors?

 11–4. State briefl y the objective of the billing process. What important document is created by the 

billing department?

 11–5. Criticize the following quotation: “A credit memorandum should be issued only when an 

account receivable is determined to be uncollectible.”

 11–6. The controller of a new client operating a medium-size manufacturing business complains to 

you that he believes the company has sustained signifi cant losses on several occasions because 

certain sales invoices were misplaced and never recorded as accounts receivable. What control 

can you suggest to guard against such problems?

 11–7. Comment on the following: “Any voided prenumbered shipping documents should be prop-

erly canceled and disposed of to eliminate any possibility of improper shipment of goods.”

 11–8. The accounts receivable section of the accounting department in Wind Power, Inc., maintains 

subsidiary ledgers that are posted from copies of the sales invoices transmitted daily from the 

billing department. How may the accounts receivable section be sure that it receives promptly 

a copy of each sales invoice prepared?

 11–9. Among specifi c procedures that contribute to good internal control over the business processes 

related to accounts receivable are (a) the approval of uncollectible account write-offs and 
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 11–25. You have been assigned to the audit of Processing Solutions, Inc., a privately held corpora-

tion that develops and sells computer systems. The systems are sold under one- to fi ve-year 

contracts that provide for a fi xed price for licensing, delivery, and setup of the systems and 

maintenance and technical support for the life of the contract. Your review of the working 

papers reveals that premature revenue recognition is a risk that must be addressed in the 

audit.

 a. Describe the criteria from SEC Staff Accounting Bulletin No. 104 that must be met to 

 recognize revenue under generally accepted accounting principles.

LO 11-1, 4, 6

Required:

credit memoranda by an executive and (b) the sending of monthly statements to all  customers. 

State three other procedures conducive to strong internal control.

 11–10. In the audit of an automobile agency, you fi nd that installment notes received from the 

 purchasers of automobiles are promptly discounted with a bank. Would you consider it 

necessary to confi rm these notes by a communication with the bank? With the makers? 

Explain.

 11–11. Your review of notes receivable from offi cers, directors, stockholders, and affi liated com-

panies discloses that several notes of small amounts were written off to the allowance 

for uncollectible notes during the year. Have these transactions any special signifi cance? 

Explain.

 11–12. What auditing procedures, if any, are necessary for notes receivable but not required for 

accounts receivable?

 11–13. The confi rmation of accounts receivable is an important auditing procedure. Should the formal 

request for confi rmation be made by the client or by the auditors? Should the return enve-

lope be addressed to the client, to the auditors in care of the client, or to the auditors’ offi ce? 

Explain.

 11–14. State briefl y the audit objectives that are addressed by the following audit procedure: 

“Confi rm accounts receivable and notes receivable by direct communication with debtors.”

 11–15. In selecting accounts receivable for confi rmation, the auditors discover that the client com-

pany’s records show the addresses of many individual customers to be post offi ce boxes. What 

should be the auditors’ reaction to this situation?

 11–16. Several accounts receivable confi rmations have been returned with the notation, “Verifi ca-

tion of vendors’ statements are no longer possible because of our data processing system.” 

What alternative auditing procedures could be used to verify these accounts receivable?

 11–17. What alternative auditing procedures may be undertaken in connection with the confi rmation 

of accounts receivable where customers having substantial balances fail to reply after second 

request forms have been mailed directly to them?

 11–18. A CPA fi rm wishes to test the client’s sales cutoff at June 30, 20X0. Describe the steps that the 

auditors should include in this test.

 11–19. In your fi rst audit of Hydro Manufacturing Company, a manufacturer of outboard motors, 

you discover that an unusually large number of sales transactions were recorded just 

before the end of the fi scal year. What signifi cance would you attach to this unusual 

volume?

 11–20. In connection with an audit, what are the purposes of a review of sales returns and allowances 

subsequent to the balance sheet date?

 11–21. In the examination of credit memoranda covering allowances to customers for goods returned, 

how can the auditors ascertain whether the customer actually did return merchandise in each 

case in which accounts receivable were reduced?

 11–22. Cite various procedures auditors employ that might lead to the detection of an inadequate 

allowance for doubtful accounts receivable.

 11–23. Give an example of a type of receivable originating without arm’s-length bargaining.  Comment 

on the presentation of such receivables in the balance sheet.

 11–24. Describe a retrospective review of an accounting estimate. With respect to the audit of  revenue, 

what is the purpose of performing this review?

Questions 
Requiring 
Analysis



Accounts Receivable, Notes Receivable, and Revenue 475

 b. Describe two techniques that management of Processing Solutions might use to overstate 

revenue.

 c. For the two techniques identifi ed in (b), describe an auditing procedure that might be 

employed by the auditors to detect the overstatement of revenue.

 11–26. Listed below are audit situations that may affect the audit of receivables and revenue.

 a. The audit of a machinery manufacturing company that engages in bill and hold 

transactions.

 b. The audit of a software company that engages in multiple element agreements that involve 

a fi xed fee for software, updates, and customer support.

 c. The audit of a construction company that uses the percentage-of-completion method of 

accounting for contracts.

 d. The audit of a manufacturing company that uses complex sales agreements that allow 

product returns under certain circumstances.

 e. The audit of a software company whose salespeople often modify the terms of sales con-

tracts with various side agreements.

For each circumstance, provide an indication of its audit signifi cance and any special audit procedures 

that would result.

 11–27. In their work on accounts receivable and elsewhere in an audit, the independent auditors often 

make use of confi rmation requests.

 a. What is an audit confi rmation request?

 b. What characteristics should an audit confi rmation response possess if a CPA fi rm is to 

consider it to be valid evidence?

 c. Distinguish between a positive confi rmation request and a negative confi rmation request in 

the auditors’ examination of accounts receivable.

 d. In confi rming a client’s accounts receivable, what characteristics should be present in the 

accounts if the CPA fi rm is to use negative confi rmations?

 11–28. During preliminary conversations with a new staff assistant, you instruct her to send out con-

fi rmation requests for both accounts receivable and notes receivable. She asks whether the 

confi rmation requests should go to the makers of the notes or to the holders of the notes, in the 

case of notes that have been discounted. Provide an answer to her question and give reasons 

for your answer.

 11–29. Lakeside Company has retained you to conduct an audit so that it will be able to support its 

application for a bank loan with audited fi nancial statements. The president of Lakeside states 

that you will have unlimited access to all records of the company and may carry out any audit 

procedures you consider necessary, except that you are not to communicate with customers. 

The president feels that contacts with customers might lead them to believe that Lakeside is in 

fi nancial diffi culty. Under these circumstances, will it be possible for you to issue the auditors’ 

standard unqualifi ed audit report? Explain.

 11–30. During the audit of Solar Technologies, Inc., the auditors sent confi rmation requests to cus-

tomers whose accounts had been written off as uncollectible during the year under audit. An 

executive of Solar protested, saying, “You people should be verifying that the receivables on 

the books are collectible. We know the ones we wrote off are no good.”

 a. What purpose, if any, is served by this audit procedure?

 b. Does the Solar executive’s statement suggest some misunderstanding of audit objectives? 

Explain.

 11–31. Walter Conn, CPA, is engaged to audit the fi nancial statements of Bingo Wholesaling for the 

year ended December 31, 20X0. Conn obtained and documented an understanding of the 

client and its environment, including internal control over the business processes relating to 

accounts receivable. He assessed the risks of material misstatement for all of the assertions 

about accounts receivable at a moderate level. Conn requested and obtained from Bingo 

an aged accounts receivable schedule listing the total amount owed by each customer as of 

December 31, 20X0.

  What additional substantive audit procedures should Conn consider applying in auditing the 

accounts receivable?

LO 11-4, 6

Required:

LO 11-6

LO 11-6

LO 11-6

LO 11-2, 6

Required:

LO 11-6

Required:
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Objective 
Questions

 11–32. An assistant auditor was instructed to “test the aging of accounts receivable as shown on 

the trial balance prepared by the client.” In making this test, the assistant traced all past-

due accounts shown on the trial balance to the ledger cards in the accounts receivable 

subsidiary ledger and computed the aging of these accounts. The assistant found no dis-

crepancies and reported to the senior auditor that the aging work performed by the client 

was satisfactory.

  Comment on the logic and adequacy of this test of the aging of accounts receivable.

 11–33. You have been assigned to the audit of Utopia Industries, Inc., for the year ended December 

31, 20X1. The company makes components for communications and defense applications. 

To obtain an understanding of the methods of revenue recognition used by such businesses 

and the risks involved, you decide to review the SEC fi lings of other companies in the same 

industry.

 a. Use the Internet to search the SEC’s EDGAR (Electronic Data Gathering and Retrieval 

System) for the 10-Ks of two companies that are in Utopia’s industry (Standard Industrial 

Classifi cation Code—3812—Search, Detection, Navigational, Guidance, Aeronautical 

Systems). The URL for EDGAR is www.sec.gov/edgarhp.htm. You can obtain a list of 

these companies by searching for the number 3812.

 b. Review the notes to the fi nancial statements of the two companies and summarize their 

methods of revenue recognition.

 c. Describe the audit risks that are inherent in the methods of revenue recognition used by the 

companies.

 11–34. Hale Nelson, CPA, is engaged to audit the fi nancial statements of Hollis Manufacturing, Inc. 

Hollis engages in very complex sales agreements that create issues with respect to revenue 

recognition. As a result, Nelson has identifi ed revenue recognition as an audit area of signifi -

cant risk that requires special audit consideration.

 a. Describe the implications of Nelson’s identifi cation of revenue recognition as an area of 

signifi cant risk.

 b. Describe how Nelson might decide to react to the signifi cant risk related to revenue 

recognition.

LO 11-2, 5, 6

LO 11-1, 4

Required:

LO 11-4, 6

Required:

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

 11–35. Multiple Choice Questions

  Select the best answer for each of the following and explain fully the reason for your selection.

 a. Which of the following is least likely to be considered an inherent risk relating to receiv-

ables and revenues?

 (1) Restrictions placed on sales by laws and regulations.

 (2) Decline in sales due to economic declines.

 (3) Decline in sales due to product obsolescence.

 (4) Over-recorded sales due to a lack of control over the sales entry function.

 b. Which of the following would provide the most assurance concerning the valuation of 

accounts receivable?

 (1) Trace amounts in the accounts receivable subsidiary ledger to details on shipping 

documents.

 (2) Compare receivable turnover ratios to industry statistics for reasonableness.

 (3) Inquire about receivables pledged under loan agreements.

 (4) Assess the allowance for uncollectible accounts for reasonableness.

 c. Which of the following is most likely to be an example of fraudulent fi nancial reporting 

relating to sales?

 (1) Inaccurate billing due to a lack of controls.

 (2) Lapping of accounts receivable.

 (3) Misbilling a client due to a data input error.

 (4) Recording sales when the customer is likely to return the goods.

LO 11-4

LO 11-3, 6

LO 11-1, 4, 5
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 d. Which of the following is an example of misappropriation of assets relating to sales?

 (1) Accidentally recording cash that represents a liability as revenue.

 (2) Holding the sales journal open to record next year’s sales as having occurred in the 

current year.

 (3) Intentionally recording cash received from a new debt agreement as revenue.

 (4) Theft of cash register sales.

 e. The auditors should confi rm accounts receivable unless the auditors’ assessment of the 

risk of material misstatement is low.

 (1) And accounts receivable are immaterial, or the use of confi rmations would be ineffective.

 (2) And accounts receivable are composed of large accounts.

 (3) And the effectiveness of confi rmations is absolutely determined.

 (4) Or accounts receivable are from extremely reputable customers.

 f. Which of the following is not among the criteria that ordinarily exist for revenue to be 

recognized?

 (1) Collectibility is reasonably assured.

 (2) Delivery has occurred or is scheduled to occur in the near future.

 (3) Persuasive evidence of an arrangement exists.

 (4) The seller’s price to the buyer is fi xed or determinable.

 g. To determine that all sales have been recorded, the auditors would select a sample of trans-

actions from the:

 (1) Shipping documents fi le.

 (2) Sales journal.

 (3) Accounts receivable subsidiary ledger.

 (4) Remittance advices.

 h. Which of the following would most likely be detected by an auditor’s review of the

client’s sales cutoff?

 (1) Excessive goods returned for credit.

 (2) Unrecorded sales discounts.

 (3) Lapping of year-end accounts receivable.

 (4) Infl ated sales for the year.

 i. To test the existence assertion for recorded receivables, the auditors would select a sample 

from the:

 (1) Sales orders fi le.

 (2) Customer purchase orders.

 (3) Accounts receivable subsidiary ledger.

 (4) Shipping documents (bills of lading) fi le.

 j. Which assertion relating to sales is most directly addressed when the auditors compare a 

sample of shipping documents to related sales invoices?

 (1) Existence or occurrence.

 (2) Completeness.

 (3) Rights and obligations.

 (4) Presentation and disclosure.

 k. Cooper, CPA, is auditing the fi nancial statements of a small rural municipality. The receiv-

able balances represent residents’ delinquent real estate taxes. Internal control at the 

municipality is weak. To determine the existence of the accounts receivable balances at the 

balance sheet date, Cooper would most likely:

 (1) Send positive confi rmation requests.

 (2) Send negative confi rmation requests.

 (3) Examine evidence of subsequent cash receipts.

 (4) Inspect the internal records, such as copies of the tax invoices that were mailed to the 

residents.

LO 11-1, 4

LO 11-6

LO 11-1

LO 11-2, 5, 6

LO 11-3, 4, 6

LO 11-2, 3, 6

LO 11-2, 3, 6

LO 11-2, 6
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 l. Identify the control that is most likely to prevent the concealment of a cash shortage

resulting from the improper write-off of a trade account receivable:

 (1) Write-offs must be approved by a responsible offi cial after review of credit department 

recommendations and supporting evidence.

 (2) Write-offs must be approved by the accounts receivable department.

 (3) Write-offs must be authorized by the shipping department.

 (4) Write-offs must be supported by an aging schedule showing that only receivables 

overdue by several months have been written off.

 11–36. Adapted AICPA Task-Based Simulation

For each of the procedures described in the table below, identify the audit procedure per-

formed and classifi cation of the audit procedure using the following:

LO 11-2, 6

LO 11-6

Procedure Audit Procedure Classifi cation of 
Audit Procedure

Requested responses directly from customers as to 
amounts due.

Compared total bad debts this year with the totals for 
the previous two years.

Questioned management about likely total uncollect-
ible accounts.

Watched the accounting clerk record the daily deposit 
of cash receipts.

Examined invoice to obtain evidence in support of the 
ending recorded balance of a customer.

Compared a sample of sales invoices to credit fi les 
to determine whether the customers were on the 
approved customer list. 

Examined a sample of sales invoices to see if they were 
initialized by the credit manager indicating credit 
approval. 

Audit Procedures: 

 (1) Analytical procedure

 (2) Confi rmation

 (3) Inquiry

 (4) Inspection of records or documents

 (5) Inspection of tangible assets

 (6) Observation

 (7) Recalculation

 (8) Reperformance

Classifi cation of Audit Procedure

 (9) Substantive procedures

 (10) Test of controls

 11–37 Adapted AICPA Task-Based Simulation

You are involved with the audit of Jelco Company for year 1 and have been asked to consider 

the confi rmation reply results indicated below.  For each confi rmation reply as to the proper 

action to be taken from the following possible actions:

 (1) Exception; propose an adjustment.

 (2) Send a second confi rmation request to the customer.

 (3) Examine shipping documents and/or subsequent cash receipts.

 (4) Verify whether the additional invoices noted on the confi rmation reply pertain to the year 

under audit or the subsequent year.

 (5) Not an exception, no further audit work is necessary.

LO 11-6
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 11–38. Simulation

 An auditor’s working papers include the following narrative description of the cash receipts 

and billing portions of Southwest Medical Center’s internal control. Evaluate each condi-

tion following the narrative as being either (1) a strength, (2) a defi ciency, (3) not a strength 

or a defi ciency.

Southwest is a health care provider that is owned by a partnership of fi ve physicians. 

It employs 11 physicians, including the fi ve owners, 20 nurses, fi ve laboratory and X-ray 

technicians, and four clerical workers. The clerical workers perform such tasks as reception, 

correspondence, cash receipts, billing, accounts receivable, bank deposits, and appointment 

scheduling. These clerical workers are referred to as offi ce manager, clerk #1, clerk #2, and 

clerk #3. Assume that the narrative is a complete description of the system.

About two-thirds of Southwest’s patients receive medical services only after insurance 

coverage is verifi ed by the offi ce manager and communicated to the clerks. Most of the other 

patients pay for services by cash or check when services are rendered, although the offi ce 

manager extends credit on a case-by-case basis to about 5 percent of the patients.

When services are rendered, the attending physician prepares a prenumbered service slip 

for each patient and gives the slip to clerk #1 for pricing. Clerk #1 completes the slip and gives 

the completed slip to clerk #2 and a copy to the patient.

Using the information on the completed slip, clerk #2 performs one of the following three 

procedures for each patient:

 • Clerk #2 fi les an insurance claim and records a receivable from the insurance company if 

the offi ce manager has verifi ed the patient’s coverage, or

 • Clerk #2 posts a receivable from the patient on clerk #2’s PC if the offi ce manager has 

approved the patient’s credit, or

 • Clerk #2 receives cash or a check from the patient as the patient leaves the medical center, 

and clerk #2 records the cash receipt.

At the end of each day, clerk #2 prepares a revenue summary.

Clerk #1 performs correspondence functions and opens the incoming mail. Clerk #1 gives 

checks from insurance companies and patients to clerk #2 for deposit. Clerk #2 posts the 

receipt of patients’ checks on clerk #2’s PC patient receivable records and insurance compa-

nies’ checks to the receivables from the applicable insurance companies. Clerk #1 gives mail 

requiring correspondence to clerk #3.

Clerk #2 stamps all checks “for deposit only” and each day prepares a list of checks and 

cash to be deposited in the bank. (This list also includes the cash and checks personally given to 

clerk #2 by patients.) Clerk #2 keeps a copy of the deposit list and gives the original to clerk #3.

Clerk #3 personally makes the daily bank deposit and maintains a fi le of the daily bank 

deposits. Clerk #3 also performs appointment scheduling for all of the doctors and various 

LO 11-4, 5

Customer Reply (and any audit action already taken) Proper Action

 a.  “We mailed the check for this on December 31.”

 b.   “We returned those goods on December 2.”  You have been able to 
determine that the goods were received by the client on December 29, 
but not recorded until January 2. 

 c.   “We also owe for two more invoices for purchases we made around 
 year-end; I’m not sure of the exact date.”

 d.   “We are very satisfi ed with Jelco and plan to purchase from them in the 
future. “

 e.   “While that’s what we owe, we didn’t owe it on December 31 since we 
didn’t receive the goods until January  2 of year 2.”

 f.  You received no reply to a negative confi rmation request to Adams Co.

 g.   You received no reply to a positive confi rmation request to Blake Co. 
 Subsequently you recalled that Blake Co. has a policy of not responding 
to confi rmations—in writing or orally.
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correspondence functions. Clerk #3 also maintains a list of patients whose insurance coverage 

the offi ce manager has verifi ed.

When insurance claims or patient receivables are not settled within 60 days, clerk #2 noti-

fi es the offi ce manager. The offi ce manager personally inspects the details of each instance of 

nonpayment. The offi ce manager converts insurance claims that have been rejected by insurance 

companies into patient receivables. Clerk #2 records these patient receivables on clerk #2’s PC 

and deletes these receivables from the applicable insurance companies. Clerk #2 deletes the 

patient receivables that appear to be uncollectible from clerk #2’s PC when authorized by the 

offi ce manager. Clerk #2 prepares a list of patients with uncollectible balances and gives a copy 

of the list to clerk #3, who will not allow these patients to make appointments for future services.

Once a month an outside accountant posts clerk #2’s daily revenue summaries to the gen-

eral ledger, prepares a monthly trial balance and monthly fi nancial statements, accounts for 

prenumbered service slips, fi les payroll forms and tax returns, and reconciles the monthly 

bank statements to the general ledger. This accountant reports directly to the physician who is 

the managing partner.

All four clerical employees perform their tasks on PCs that are connected through a local 

area network. Each PC is accessible with a password that is known only to the individual 

employee and the managing partner. Southwest uses a standard software package that was 

acquired from a software company and that cannot be modifi ed by Southwest’s employees. 

None of the clerical employees are able to write checks on the company’s account.

For each of the following conditions, indicate whether they represent an internal control 

“strength” or “defi ciency.” If the condition is not an internal strength or defi ciency, respond 

that the condition is “neither.”

  Conditions

 a. Southwest is involved only in medical services and has not diversifi ed its operations.

 b. Insurance coverage for patients is verifi ed and communicated to the clerks by the offi ce 

manager before medical services are rendered.

 c. The physician who renders the medical services documents the services on a prenumbered 

slip that is used for recording revenue and as a receipt for the patient.

 d. Cash collection is centralized in that clerk #2 receives the cash (checks) from patients and 

records the cash receipt.

 e. Southwest extends credit rather than requiring cash or insurance in all cases.

 f. The offi ce manager extends credit on a case-by-case basis rather than using a formal credit 

search and established credit limits.

 g. The offi ce manager approves the extension of credit to patients and also approves the 

write-offs of uncollectible patient receivables.

 h. Clerk #2 receives cash and checks and prepares the daily bank deposit.

 i. Clerk #2 maintains the accounts receivable records and can add or delete information on 

the PC.

 j. Prenumbered service slips are accounted for on a monthly basis by the outside accountant 

who is independent of the revenue generating and revenue recording functions.

 k. The bank reconciliation is prepared monthly by the outside accountant who is independent 

of the revenue generating and revenue recording functions.

 l. Computer passwords are only known to the individual employees and the managing 

 partner, who has no duties in the revenue recording functions.

 m.  Computer software cannot be modifi ed by Southwest’s employees.

 n. None of the employees who perform duties in the revenue generating and revenue record-

ing are able to write checks.

 11–39. Simulation

An assistant on the Carter Company audit has been working in the revenue cycle and has 

compiled a list of possible errors and fraud that may result in the misstatement of Carter 

 Company’s fi nancial statements and a corresponding list of controls that, if properly designed 

and implemented, could assist in preventing or detecting the errors and fraud.

For each possible error and fraud numbered a through o, select one internal control from 

the following answer list that, if properly designed and implemented, most likely could assist 

management in preventing or detecting the errors and fraud. Each response in the list of con-

trols may be selected once, more than once, or not at all.

LO 11-1, 2, 3, 4, 5
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  Possible Errors and Fraud

 a. Invoices for goods sold are posted to incorrect customer accounts.

 b. Goods ordered by customers are shipped, but are not billed to anyone.

 c. Invoices are sent for shipped goods, but are not recorded in the sales journal.

 d. Invoices are sent for shipped goods and are recorded in the sales journal, but are not posted 

to any customer account.

 e. Credit sales are made to individuals with unsatisfactory credit ratings.

 f. Goods are removed from inventory for unauthorized orders.

 g. Goods shipped to customers do not agree with goods ordered by customers.

 h. Invoices are sent to allies in a fraudulent scheme and sales are recorded for fi ctitious 

transactions.

 i. Customers’ checks are received for less than the customers’ full account balances, but the 

customers’ full account balances are credited.

 j. Customers’ checks are misappropriated before being forwarded to the cashier for deposit.

 k. Customers’ checks are credited to incorrect customer accounts.

 l. Different customer accounts are each credited for the same cash receipt.

 m. Customers’ checks are properly credited to customer accounts and are properly deposited, 

but errors are made in recording receipts in the cash receipts journal.

 n. Customers’ checks are misappropriated after being forwarded to the cashier for deposit.

 o. Invalid transactions granting credit for sales returns are recorded.

 11–40. Simulation

An auditor may use confi rmations of accounts receivable. Reply as to whether the following 

statements are correct or incorrect with respect to the confi rmation process when applied to 

accounts receivable.

 a. The confi rmation requests should be mailed to respondents by the CPAs.

 b. A combination of positive and negative request forms must be used if receivables are 

signifi cant.

 c. Second requests are ordinarily sent for positive form confi rmations requests when the fi rst 

request is not returned.

LO 11-6

Controls

 A.  Shipping clerks compare goods received from 
the warehouse with the details on the shipping 
documents.

 B.  Approved sales orders are required for goods to 
be released from the warehouse.

 C.  Monthly statements are mailed to all customers 
with outstanding balances.

 D.  Shipping clerks compare goods received from 
the warehouse with approved sales orders.

 E.  Customer orders are compared with the 
inventory master fi le to determine whether 
items ordered are in stock.

 F.  Daily sales summaries are compared with 
control totals of invoices.

 G.  Shipping documents are compared with sales 
invoices when goods are shipped.

 H.  Sales invoices are compared with the master 
price fi le.

 I.  Customer orders are compared with an 
approved customer list.

 J.  Sales orders are prepared for each customer 
order.

 K.  Control amounts posted to the accounts 
receivable ledger are compared with control 
totals of invoices.

 L.  Sales invoices are compared with shipping 
documents and approved customer orders 
before invoices are mailed. 

 M.  Prenumbered credit memos are used for 
granting credit for goods returned.

 N.  Goods returned for credit are approved 
by the supervisor of the sales department.

 O.  Remittance advices are separated 
from the checks in the mailroom and 
forwarded to the accounting department.

 P.  Total amounts posted to the accounts 
receivable ledger from remittance advices 
are compared with the validated bank 
deposit slip.

 Q.  The cashier examines each check for 
proper endorsement.

 R.  Validated deposit slips are compared with 
the cashier’s daily cash summaries.

 S.  An employee, other than the 
bookkeeper, periodically prepares a bank 
reconciliation.

 T.  Sales returns are approved by the same 
employee who issues receiving reports 
evidencing actual return of goods.
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All applicable problems are available with McGraw-Hill’s Connect® Accounting.

 11–42. Halston Toy Manufacturing Co. introduced a number of new products in the last quarter of 

the year. The company has a liberal return policy allowing retail customers to return products 

within 120 days of purchase.

 a. Describe the audit problem indicated by this scenario.

 b. List audit procedures that could be used to audit the allowance for sales returns.

 11–43. The following are typical questions that might appear on an internal control questionnaire for 

accounts receivable:

 1. Are sales invoices checked for proper pricing, terms, and clerical accuracy?

 2. Are shipping documents prenumbered and all numbers accounted for?

 3. Is customer credit approval obtained from the credit department prior to shipment of 

goods?

 a. Describe the purpose of each of the above controls.

 b. Describe the manner in which the operating effectiveness of each of the above procedures 

might be tested.

LO 11-4, 6

Required:

LO 11-3, 4, 5, 6

Required:

 d. Confi rmations address existence more than they address completeness.

 e. Confi rmation of accounts receivable is a generally accepted auditing standard.

 f. The auditors ordinarily should confi rm accounts receivable.

 g. Auditors should always confi rm the total balances of accounts rather than individual 

 portions (e.g., if the balance is made up of three sales, all three should be confi rmed).

 h. Auditors may ignore individually immaterial accounts when confi rming accounts 

receivable.

 i. The best way to evaluate the results of the confi rmation process is to compare the total 

misstatements identifi ed to the account’s tolerable misstatements amounts.

 j. Accounts receivable are ordinarily confi rmed on a standard form developed by the Ameri-

can Institute of Certifi ed Public Accountants and the Financial Executives Institute.

 11–41. Simulation

The auditors have determined that each of the following objectives will be a part of the audit 

of SSC Corporation. While several procedures will ordinarily address an audit objective, 

select the procedure most directly related to the audit objective. Each procedure may be used 

once, more than once, or not at all. 

  Audit Objectives are to obtain suffi cient appropriate audit evidence that:

 a. All receivables that should be recorded are recorded as of year-end.

 b. Recorded receivables are at appropriate net realizable values.

 c. Recorded receivables exist.

 d. The client has rights to recorded year-end receivables.

 e. The presentation and disclosure of receivables are adequate.

  Audit Procedures

 (1) Compare the recorded receivable total with recorded payables.

 (2) Obtain an understanding of the business purpose of transactions that resulted in accounts 

receivable balance.

 (3) Review drafts of fi nancial statements. Disclosure.

 (4) Review board of director minutes for approval of each customer’s credit limits.

 (5) Review the aged trial balance for signifi cant past due accounts. 

 (6) Trace a sample of purchase invoices from the purchases journal to postings to accounts 

receivable and sales accounts.

 (7) Trace a sample of sales invoices from late in December to the sales journal and to postings 

in accounts receivable and sales accounts.

 (8) Vouch year-end accounts receivable balances to supporting documents.

LO 1, 2, 4, 5

Problems
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Your review of the contract for sale between Martin and Ardmore, your inquiries of Martin 

executives, and your study of the minutes of Martin’s directors’ meetings uncover the follow-

ing facts:

(1) The land has been carried in your client’s accounting records at its cost of $500,000.

 (2)  Ardmore Corp. is a land developer and plans to subdivide and resell the land acquired 

from Martin Mfg. Co.

 (3)  Martin had originally negotiated with Ardmore on the basis of a 12 percent interest rate on 

the note. This interest rate was established by Martin after a careful analysis of Ardmore’s 

credit standing and current money market conditions.

 (4)  Ardmore had rejected the 12 percent interest rate because the total outlay on a 12  percent 

note for $550,000 would amount to $880,000 at the end of fi ve years, and Ardmore thought 

a total outlay of this amount would leave it with an inadequate return on the subdivision. 

Ardmore held out for a total cash outlay of $770,000, and Martin Mfg. Co. fi nally agreed 

to this position. During the discussions, it was pointed out that the present value of $1 due 

fi ve years hence at an annual interest rate of 12 percent is approximately $0.567.

Ignoring income tax considerations, is the journal entry recording Martin’s sale of the land 

to Ardmore acceptable? Explain fully and draft an adjusting entry if you consider one to be 

necessary.

 11–45. You are conducting an annual audit of Granite Corporation, which has total assets of approx-

imately $1 million and operates a wholesale merchandising business. The corporation is in 

good fi nancial condition and maintains an adequate accounting system. Granite Corporation 

owns about 25 percent of the capital stock of Desert Sun, Inc., which operates a dude ranch. 

This investment is regarded as a permanent one and is accounted for by the equity method.

During your audit of accounts and notes receivable, you uncover the information shown 

below concerning three short-term notes receivable due in the near future. All three of these 

notes receivable were discounted by Granite Corporation with its bank shortly before the bal-

ance sheet date.

 1. A 13 percent 60-day note for $50,000 received from a customer of unquestioned fi nancial 

standing.

 2. A 15 percent six-month note for $60,000 received from the affi liated company, Desert 

Sun, Inc. The affi liated company is operating profi tably, but it is presently in a weak cash 

position because of recent additions to buildings and equipment. The president of Granite 

Corporation intends to make an $80,000 advance with a fi ve-year maturity to Desert Sun, 

Inc. The proposed advance will enable Desert Sun, Inc., to pay the existing 15 percent 

$60,000 note at maturity and to meet certain other obligations.

 3. A 14 percent $20,000 note from a former key executive of Granite Corporation whose 

employment had been terminated because of chronic alcoholism and excessive gam-

bling. The maker of the note is presently unemployed and without personal resources.

Describe the proper balance sheet presentation with respect to these discounted notes receiv-

able. Use a separate paragraph for each of the three notes, and state any assumptions you 

consider necessary.

Required:

LO 11-1, 6

Required:

 c. Assuming that the operating effectiveness of each of the above procedures is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of control risk (risk of material misstatement).

 11–44. During your examination of the fi nancial statements of Martin Mfg. Co., a new client, for the year 

ended March 31, 20X0, you note the following entry in the general journal dated March 31, 20X0:

LO 11-1, 6

Notes Receivable 550,000
  Land  500,000
  Gain on sale of land  50,000

To record sale of excess plant-site land to Ardmore Corp. for 8 percent note due fi ve 
years from date. No interest payment required until maturity of note.
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 11–46. The July 31, 20X0, general ledger trial balance of Aerospace Contractors, Inc., refl ects the fol-

lowing accounts associated with receivables. Balances of the accounts are after all adjusting 

journal entries proposed by the auditors and accepted by the client.

LO 11-1

Accounts receivable—commercial $  595,000
Accounts receivable—U.S. government 3,182,000
Allowance for uncollectible accounts and notes 75,000 cr.
Claims receivable—public carriers 7,000
Claims receivable—U.S. government terminated contracts 320,000
Due from Harwood Co., investee 480,000
Notes receivable—trade 15,000

Remember that two or more ledger accounts are often combined into one amount in the 

fi nancial statements in order to achieve a concise presentation. The need for brevity also often 

warrants the disclosure of some information parenthetically: for example, the amount of the 

allowance for doubtful accounts.

 a. Draft a partial balance sheet for Aerospace Contractors at July 31, 20X0. In deciding which 

items deserve separate listing, consider materiality as well as the nature of the accounts.

 b. Write an explanation of the reasoning employed in your balance sheet presentation of 

these accounts.

Required:

 11–47. Ming, CPA, is engaged to audit the fi nancial statements of Wellington Sales, Inc., for the 

year ended December 31, 20X0. Ming obtained and documented an understanding of the 

client’s business and environment, including internal control over business processes relat-

ing to accounts receivable. She assessed the risks of material misstatement for the assertions 

of existence, rights, and valuation of accounts receivable at a high level. Ming requested and 

obtained from Wellington an aged accounts receivable schedule listing the total amount owed 

by each customer as of December 31, 20X0, and sent positive confi rmation requests (signed 

by Sam Blocker, the controller of Wellington). Ming has asked Zimber, the staff assistant 

assigned to the engagement, to follow up on the nine returned confi rmations that appear on the 

following two pages. Assume that each confi rmation is material if the potential misstatement 

is projected to the population. Also, assume that in all cases the debit balance is the result of a 

credit to “Sales.” In several circumstances, a “Note to fi les” is included with additional infor-

mation relating to the confi rmation.

Describe the procedure or procedures, if any, that Zimber should perform to resolve each of 

the nine confi rmations (below) with exceptions that were returned and, if possible, provide 

the audited value of the account. Assume that all amounts involved are considered material.

Confi rmation #5
The statement of our account showing a balance of $20,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Abbington Co.
 By Alfred Martin
Date: 1/16/X1

Exceptions: Yes, we ordered $20,000 worth of merchandise from Wellington in November. 
 However, we mailed Wellington a check for $20,000 on 12/18/X0.

Note to fi les: Blocker indicates that the check was received and deposited on 12/28/X0, but posted 
to the wrong customer’s account.

Confi rmation #22
The statement of our account showing a balance of $12,222 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Wilson Dilco
 By Kent Parry
Date: 2/2/X1

Exceptions: No way. Forget it. Wellington said we’d have these goods in 10 days on Decem-
ber 2. When we didn’t receive them, I canceled the order on December 12th. Wiggo Smiggo 

LO 11-6

Required:

In-Class 
Team Case
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Corporation shipped us similar goods overnite. We’ll never deal with Wellington again as long 
as I am around.

Confi rmation #47
The statement of our account showing a balance of $22,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 The Big Edge
 By Bert Quinton
Date: 1/22/X1

Exceptions: We use a voucher system by individual invoice. We cannot verify the balance, but 
Wellington is one of our regular suppliers. We probably owe them something.

Confi rmation #51
The statement of our account showing a balance of $75,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Farkele Corporation of America and the World
 By Robby Boertson
Date: 1/9/X1

Exceptions: Our records show that we sent them a check for the amount due on 12/29/X0.

Confi rmation #62
The statement of our account showing a balance of $2,500 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Pibson Gonker Corporation
 By Sam Sheffi eld
Date: 1/30/X1

Exceptions:

Note to fi les: This confi rmation was returned by the postal service as “return to sender, address 
unknown.”

Confi rmation #68
The statement of our account showing a balance of $66,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Yanrarian Ruckus Company
 By Tom Turken
Date: 2/7/X1

Exceptions: We mailed that check for the full amount on 1/3/X1. The merchandise was not 
received until 12/23/X0.

Confi rmation #72
The statement of our account showing a balance of $22,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Yeg Co.
 By Alfred Martin
Date: 1/30/X1

Exceptions: Yes, I guess we owe this amount, but Wellington made clear to us that we could 
return any of the items we did not sell. But, so far, sales are good, and we’ve sold most of the 
items.

Confi rmation #77
The statement of our account showing a balance of $32,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Zell Incorporated
 By John Nolan
Date: 1/19/X1

Exceptions: We received $24,000 worth of goods on consignment from Wellington on 2/10/X0, 
but they are not sold yet.
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Confi rmation #79
The statement of our account showing a balance of $42,000 due Wellington Sales, Inc., at 
 December 31, 20X0, is correct except as noted below:
 Zentigton Corporation
 By Wallace Olson
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 fi nally received the goods on 
 January 4, 20X1.

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

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

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

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

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

auditor.

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

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

found that some of the “sales” are for 20X2 fl ights—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 suffi cient 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, since 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 fl y for the 

fi rst six months of next year, and will fl y, regardless of whether these relatively few pas-

sengers who paid before year-end for next year’s fl ights 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 fl ight 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 fi rst justifi cation. You think that maybe a 

journal entry could be made at year-end to estimate the liability for next-year fl ights. 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?

 11–49. 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 an entry is made debiting a receivable account (from the credit card) and crediting 

sales. When a ticket is canceled, the only entry made is to a database that maintains spe-

cifi c fl ight 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 customer never 

requests the refund, the receivable is billed to the credit card and collected; when it is billed 

to the credit card, many customers complain and are given a refund, with an accompanying 

journal entry being made for the cancellation.

LO 11-1, 2, 6

Required:

LO 11-1, 5, 6

Ethics Cases



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 

not. She then states to you that “the other one-third must not be aware of the policy, or simply 

don’t care. What the heck, caveat emptor!”
At this point, you discussed the situation with Bill Radman, partner-in-charge of the audit. 

Subsequently, he made an inquiry of Zaird’s attorneys about the legality of the policy, and 

received a reply that while it is probably a questionable policy, they are unable to say it is 

 illegal—in fact, it probably is not. Upon further investigation you fi nd that this policy has been 

in existence for three years (since your fi rst year on the audit) and neither you nor anyone else 

in your fi rm has identifi ed it previously.

 a. Is this a signifi cant defi ciency? Should it be reported to the audit committee?

 b. Should it be reported elsewhere? Where? How?

 c. What impact should this policy have on the audit?

Required:

Appendix 11A

Illustrative Audit Case: 
Keystone Computers & Networks, Inc.

Part II: Consideration of Internal Control
This second part of the audit case of Keystone Computers & Networks, Inc. (KCN), illus-

trates the manner in which auditors obtain an understanding of internal control, perform 

tests of controls, and assess control risk. The process is illustrated with the revenue and 

cash receipts cycle and includes the following working papers:

 • A questionnaire to document the control environment, risk assessment, and monitor-

ing components of the company’s internal control. Since this questionnaire is designed 

for nonpublic companies, it does not address factors that are generally found only in 

public companies, such as an audit committee of the board of directors.

 • An organizational chart for the company. This working paper helps the auditors evalu-

ate the overall segregation of functions within the company.

 • A fl owchart description of the revenue and cash receipts cycle of the company and the 

related controls prepared by the staff of Adams, Barnes & Co. (ABC), CPAs.

 • ABC’s working paper for assessment of control risk for accounts receivable and rev-

enue as it would appear before any tests of controls are performed. This working paper 

identifi es the controls and defi ciencies for the revenue and cash receipts cycle. It also 

relates the controls and defi ciencies to the various fi nancial statement assertions about 

revenue and accounts receivable.

 • The audit plan for tests of controls for the revenue and cash receipts cycle. This work-

ing paper describes the various tests of controls that were performed by the staff of 

ABC to obtain evidence about the operating effectiveness of the controls. These tests 

provide the support for the auditors’ assessed level of control risk.
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 • ABC’s working paper documenting the results of tests of controls that were performed 

using audit sampling.

 • ABC’s working paper for assessment of control risk for accounts receivable and rev-

enue as it would appear after all tests of controls are performed. Notice that the audi-

tors have checked the boxes indicating that the controls are operating effectively. This 

allows ABC’s staff to arrive at the fi nal assessed level of control risk as indicated at the 

bottom of the working paper.

You should read through the information to obtain an understanding of the way in 

which auditors document their understanding of internal control and the assessment of 

control risk for a transaction cycle. You may also wish to review the planning documenta-

tion presented on pages 240–247 of Chapter 6 to refresh your knowledge about the nature 

of the company’s business.

OBTAINING AND DOCUMENTING AN UNDERSTANDING 
OF THE REVENUE AND CASH RECEIPTS CYCLE
ABC’s consideration of the controls relating to the revenue cycle began by updating vari-

ous working papers, including the following:

 • Control Environment, Risk Assessment, and Monitoring Questionnaire—IC-3 and 

IC-4.

 • Organizational Chart of KCN—IC-5.

 • Revenue and Cash Receipts Cycle Flowchart—IC-8.

 • Assessment of Control Risk Worksheet (before tests of controls are performed)—

IC-20.5

The Control Environment, Risk Assessment, and Monitoring Questionnaire (IC-3 

and IC-4), the Organizational Chart (IC-5), and the description of Internal Control—

Sales and Collection Cycle (IC-8) required only limited updating because there were 

few changes in internal control during the year, and key personnel are the same as in 

the preceding year. After completing the description of internal control, the audit staff 

of ABC observed operation of the system and found that the controls had been placed 

in operation.

The staff of ABC then used the documentation of internal control to identify con-

trols and defi ciencies on Schedule IC-20. This schedule includes check boxes in the 

appropriate columns to designate the fi nancial statement assertions that are addressed 

by the internal control policy or procedure. For the defi ciencies, an “X” is included 

in the appropriate columns. Before tests of controls are performed, the check boxes 

are blank because the auditors do not know whether the controls are operating 

effectively.

5 This schedule is included twice (incomplete and complete) for illustrative purposes. In an actual 
audit, only the completed schedule would be included.
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Control Environment, Risk Assessment, and Monitoring Questionnaire—Nonpublic Companies

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

IC-3
WL

11/10/X5

Control Environment Yes No N/A Comments

Management Philosophy and Operating Style
 1.  Does management adequately consider the potential 

effects of taking large or unusual business risks prior 
to doing so?   

 2. Are business risks adequately monitored?   
 3.  Is management not overly aggressive with respect to 

fi nancial reporting?   
 4.  Are fi nancial statement estimates developed in a 

conscientious manner?   

Organizational Structure
 5.  Is the organization of the entity clearly defi ned in terms 

of lines of authority and responsibility?   
 6.  Does the entity have a current organizational chart and 

related materials such as job descriptions?   
 7.  Are policies and procedures for authorization of 

transactions established at an adequately high level?   
 8. Are such policies and procedures adequately adhered to?   

Methods of Assigning Authority and Responsibility
 9.  Are authority and responsibility to deal with organizational 

goals and objectives, operating functions, and regulatory 
requirements adequately delegated?   

 10.  Has management established and communicated policies 
about appropriate business practices and conduct and 
confl icts of interest?   

 11.  Are employees held accountable for internal 
control responsibilities?

Board of Directors, Independence, Integrity and 
Ethical Values, Commitment to Competence
 12.  Is the level of experience, status, and independence of 

the members of the board of directors appropriate for 
the organization?   

 13.  Are there regular meetings of the board of directors to 
set policies and objectives, review the entity’s performance, 
and take appropriate action; and are minutes of such 
meetings prepared and signed on a timely basis?   

(continued)

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔
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Control Environment Yes No N/A Comments

Board of Directors, Independence, Integrity and 
Ethical Values, Commitment to Competence
 14.  Has management taken adequate actions to reduce 

incentives and temptations that might prompt 
employees to engage in dishonest, illegal, and 
unethical acts?   

 15.  Does management exhibit an adequate commitment 
to competence in the performance of essential jobs 
within the organization?   

Human Resource Policies and Procedures
 16.  Does the entity employ sound hiring practices, including 

background investigations, where appropriate?   
 17.  Are employees adequately trained to meet their job 

responsibilities?   
 18.  Is employee performance evaluated at regular intervals?   
 19. Are employees in positions of trust bonded?   
 20.  Are employees in positions of trust required to take 

vacations and are their duties rotated while they are 
on vacation?   

Risk Assessment
 21.  Does management clearly specify objectives, identify 

risks and assess and manage risks, including fraud risks?
 22.  Does management identify and assess changes that 

could impact internal control?

Monitoring
 23.  Are key management personnel suffi ciently involved 

with operations to monitor the effectiveness of 
internal controls?   

 24.  Does management have a formal process for considering 
reportable conditions from external auditors?   

Evidence used to complete this questionnaire was obtained from discussions with the following individuals:

Sam Best 11/8/X5

Linda Tyler 11/9/X5

James Edwards 11/9/X5

John Watson 11/9/X5

Loren Steele 11/10/X5

Control Environment, Risk Assessment, and Monitoring Questionnaire—Nonpublic Companies

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

IC-4
WL

11/10/X5

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔

✔

Conclusion: The control environment, risk assessment process, and monitoring procedures appear to be adequate 
to provide an atmosphere conducive to the effective operation of other controls.
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TESTING CONTROLS AND ASSESSING CONTROL RISK
When obtaining an understanding of the overall internal control, ABC’s audit staff fi rst con-

sidered the elements of control environment, risk assessment, and monitoring as documented 

with the questionnaire (IC-3 and IC-4). As indicated on the questionnaire, they found these 

components to be strong for a nonpublic company and to refl ect an atmosphere conducive to 

the effective operation of the accounting information system and control activities.

Based on their understanding of internal control, ABC’s staff planned assessed lev-

els of control risk at a low level for completeness and at a moderate level for existence 

or occurrence, rights, and valuation. As with most small businesses, the auditors found 

that KCN had no effective controls to address the presentation and disclosure assertion. 

Based on the planned assessed levels, the audit staff of ABC designed a plan (IC-12 and 

IC-13) to test the controls. Schedule IC-15 illustrates how they determined sample size 

and evaluated the results of tests of controls that involved audit sampling.

The completed Schedule IC-20 on pages 499–500 includes check marks to indicate 

that the tests of controls demonstrated that the related controls were operating effectively. 

Based on these results, the auditors’ assessed levels of control risk—indicated in the last 

row of Schedule IC-20—were supported at their planned levels. These assessments will 

be used in conjunction with the inherent risk assessments to determine the nature, timing, 

and extent of substantive procedures for revenue and accounts receivable. These tests are 

illustrated in Part III of the case in Appendix 11B.

James Edwards

Treasurer

Loren Steele

Controller

Linda Tyler

Vice President, Sales

Rita Jones

Cash Receipts
Clerk

Robert Wong

Accounting
Manager

Tim Spoon

Order ClerkSales Force

Sam Best

President

KEYSTONE COMPUTERS & NETWORKS, INC.
Organizational Chart

12/31/X5

Tom Easton

Accounts
Payable

Clerk

Karen Stone

Accounts
Receivable

Clerk

Jill Jones

Services
Billing
Clerk

Arthur Kelly

Network
Manager

Consultants

Glen Howard

Work Order
Manager

Paul Earl

Service
Department

Manager

Janis Taylor

Purchasing
Manager

Wayne York

Receiving
Clerk

John Watson

Operations Manager

Carey Wong 

Director Consulting
Services
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Receives
Customer

Order from
Salesperson

Information
Input to
System

Sales Invoice

Computer
Generates

Sales Invoice

To
Customer

Credit for New 
Customers
Approved 
by President

Computer
Generates
Shipping

Order

Inputs
Contract
Details in
System

Receives Time &
Billing Records
from Personnel

Keys Billing
Information
into System

Monthly Inputs
Billing

Information for
Software
Licenses

Shipping
Order

Prepares
Equipment
for Delivery

Sales
Transactions

File

Sales
Transactions

File

Accounts
Receivable
Master File

Delivery
Receipt

Order Clerk
Tim Spoon

Work Order Manager
Glen Howard

Signed Delivery
Receipt from

Salesperson and
Truck Driver

Signed
Delivery
Receipt

Sales Invoice
Copy

Matches Invoice
and Delivery
Receipt and
Accounts for

Numerical
Sequences

Goods Delivered
by Salesperson or

Truck Driver
(Customer Signs
Copy of Receipt)

Computer
Generates
Delivery
Receipt

Filed
by
#

Exception
Reports

Sales
Journal

Computer
Prints Reports

Accounts
Receivable

Ledger

Aged
Accounts

Receivable
Schedule

Accounts Receivable Clerk
Karen Stone

Services Billing
Clerk

Jill Jones

KEYSTONE COMPUTERS & NETWORKS, INC.
Internal Control—Sales and Collections Cycle

12/31/X5

Inputs
Shipping
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into Computer

Computer
Updates

 Accounts
Receivable
Master File

Cash Receipt
Transactions

Cash Receipts
Journal

Inputs Cash
Receipts from

Copies of
Checks and
Prelisting

Prelisting 2

Copies
of Checks
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Receives
Customer

Checks

Cash Receipts Clerk
Rita Jones

Prelisting 1

Checks

Prepares
Prelisting of
Checks and

Copies Checks

Prelisting 2
Copies of Checks

Prepares
Deposit Slip

Deposit Slip
and Checks

To
Bank

Validated
Deposit Slip
from Bank

Validated
Deposit Slip

Filed
by
DateChecks

The company uses Microsoft Dynamics GP, a commercial 
accounting software package that has not been modified.

The company has a local area network, with computer terminals 
in the purchasing, work order, and accounting departments.

Shipping information is entered on an online terminal that applies 
the following controls:

Cash receipts are entered to an online terminal that applies the 
following controls:

As the computer updates the accounts receivable master file, it 
produces an exception report that contains any items with invalid 
customer numbers and any unusually large cash payments in 
relation to the customer’s account balance. The accounting manager 
reviews and follows up on exceptions and any corrections are made 
the same day.

The accounting manager reconciles the master file of accounts 
receivable to the general ledger on a monthly basis.

Monthly statements are mailed to customers.

The receptionist endorses incoming checks “for deposit only” to the 
company’s account.

Cash sales are minor in amount and the cash is accepted by the 
receptionist who maintains the company’s cash fund.

Cash deposits are made daily.

Computer summaries of cash collections of accounts receivable and 
cash sales are reconciled to validated bank deposit slips and the 
prelisting of cash receipts by the accounting manager.

Sales returns and allowances are approved by the vice president of 
sales.

Write-offs of accounts receivable are approved by the president 
after initiation by the controller, but not on a regular basis.

Accounting manager reconciles bank account on a monthly basis.

1.

All consulting, license, and service contracts are reviewed by 
Loren Steele, controller.

Monthly service billings are reviewed for reasonableness by 
Loren Steele, controller.

Sales orders are entered on an online terminal that applies the 
following application controls:

3.

4.

5.

2.

6.

The work order manager’s password is verified before shipping 
data are accepted.
The shipping data are agreed to details of the sales transactions 
that were entered by the sales order clerk. If the name of the 
customer or the quantities shipped do not agree, the system will 
reject the data. Override will be accepted by the system only from 
the vice president of sales by password.
Computer assigns number to delivery receipt.

•

•

•

7.

The accounts receivable clerk’s password is verified before 
transactions are accepted.
When the customer number is entered, the company name is 
presented on screen for comparison by clerk.

•

•

8.

9.

10.

11.

12.

13.

14.

15.

16.

17.

Notes:

The order clerk’s password is verified before transactions are 
accepted.
Customer numbers are agreed to customer master file 
information.
Computer determines whether the customer has sufficient 
credit limit remaining to make the purchase. If rejected, the 
customer’s credit limit must be increased by the president or 
the terms must be changed to cash on delivery.
Computer will require override of the transaction by the order 
clerk any time the sales price of an item is less than its cost.
Computer assigns number to sales invoice.

•

•

•

•

•
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KEYSTONE COMPUTERS & NETWORKS, INC.
Assessment of Control Risk—Revenue Cycle 

12/31/X5

IC-20
WL

11/13/X5

 Existence     Valuation  Presentation
Controls or Occurrence Completeness Cutoff Rights and Accuracy and Disclosure

Sales       

 1.  Separation of duties for 
authorization, credit 
approval, shipping, and   □ □  □ □
accounting for sales 
transactions.  

 2.  Company uses an  
unmodifi ed commercial  □ □  □ □
software package. 

 3.  Credit lines are approved  
by the president.     □  

 4.  Service contracts and 
billings are reviewed  □ □ □ □ □ 
by the controller. 

 5.  Computer verifi es the 
clerk’s password  
before sales data □   □ □ 
can be entered. 

 6.  Application controls 
(input validation checks)  
are applied to ensure the      □ 
accuracy of the billing 
process. 

 7.  Computer assigns numbers
to sales invoices.  □ □   

 8.  Computer verifi es the 
work order manager’s 
password before shipping □   □ □ 
data can be entered. 

 9.  Input validation checks 
are applied to shipping      □ 
data as they are entered. 

10.  Computer assigns numbers
to delivery receipts.  □ □   

11.  Accounts receivable clerk 
matches invoices with 
delivery receipts and   □ □   
accounts for numerical 
sequences. 

12.  Accounting manager 
reconciles the accounts 
receivable master fi le to  □ □  □ □ 
the general ledger 
monthly. 

13.  Monthly statements are 
mailed to customers. □ □  □ □ 
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KEYSTONE COMPUTERS & NETWORKS, INC.
Assessment of Control Risk—Revenue Cycle 

12/31/X5

IC-20
WL

11/13/X5

 Existence     Valuation Presentation
Controls or Occurrence Completeness Cutoff Rights and Accuracy and Disclosure

Sales 

14.  Sales returns and 
allowances are approved 
by the vice president      □
of sales. 

15.  Separation of duties of 
custody of cash from 
records of cash receipts  □   □ □
and accounts receivable. 

16.  Checks are prelisted and 
stamped with restrictive 
endorsement when  □   □ □
received. 

17.  Application controls 
(input validation checks) 
are applied to ensure the       □
accuracy of the recording 
of cash receipts. 

18.  Control totals are 
reconciled by the  □ □  □ □
accounting manager. 

19.  Exception reports are 
reviewed and followed 
up by the accounting           □
manager. 

20.  Computer summaries of 
cash collections and cash 
sales are reconciled to 
bank deposits and   □ □  □ □
prelisting of cash receipts 
by accounting manager. 

21.  Accounting manager 
reconciles bank account   □   □    □   □ 
on a monthly basis. 

Internal Control 
Weaknesses

 1.  Sales invoices are 
prepared and mailed  X  X X X
prior to delivery of goods. 

 2.  Accounts receivable are 
not written off on a      X
regular basis. 

Planned Assessed Level 
of Control Risk Moderate Low Moderate Moderate Moderate Maximum
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Audit Plan—Tests of Controls—Revenue Cycle

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

IC-12
WL

11/12/X5

 Procedure Initials Date

Sales Transactions

 1.  Walk three product and three service transactions through sales processes 
to confi rm our understanding as documented. WL 11/14/X5

 2. Agree billings for a sample of 25 consulting contracts to contract terms. WL 11/14/X5

 3. Observe and inquire about the segregation of duties for sales transactions. WL 11/15/X5

 4. Inspect documentation of the Microsoft Dynamics GP software package. WL 11/15/X5

 5. Inquire about the president’s procedures for approving credit limits. WL 11/15/X5

 6.  Observe the order clerk when entering customer orders and enter several test
transactions to determine that:  

 a. Password must be entered to enter customer orders. MP 11/14/X5

 b. The system performs a validity check for the customer’s number. MP 11/14/X5

 c. The system determines that the customer’s credit limit is not exceeded. MP 11/14/X5

 d.  The system compares sales price to cost of product and requires override
when cost exceeds sales price.  MP 11/14/X5

 7. Observe that the computer assigns numbers to sales invoices. MP 11/14/X5

 8.  Review the sales invoice fi le with delivery reports attached to obtain 
evidence that all numbers are accounted for and all invoices have an 
attached delivery report.  MP 11/14/X5

 9.  Inquire about the accounting manager’s procedures for reconciling the 
accounts receivable master fi le to the general ledger. WL 11/15/X5

10. Observe the mailing of monthly statements. MP 1/6/X6

11.  Inquire about the procedures for approval of sales returns and allowances by
the vice president of sales.  WL 11/15/X5

Performed by
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Audit Plan—Tests of Controls—Revenue Cycle

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

IC-13
WL

11/12/X5

 Procedure Initials Date

Cash Receipts  

12.  Walk three cash receipts through cash receipts processes to confi rm our 
understanding as documented.  WL 11/14/X5

13. Observe and inquire about the segregation of duties for cash receipts. WL 11/15/X5

14. Observe the prelisting and endorsement of checks by the receptionist. MP 11/13/X5

15.  Observe the accounts receivable clerk entering cash receipts to determine that:  

 a. Password must be entered to enter cash receipts. MP 11/14/X5

 b. Customer’s name is shown on screen when customer number is entered. MP 11/14/X5

16.  Test the procedures for reconciling control totals from the accounts receivable 
plan as follows:  

 a. Inquire about the procedures. WL 11/14/X5

 b.  Select a sample of printouts of the control totals and inspect them for 
evidence of reconciliation. Use the following parameters:  

 (1) Risk of assessing control risk too low—10%.  

 (2) Tolerable deviation rate—7%.  

 (3) Expected deviation rate—1%. WL 11/14/X5

17.  Test the procedures for review and follow up on the exception reports from
the accounts receivable plan as follows:  

 a. Inquire about the procedures. WL 11/14/X5

 b.  Select a sample of exceptions reports and inspect them for evidence of 
follow-up on the exceptions. Use the following parameters: 

 (1) Risk of assessing control risk too low—10%.

 (2) Tolerable deviation rate—10%.  

 (3) Expected deviation rate—0%. WL 11/14/X5

18.  Test the procedures for reconciling the computer summary of cash 
collections and cash sales to the deposit slips and prelisting of cash 
receipts as follows:   

 a. Inquire about the procedures. WL 11/14/X5

 b.  Select a sample of the computer summaries and inspect them for
evidence of reconciliation. Use the following parameters:  

 (1) Risk of assessing control risk too low—10%.  

 (2) Tolerable deviation rate—10%.  

 (3) Expected deviation rate—1%. WL 11/14/X5

19. Inquire about the procedures for reconciliation of bank accounts. WL 11/14/X5

20. Inspect four bank reconciliations performed during the year. WL 11/14/X5

Performed by

(Concluded)
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Objectives of test:  (1) To test the operating effectiveness of the procedures for reconciling control totals of computer run for updating 

accounts receivable; (2) to test the operating effectiveness of the procedures for review and follow-up on the exception 

reports from the computer run for updating accounts receivable; (3) to test the operating effectiveness of the procedures 

for reconciling the computer summary of cash collections and cash sales to the deposit slips and prelisting of cash 

receipts.

Sampling unit: Individual reports

Random selection procedure: Random number table

Risk of assessing control risk too low: 10 percent

Conclusion:  The results support the assessment of control risk for completeness at a low level, and for  existence, 
 occurrence, cutoff, rights, valuation, and accuracy at a moderate level.

KEYSTONE COMPUTERS & NETWORKS, INC.
Attributes Sampling Summary—Revenue Cycle 

December 31, 19X5

IC-15
WL

11/14/X5

 Test Population Size

 1 Control total reports 234

 2 Exception reports 234

 3 Computer summaries of collections and cash sales 234

Tolerable 
Deviation 

Rate

Expected 
Deviation 

Rate
Sample 

Size

Number 
of 

Deviations

Achieved 
Maximum 

Rate

 Planning Parameters Sample Results

Attributes Tested:

1.  Existence of a reconciliation of control 7% 1% 55 1 7%

totals initialed by the accounting 
manager. 

2.  Indication of disposition of exceptions 10% 0% 22 0 10%

initialed by the accounting manager. 

3.  Existence of a reconciliation of cash  10% 1% 38 0 6.4%

collections and cash sales to prelisting 
and deposit slips initialed by the  
accounting clerk. 
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(continued)

       Valuation Presentation
  Existence or     and and

 Controls Occurrence Completeness Cutoff Rights Accuracy Disclosure

Sales       

 1.  Separation of duties for 
authorization, credit approval, 
shipping, and accounting for  ✓  ✓   ✓  ✓   
sales transactions.   

 2.  Company uses an unmodifi ed 
commercial software package. ✓  ✓     ✓  ✓   

 3.  Credit lines are approved by the 
president.     ✓   

 4.  Service contracts and billings
are reviewed by the controller. ✓  ✓  ✓  ✓  ✓  

 5.  Computer verifi es the clerk’s
password before sales data ✓    ✓  ✓  
can be entered.    

 6.  Application controls (input 
validation checks) are applied 
to ensure the accuracy of the        ✓  
billing process. 

 7.  Computer assigns numbers to 
sales invoices.  ✓  ✓    

 8.  Computer verifi es the work order
manager’s password before ✓      ✓  ✓  
shipping data can be entered.

 9.  Input validation checks are 
applied to shipping data as        ✓  
they are entered. 

 10.  Computer assigns numbers to 
delivery receipts.  ✓  ✓    

 11.  Accounts receivable clerk 
matches invoices with delivery 
receipts and accounts for   ✓  ✓    
numerical sequences. 

 12.  Accounting manager reconciles 
the accounts receivable master 
fi le to the general ledger  ✓  ✓   ✓  ✓  
monthly.

 13.  Monthly statements are mailed 
to customers. ✓  ✓     ✓  ✓  

 14.  Sales returns and allowances 
are approved by the vice        ✓  
president of sales. 

 15.  Separation of duties of custody 
of cash from records of cash  ✓      ✓  ✓  
receipts and accounts receivable.  

KEYSTONE COMPUTERS & NETWORKS, INC.
Assessment of Control Risk—Revenue Cycle

12/31/X5

IC-20
WL

11/13/X5
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       Valuation Presentation
  Existence or     and and

 Controls Occurrence Completeness Cutoff Rights Accuracy Disclosure

Sales

KEYSTONE COMPUTERS & NETWORKS, INC.
Assessment of Control Risk—Revenue Cycle 

12/31/X5

IC-20
WL

11/13/X5

(Concluded)

 16.  Checks are prelisted and 
stamped with restrictive  ✓      ✓  ✓  
endorsement when received.  

 17.  Application controls (input 
validation checks) are applied 
to ensure the accuracy of the        ✓  
recording of cash receipts. 

 18.  Control totals are reconciled by 
the accounting manager. ✓  ✓     ✓  ✓  

 19.  Exception reports are reviewed 
and followed up by the      ✓  
accounting manager.

20.  Computer summaries of cash 
collections and cash sales are 
reconciled to bank deposits and ✓  ✓   ✓  ✓  
prelisting of cash receipts by 
accounting manager.

 21.  Accounting manager reconciles 
bank account on a monthly basis. ✓  ✓     ✓  ✓  

Internal Control Defi ciencies      

 1.  Sales invoices are prepared and 
mailed prior to delivery of goods.  X  X X X 

 2.  Accounts receivable are not 
written off on a regular basis.     X 

Assessed Level of Control Risk Moderate Low Moderate Moderate Moderate Maximum

 11A–1. A summary of the controls for the revenue and cash receipts cycle of Keystone Computers & 

Networks, Inc., appears on pages 487–500.

 a. For the following three controls over sales, indicate one type of error or fraud that the 

control serves to prevent or detect. Organize your solution as follows:
Required:

LO 11-2, 5, 6

Appendix 11A 
Problems

  Control Error or Fraud Controlled

1.  Application controls are applied when  customer 
orders are entered by the sales order clerk.

2.  The computer assigns numbers to sales invoices 
when they are prepared.

3.  Monthly statements are mailed to 
customers.
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Illustrative Audit Case: 
Keystone Computers & Networks, Inc.

Part III: Substantive Tests—Accounts Receivable 
and Revenue
This part of the audit case illustrates the manner in which the auditors design substantive 

tests of balances. The substantive tests are illustrated for two accounts—receivables and 

revenue. This aspect of the audit is illustrated with the following audit documentation:

 • ABC’s risk assessment working paper that combines the auditors’ assessments of inher-

ent and control risks into an overall risk of material misstatement for the assertions.

 • The substantive audit procedures for accounts receivable and revenue.

 • The audit sampling plan for the confi rmation of accounts receivable.

Adams, Barnes & Co.’s assessment of control risk is described in Part II of the audit 

case on pages 489–500. To refresh your knowledge of the case, review that part as well as 

Part I on pages 240–247 of Chapter 6.

 b. For the following three controls over cash receipts, indicate one type of error or fraud that 

the control serves to prevent or detect. Organize your solution as follows:

  Control Error or Fraud Controlled

1.  Cash receipts are prelisted by the receptionist.
2.  The accounting manager reconciles control 

totals generated by the accounts receivable 
computer program.

3.  The computer summaries of cash collections 
and cash sales are reconciled to prelistings 
of cash receipts and cash deposits by the 
 accounting manager.

Accounts Receivable, Notes Receivable, and Revenue 501

 11A–2. As indicated on the control risk assessment working paper on page 490, the auditors identifi ed 

two weaknesses in internal control over the revenue cycle of KCN. Describe the implications 

of each of the two weaknesses in terms of the type of errors or fraud that could result.

 11A–3. As indicated on the working paper on page 498, the auditors decided to apply audit sampling 

to three controls for the revenue and cash receipts cycle.

 a. Describe the characteristic that a control must possess in order to be tested with audit 

sampling.

 b. Assume that the auditors decided to use audit sampling to test the operating effective-

ness of the procedures for matching sales invoices with delivery receipts. Determine the 

required sample size, using the following parameters.

 • Risk of assessing control risk too low—5 percent

 • Tolerable deviation rate—15 percent

 • Expected deviation rate—1 percent

 c. Prepare a working paper similar to the one on page 498 documenting the planned audit 

procedure described in part (b).

LO 11-4, 5, 6

LO 11-1, 5, 6

Required:
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(continued)

Audit Plan—Substantive Tests—Accounts Receivable and Revenues

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

B-6 
WL

11/13/X5

 Procedure Initials Date

Sales Transactions

 1. Obtain an aged trial balance of accounts receivable as of 12/31/X5. MP 1/6/X6

 2.  Select a sample of customers’ accounts at 12/31/X5 for positive 
confi rmation using probability-proportional-to-size sampling based on 
the following parameters:  

 a. Risk of incorrect acceptance of 5%.  

 b. Tolerable misstatement of $150,000.  

 c. Expected misstatement of $20,000. MP 1/7/X6

 3. Use generalized audit software to:  

 a. Foot the master fi le of accounts receivable at 12/31/X5. MP 2/12/X6

 b. Test the client-prepared aging of accounts receivable. MP 1/7/X6

 c. Select the specifi c accounts for confi rmation. MP 1/7/X6

 4. Mail accounts receivable confi rmation requests. MP 1/8/X6

 5. Send second requests for all unanswered confi rmation requests. MP 1/25/X6

 6.  For confi rmation requests to which no reply is received, perform the 
following alternative procedures:  

 a.  Test items subsequently paid to remittance advices which identify the 
specifi c invoices paid. If necessary, reconcile the amounts paid to sales 
invoices and delivery receipts. MP 2/16/X6

 b.  For items not paid, inspect the invoices and delivery receipts for the 
sales transactions making up the account balance. MP 2/16/X6

 7. Resolve exceptions noted on confi rmation requests. MP 2/16/X6

 8.  Review credit fi les for customers with accounts receivable above $150,000 
at 12/31/X5. Investigate any indications of fi ctitious accounts. MP 2/16/X6

 9. Summarize the results of the confi rmation procedures. MP 2/16/X6

Performed by



504 Chapter Eleven

Audit Plan—Substantive Tests—Accounts Receivable and Revenues

Client: Keystone Computers & Networks, Inc.

Financial Statement Date: 12/31/X5

B-6
WL

11/13/X5

 Procedure Initials Date

10.  Review the adequacy of the allowance for uncollectible accounts by 
performing the following procedures:  

 a. Review the aged trial balance of accounts receivable with the president. WL 2/13/X6

 b. Review confi rmation exceptions for indications of disputed amounts. WL 2/13/X6

 c. Analyze and review trends in the following relationships:  

      (1) Accounts receivable to net sales. WL 2/15/X6

      (2) Allowance for bad debts to accounts receivable. WL 2/15/X6

      (3) Bad debt expense to net sales. WL 2/15/X6

11.  At year-end, review the fi le of sales invoices that are waiting to be matched 
with delivery receipts for any sales transactions that were not executed and, 
therefore, should be recorded in the subsequent period. MP 12/31/X5

12.  For all sales recorded in the last week of the year, inspect the related 
delivery receipt to determine that the sale occurred before 12/31/X5. MP 2/12/X6

13.  Review credit memoranda for sales returns and allowances through the 
last day of fi eldwork to determine if an adjustment is needed to record the 
items as of year-end. MP 2/16/X6

14.  Perform analytical procedures for sales and accounts receivable including 
comparison of the following to prior years and/or industry data: WL 2/12/X6

 a. Gross profi t percentage by month. WL 2/12/X6

 b. Sales by month by salesperson. WL 2/16/X6

 c. Accounts receivable turnover. WL 2/16/X6

 d. Advertising expense as a percentage of sales. WL 2/16/X6

 e. Net receivables as a percentage of total current assets. WL 2/16/X6

15.  Ascertain whether any accounts have been assigned, pledged, or 
discounted by review of agreements and confi rmation with banks. WL 2/13/X6

16.  Ascertain by inquiry whether any accounts are owed by employees or 
related parties such as offi cers, directors, or shareholders, and:  

 a.  Obtain an understanding of the business purpose for the transactions 
that resulted in the balances. WL 2/16/X6

 b. Ascertain the amounts involved. WL 2/16/X6

 c. Confi rm the balances. WL 1/25/X6

Performed by

(Concluded)
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KEYSTONE COMPUTERS & NETWORKS, INC.
Audit Sample Plan for Confi rmation of Accounts Receivable 

12/31/X5

B-9
WL

1/7/X6

Objective:  Establish the existence and gross valuation of accounts receivable and occurrence and accuracy of sales 

by confi rmation.

Population: The trial balance of 933 accounts receivable at 12/31/X5, with a total book value of $10,235,457.

Defi nition of Misstatement: Any amount that is determined not to be a valid account receivable.

Sampling Technique: Probability-proportional-to-size.

Sampling Parameters:

  1.  Tolerable misstatement:

Total materiality as indicated in the audit plan $300,000

Less: Estimate of undetected misstatement (50% of overall materiality) 150,000

Tolerable misstatement for this test $150,000

  2.  Risk of incorrect acceptance:

Because we have assessed the risk of material misstatement as high, the risk of incorrect acceptance 

will be set at 5 percent.

  3.  Expected misstatement:

Based on prior-year audits, the expected misstatement for the account is $20,000.

Calculation of Sample Size and Sampling Interval:

Sampling interval
Book value of population

Sample size 260
$39,400 (rounded)

$10,235,457 3.00
$150,000 ($20,000 1.6)

Sample size
Book value of population Reliability factor

Tolerable misstatement Expected misstatement( Expansion factor)

260

$10,235,457

3

3

3

3

Actual sample size was only 142 because a number of accounts were more than twice the sampling interval.
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 11B–1. In Part III (Appendix 11B) of the audit case, the audit staff of Adams, Barnes & Co. identifi ed 

specifi c revenue risks on working paper RA-12 (page 502). However, the “Summary of Audit 

Approach” section is incomplete (in process) for risks 2 and 3.

Review the audit plan (working paper B-6) on pages 503–504 and identify the substantive audit 

procedures that were designed specifi cally to address these risks of material misstatement.

 11B–2. Assume that you have been assigned to the audit of Keystone after audit planning has occurred. 

Review the planning information on pages 240-247 and the audit plan for the accounts receiv-

able and revenue (B-6 on pages 503–504). The manager on the engagement has given you the 

task of reviewing the monthly revenue report on page 506 (B-11).

 a. Based on your review of the report, describe any unusual relationships that might indicate 

a risk of misstatement of revenues based on your knowledge of the company derived from 

a review of the information on page 502.

 b. Identify any procedures on the audit plan for receivables and revenue that might address 

the risk(s) identifi ed in (a).

 c. Design two other procedures that would address the risk(s) identifi ed in (a).

 11B–3. Keystone Computers & Networks, Inc. (KCN), has 933 accounts receivable, with a total book 

value of $10,235,457. From that population, Adams, Barnes & Co. (ABC), CPAs, selected a 

sample of 260 accounts (142 unique accounts) for confi rmation for the year ended December 

31, 20X5, as illustrated by the working paper on page 503. First and second confi rmation 

requests resulted in replies for all but 10 of those accounts. ABC performed alternative pro-

cedures on those 10 accounts and noted no exceptions. Of the replies, fi ve had exceptions as 

described below (with ABC follow-up):

 1. “The balance of $120,000 is incorrect because we paid that amount in full on December 

31, 20X5.” Follow-up: An analysis of the cash receipts journal revealed that the check had 
been received in the mail on January 9, 20X6.

 2. “Of the balance of $30,000, $330 is incorrect because on December 19 we returned a 

printer to Keystone when we found that we didn’t need it. We ordered it in the middle of 

November when we had anticipated a need for it. When we received the printer, we real-

ized it was unnecessary and returned it unopened.” Follow-up: An analysis of the trans-
action revealed that it was received by Keystone on December 31, 20X5, and that the 
adjustment to the account had been processed on January 2, 20X6.

 3. “The balance of $214,000 is correct, and we paid it on January 5, 19X6.” Follow-up: An 
analysis of the cash receipts journal revealed that the check had been received on January 
10, 20X6.

 4. “Of the balance of $130,000, $10,000 is incorrect because it represents goods that we 

didn’t receive until January 5, 20X6.” Follow-up: Inspection of shipping records reveals 
that the item was shipped on January 3, 20X6.

 5. “Of the account’s $18,000 balance, we paid $17,460 and the $540 (3 percent of the total) 

remains unpaid because the Keystone salesperson told us that she would be able to obtain 

a ‘special’ discount beyond the normal.” Follow-up: While inspection of the sales agree-
ment indicated no such discount arrangement, discussions with Loren Steele (controller) 
and Sam Best (president) indicated that the salesperson had inappropriately granted such 
a discount to the client. On January 15 of 20X6, they processed the discount and credited 
the account for $540.

 a. For each of the fi ve exceptions, determine the account’s proper “audited value.”

 b. Use the probability-proportional-to-size method with your analysis from part (a) to evalu-

ate your sample’s results. The risk of incorrect acceptance is 5 percent.

Required:

LO 11-4, 6

Required:

Appendix 11B 
Problems



CHAPTER

The interrelationship of inventories and cost of goods sold 

makes it logical for the two topics to be considered together. 

The controls that assure the fair valuation of inventories are 

found in the purchases (or acquisition) cycle. These controls 

include procedures for selecting vendors, ordering merchandise or materials, inspecting 

goods received, recording the liability to the vendor, and authorizing and making cash dis-

bursements. In a manufacturing business, the valuation of inventories also is affected by 

the production (or conversion) cycle, in which various manufacturing costs are assigned 

to inventories, and the cost of inventories is then transferred to the cost of goods sold.

The selection of an accounting method and the consistency of its application also 

affect the valuation of both inventories and cost of goods sold. During periods of infl a-

tion, limitations of historical cost affect the relevance of cost of goods sold as much as 

they affect inventories. Thus, it is not surprising that the Financial Accounting Stan-

dards Board (FASB) experimented with requiring supplemental disclosure of current 

replacement cost of inventories.1 Although companies are no longer required to dis-

close this information, many companies include a discussion of the effects of infl a-

tion in “Management’s Discussion and Analysis of Financial Condition,” which is a 

required section of a company’s annual Form 10-K fi led with the SEC.

Inventories and Cost of Goods Sold

The term inventories is used in this chapter to include 

(1) goods on hand ready for sale, whether the merchandise 

of a trading concern or the fi nished goods of a manufacturer; 

(2) goods in the process of production; and (3) goods to be 

consumed directly or indirectly in production, such as raw 

materials, purchased parts, and supplies.

The auditors’ objectives in the audit of inventories and cost 

of goods sold are to:

 1. Use the understanding of the client and its environment 

to consider inherent risks, including fraud risks, related to 

inventories and cost of goods sold.

 2. Obtain an understanding of internal control over invento-

ries and cost of goods sold.

 3. Assess the risks of material misstatement and design tests 

of controls and substantive procedures that:

 a. Substantiate the existence of inventories and the occur-
rence of transactions affecting cost of goods sold.

 b. Establish the completeness of recorded inventories.

Sources and 
Nature of 
Inventories and 
Cost of Goods Sold

The Auditors’ 
Objectives 
in Auditing 
Inventories and 
Cost of Goods Sold

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 12-1                 Describe the nature of 
inventories and cost of 
goods sold.

 LO 12-2                 Describe the auditors’ 
objectives in the audit 
of inventories and cost 
of goods sold.

 LO 12-3                 Describe the docu-
ments, records, and 
accounts that are 
involved in the pur-
chases and production 
(conversion) cycles 
and the fundamental 
controls over invento-
ries, purchasing, and 
production.

 LO 12-4                 Use the understand-
ing of the client and 
its environment to 
consider inherent risks 
(including fraud risks) 
related to inventories, 
purchases, and cost of 
goods sold.

 LO 12-5                 Obtain an understand-
ing of internal control 
over inventories and 
cost of goods sold.

 LO 12-6                 Assess the risks of 
material misstatement 
of inventories and 
cost of goods sold and 
design further audit 
procedures, including 
tests of controls and 
substantive procedures, 
to address the risks.

Inventories and Cost 
of Goods Sold12

1 The requirement for mandatory disclosure of current cost information was rescinded by FASB 
Statement No. 89, “Financial Reporting and Changing Prices.” 

Describe the auditors’ objectives 

in the audit of inventories and cost 

of goods sold.

LO 12-2

Describe the nature of inventories 

and cost of goods sold.

LO 12-1
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 c. Verify the cutoff of transactions affecting cost of goods sold.

 d. Determine that the client has rights to the recorded inventories.

 e. Establish the proper valuation of inventories and the accuracy of transactions 

affecting cost of goods sold.

 f. Determine that the presentation and disclosure of information about inventories and 

cost of goods sold are appropriate, including disclosure of the classifi cation of inven-

tories, accounting methods used, and inventories pledged as collateral for debt.

In conjunction with the audit of inventories and cost of goods sold, the auditors will 

also obtain evidence about the related purchases, sales, purchase returns, and sales returns 

accounts.

The responsibilities of independent auditors with respect to the validity of inventories 

can best be understood by considering the spectacular McKesson & Robbins fraud case. 

The hearings conducted by the SEC in 1939 disclosed that the audited fi nancial statements 

of McKesson & Robbins, Inc., a drug company listed on the New York Stock Exchange, 

contained $19 million of fi ctitious assets, about one-fourth of the total assets shown on the 

balance sheet. The fi ctitious assets included $10 million of nonexistent inventories. How 

was it possible for the independent auditors to have conducted an audit and to have issued 

an unqualifi ed report without discovering this gigantic fraud? The audit plan followed for 

inventories in this case was in accordance with customary auditing practices of the 1930s. 

The signifi cant point is that in that period it was customary to limit the audit work on 

inventories to an examination of records only; the standards of that era did not require any 

observation, physical count, or other actual contact with the inventories.

Up to the time of the McKesson & Robbins case, auditors had avoided taking respon-

sibility for verifying the accuracy of inventory quantities and the physical existence of 

the goods. With questionable logic, many auditors had argued that they were experts in 

handling fi gures and analyzing accounting records but were not qualifi ed to identify and 

measure the great variety of raw materials and manufactured goods found in the factories, 

warehouses, and store buildings of their clients.

The McKesson & Robbins case brought a quick end to such limited views of the audi-

tors’ responsibilities. In 1939, Statements on Auditing Procedures 1 and 2, the fi rst formal 

auditing standards issued by the AICPA, affi rmed the importance of the auditors’ observa-

tion of physical inventories, but authorized the substitution of other auditing procedures 

under certain circumstances. Auditing standards continue to distinguish between com-

panies that determine inventory quantities solely by an annual physical count (periodic 
inventory system) and companies with a well-kept perpetual inventory system. 
The latter companies often have strong internal control over inventories and may employ 

sampling techniques to verify the records by occasional test counts throughout the year 

rather than by a complete annual count of the entire inventory. For those clients, the audi-

tors’ observation of physical inventory may be limited to such counts as they consider 

appropriate, and these counts may occur during or after the end of the period being audited.

The auditors’ approach to the verifi cation of inventories and cost of goods sold should 

be one of awareness of the possibility of fraud, as well as of the prevalence of accidental 

error in the determination of inventory quantities and amounts. Fraudulent misstatement 

of inventories has often been employed to evade income taxes, to conceal shortages aris-

ing from various illegal schemes, and to mislead stockholders or other inactive owners as 

to a company’s profi ts and fi nancial position.

The importance of adequate internal control over inventories and cost of goods sold from 

the viewpoint of both management and the auditors can scarcely be overemphasized. 

In some companies, management stresses controls over cash and securities but pays lit-

tle attention to control over inventories. Since many types of inventories are composed 

of items not particularly susceptible to theft, management may consider controls to be 

unnecessary in this area. Such thinking ignores the fact that controls for inventories affect 

nearly all the functions involved in producing and disposing of the company’s products.

Internal Control 
over Inventories 
and Cost of Goods 
Sold
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As described in Chapter 7, the control environment refl ects the overall attitude, aware-

ness, and actions of management and the board of directors concerning the importance 

of control and the way it is used in the entity. The aspects of the control environment that 

are particularly relevant to the auditors’ consideration of the inventories and cost of goods 

sold include:

 1. Commitment to attract, develop, and retain competent employees. These poli-

cies and practices help ensure that appropriately qualifi ed and trained personnel are 

assigned the responsibilities for purchasing goods and services and receiving and 

storing the goods. A commitment to competence with respect to plant personnel is 

important to ensuring that the manufacturing process is effi cient and effective and that 

prescribed control activities are being performed.

 2. Integrity and ethical values. Purchasing and cash disbursement activities provide 

ample opportunity for fraud by employees, as well as by management. Communica-

tion of management’s integrity and ethical values helps ensure that disbursements are 

for authorized and legitimate goods that were actually received and that the accounting 

for the purchases is appropriate. The importance of competence and integrity may be 

illustrated by considering the company’s purchasing agents who negotiate the terms of 

purchases with the company’s various suppliers. If these individuals are incompetent, 

they may commit the company to large purchases at unfavorable terms. If purchasing 

agents accept “kickbacks,” the company not only will lose the amounts accepted, but 

may make purchases of substandard goods or pay excessive prices.

 3. Organizational structure and assignment of authority and responsibility. Inter-

nal control is improved when the client’s organizational structure is appropriate and 

when levels of authority and responsibility for purchasing and production activities are 

clearly communicated. It is especially important for personnel involved in purchasing, 

receiving, and production to understand their responsibilities for the application of 

controls.

The risk of material misstatement of inventories and cost of goods sold is reduced when 

management evaluates and manages the risks related to purchasing and producing goods 

and services. Aspects of concern to the auditors include management’s assessment 

of risks related to (1) the availability of a supply of goods, services, and skilled labor; 

(2) the stability of prices and labor rates; (3) the generation of suffi cient cash fl ow to pay 

Control 
Environment

Risk Assessment

The need for proper control 
over the purchasing func-
tion is dramatically illus-

trated by a case in which two buyers for the Sheraton 
hotels  allegedly rigged the bidding for produce products 
by providing one supplier with competitive bid informa-
tion. With this information, the supplier obtained a num-
ber of contracts by placing the lowest bid. In exchange, 
the buyers allegedly received hundreds of thousands of 
 dollars in kickback payments, received monthly from the 
supplier in the form of cash slid under the door of the 
buyers’ offi ces.

The “off the books” nature of kickbacks makes them 
particularly diffi cult for auditors to detect. In this case, the 
two buyers were arrested as a part of a federal investigation 

of corruption at city produce markets. Factors that might 
indicate the existence of kickbacks include:

• A purchasing employee who appears to be living beyond 
his or her means.

• An improper or questionable basis for selecting suppliers.
• Selection of a supplier with high prices, or prices that 

have increased signifi cantly since the supplier was fi rst 
selected.

• Purchasing records that indicate that one company con-
sistently “wins contracts” as the lowest bidder, often by 
a relatively small amount.

• Continued purchases from a supplier providing products 
of questionable quality.

• Tips from other employees.

Illustrative Case Bid Rigging at Sheraton
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for purchases; (4) changes in technology that affect manufacturing processes; and (5) the 

obsolescence of inventory.

Relevant monitoring controls for the purchases cycle include management review of 

reports of purchases from suppliers, inventory on hand, and accounts payable balances. 

Management may establish a process of obtaining feedback from suppliers, including 

complaints about delays in payments. Software also may be used to monitor purchasing 

transactions to identify unusual transactions that may be in error or fraudulent. Monitor-

ing controls for the production cycle include observations by production supervisors of 

the performance of various activities and functions and quality and performance reviews. 

Management should also have a formal process for considering recommendations by the 

internal auditors for improvements in the purchasing and production functions and the 

related control activities.

Purchasing, receiving, storing, issuing, processing, and shipping are the physical func-

tions directly connected with inventories; the cost accounting system and the perpetual 

inventory records compose the recording functions. Since the auditors are interested in the 

fi nal products of the recording functions, it is necessary for them to understand and evalu-

ate the cost accounting system and the perpetual inventory records, as well as the various 

control activities and original documents underlying the preparation of fi nancial data.

The Purchasing Function
Strong internal control over purchases ordinarily involves an organizational structure that 

delegates to a separate department of the company exclusive authority to make all pur-

chases of materials and services. The purchasing, receiving, and recording functions 

should be clearly separated and lodged in separate departments. In small companies, this 

type of departmentalized operation may not be possible, but even in very small enter-

prises, it is usually feasible to make one properly supervised person responsible for all 

purchase transactions.

A purchase transaction begins with the issuance of a properly approved purchase 
requisition (bottom left) by the stores department or another department needing the goods 

or services. A copy of the requisition is sent to the purchasing department to provide a basis 

for preparing the serially numbered purchase order (bottom right). The requisition should 

include a precise description of the type and quantity of the goods or services desired.

Monitoring

Purchases and 
Production 
Cycles—
Accounting 
Systems and 
Control Activities

Describe the documents, records, 

and accounts that are involved 

in the purchases and production 

(conversion) cycles and the funda-

mental controls over inventories, 

purchasing, and production.

LO 12-3

AA09847
PURCHASE ORDER

Perfect Manufacturing Co.
1212 Belaire Blvd.

Houston, TX  77062

To: Carson Steel Co. Date: May 12, 20X1
 1671 21st St.
 Houston, TX 77021 Ship via: SOS Delivery

 Terms: 2/10, n/30
Enter our order for:

Qty. Description Price Total

9,000 sheets 2×8, 1/2” steel $21.00 $189,000
   #278473

Perfect Manufacturing Co.
By: Linda Jones__________

67467500
Perfect Manufacturing Co.

Purchase Requisition

Department:
 Date: May 10, 20X1
Raw Materials Stores
 Date Required:

 June 5, 20X1

Quantity Description

9,000 2×8, 1/2” steel sheets
sheets   #278473

 Approved By:
 Casey Rowe
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Copies of the purchase order should be forwarded to the accounting and receiving 

departments. The copy sent to receiving should have the quantities blacked out to increase 

the likelihood that receiving personnel will make independent counts of the merchandise 

received. Even though the buyer may actually place an order by telephone, the formal 

purchase order should be prepared and forwarded. In many large organizations, purchase 

orders are issued only after compliance with extensive procedures for (1) determining 

the need for the item, (2) obtaining competitive bids, and (3) obtaining approval of the 

fi nancial aspect of the commitment.

The Receiving Function
All goods received by the company—without exception—should be cleared through a 

receiving department that is independent of the purchasing, storing, and shipping depart-

ments. The receiving department is responsible for (1) the determination of quantities of 

goods received, (2) the detection of damaged or defective merchandise, (3) the prepara-

tion of a receiving report (top left), and (4) the prompt transmittal of goods received to 

the stores department.

The Storing Function
As goods are delivered to stores, they are counted, inspected, and receipted for. The 

stores department then notifi es the accounting department of the amount received and 

placed in stock. In performing these functions, the stores department makes an important 

contribution to overall control of inventories. By signing for the goods, it fi xes its own 

responsibility and, by notifying the accounting department of actual goods stored, it pro-

vides verifi cation of the receiving department’s work.

The Issuing Function
The stores department, being responsible for all goods under its control, has reason to 

insist that a prenumbered requisition (top right) be issued for all items passing out of 

its hands to serve as a signed receipt from the department accepting the goods. Requisi-

tions are usually prepared in triplicate. The department making the request retains one 

copy; another serves as the stores department’s receipt; and the third is a notice to the 

accounting department for cost distribution. To prevent the indiscriminate writing of req-

uisitions for questionable purposes, some organizations establish policies requiring that 

requisitions be drawn only upon the authority of a bill of materials, an engineering order, 

or a sales order. In wholesale and retail concerns, shipping orders, rather than factory 

 requisitions, serve to authorize withdrawals from stores.

5874983
Perfect Manufacturing Co.

Receiving Report

Received From:

Carson Steel Co. Date: June 5, 20X1
1671 21st St.
Houston, TX  77021 Order No: AA09847
 Carrier: SOS Delivery

Quantity Description

9,000 2×8, 1/2” steel
sheets   #278473

 Received By:
 Don Warren

4503945
Perfect Manufacturing Co.

Materials Requisition

Production Order: 8576409

Department:

Milling #23 Date: June 10, 20X1

 Date Required:
 June 10, 20X1

Quantity Description Unit Cost Total Cost

350 sheets 2×8, 1/2” steel $32.40 $11,340.00

 Approved By:
 John West
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The Production (Conversion) Function
Overall production should be controlled with a master production schedule that 

presents the gross production needs for a particular period. Because the schedule is devel-

oped based on forecasts of demand for the company’s products, it helps to ensure that 

the company will meet its customers’ needs, while not overstocking particular products. 

The master production schedule also ensures that materials and labor are available, on a 

timely basis, to meet the production demands for the period. Once the required resources 

are determined to be available, production orders are prepared to authorize the pro-

duction of specifi c products.

Responsibility for the goods in production must be fi xed, usually on factory supervi-

sors or superintendents. Materials requisitions and move tickets document the fl ow of the 

goods and related responsibility as they progress through the production process. Thus, 

from the time materials are delivered to the factory until they are completed and routed to 

a fi nished goods storeroom, a designated supervisor should be in control and be prepared 

to answer for their location and disposition.

Job time tickets (bottom left) are prepared to document the labor or machine hours 

devoted to a particular production job. Each job time ticket should be reviewed and 

approved by the department supervisor before it is entered into the cost accounting system.

The controls for goods in production usually include regular inspection procedures 

to reveal defective work. This aids in disclosing ineffi ciencies in the productive system 

and also tends to prevent infl ation of the goods in process inventory by the accumulation 

of cost of goods that will eventually be scrapped. If scrapped materials have substantial 

salvage value, the materials should be segregated, controlled, and inventoried.

The Shipping Function
Shipments of goods should be made only after proper authorization has been received. 

This authorization will normally be a sales order approved by the credit department, 

although the shipping function also includes the returning of defective goods to suppliers. 

In this latter case, the authorization may take the form of a shipping authorization from a 

purchasing department executive.

The shipping department will prepare, or the computer system will generate, a prenum-

bered shipping document (previous page bottom right) indicating the goods shipped. One 

copy of the shipping document should be retained by the shipping department as  evidence 

of shipment; a second copy should be sent to the billing department where it will be used—

with the customer’s purchase order and the sales order—as the basis for invoicing the 

Perfect Manufacturing Co.
Job Time Ticket

Production Order: 8576409

Date: 06/18/X1
Dept. No. 23
Dept. Milling

 Employee Hourly Rate Operation
No. Name
2954 Larry Cobb $22.50 Cut to shape

   Total Labor
Start Time End Time Total Hours Dollars
6:00 A.M. 11:30 A.M. 5.5 $123.75

Quantity Completed:

350 Valve Bases

 Approved By:
 Chee Chow

54654566
SHIPPING DOCUMENT

Perfect Manufacturing Co.
1212 Belaire Blvd.
Houston, TX 77062

Consigned to: Date: Oct. 21, 20X1
 Flour Valve Co.
 5485 First St. Order No. 6779938
 Kansas City, MO 66220
  Shipper: Union Pacifi c

Quantity Description Weight

150 9’ Outfl ow valves 7845
   #2988388

Packed by: Received by:
Leon Jones John Carr
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customer; and a third copy should be enclosed as a packing slip with the goods when they 

are shipped. The control aspect of this procedure is strengthened by the fact that an out-

sider, the customer, will generally inspect the packing slip and notify the company of any 

discrepancy between this list, the goods ordered, and the goods actually received.

When the goods are shipped using a common carrier, a fourth copy of the shipping 

document, required in this case to be a bill of lading, is provided to the carrier. In addi-

tion, the copy forwarded to billing will include additional evidence of shipment in the 

form of trucking bills, carriers’ receipts, or freight bills. Subsequent audit of the trans-

actions is facilitated by grouping together the documents showing that shipments were 

properly authorized and carried out.

Established shipping routines should be followed for all types of shipments, includ-

ing the sale of scrap, return of defective goods, and forwarding of materials and parts to 

subcontractors.

The Cost Accounting System
An adequate cost accounting system is necessary to account for the usage of raw materials 

and supplies, to determine the content and value of goods in process inventories, and to 

compute the fi nished goods inventory. This system comprises all the records, orders, and 

requisitions needed for proper accounting for the disposition of materials as they enter the 

fl ow of production and as they continue through the factory in the process of becoming 

fi nished goods. The cost accounting system also serves to accumulate labor costs and indi-

rect costs that contribute to the goods in process and the fi nished goods inventories. The 

cost accounting system thus forms an integral part of the internal control over inventories.

The fi gures produced by the cost accounting system should be controlled by general 

ledger accounts. The costs of direct materials and labor are recorded in individual goods 

(work) in process accounts for each job order or process. Periodically, manufacturing 

overhead is applied to the jobs or processes and recorded in the accounts.

Underlying this upper level of control between the factory records and the general 

ledger is a system of production orders, material requisitions, job tickets or other labor 

distributions, and factory overhead distributions. Control is affected by various proce-

dures that verify the accuracy of production records. Allocations of direct materials and 

labor costs are recomputed and reconciled to material and payroll records. Manufacturing 

overhead costs that are applied using predetermined rates are adjusted to actual costs at 

the end of the period.

Many companies have established standard cost systems that help identify the causes 

of ineffectiveness and waste through a study of variances between actual and standard 

costs. These systems provide for the prompt pricing of inventories and for control over 

operations. All the various types of cost accounting systems are alike in that they are 

designed to contribute to effective internal control by tracing the execution of manage-

rial directives in the factory, providing reliable inventory fi gures and safeguarding com-

pany assets.

The Perpetual Inventory System
Perpetual inventory records constitute an extremely important part of internal control. 

These records, by showing at all times the quantity of goods on hand, provide infor-

mation essential to intelligent purchasing, sales, and production-planning policies. With 

such a record it is possible to guide procurement by establishing points of minimum and 

maximum quantities for each standard item stocked.

The use of a perpetual inventory system allows companies to control the high costs 

of holding excessive inventory, while minimizing the risk of running out of stock. The 

company can control inventories through reorder points and economic order quantities, 

including just-in-time ordering systems in which inventory levels are kept to a minimum.

If perpetual inventory records are to produce the control implicit in their nature, it is desir-

able that the subsidiary records be maintained in both quantities and dollars for all stock, that 

the subsidiary records be controlled by the general ledger, and that trial balances be prepared 
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at reasonable intervals. In addition, both the detailed records and the general ledger control 

accounts should be adjusted to agree with physical counts whenever they are taken.

Perpetual inventory records discourage inventory theft and waste, since storekeepers 

and other employees are aware of the accountability over goods established by this con-

tinuous record of goods received, issued, and on hand. The records, however, must be 

periodically verifi ed through the physical counting of goods.

IT Systems
An IT-based inventory system makes it much easier for the client to maintain control over 

inventories, purchasing, and the manufacturing process. The IT system can automatically 

generate purchase requisitions and orders when inventory levels reach predetermined 

reorder points. The client’s purchasing system may even be linked to the system of its 

suppliers, allowing electronic data interchange (EDI) to completely coordinate pro-

duction and purchasing. The IT system also maintains records of responsibility for goods 

as they are routed through the production process. Details of direct labor and materials 

usage are entered, and the computer allocates these direct costs to jobs or processes, 

applies manufacturing overhead costs based on predetermined rates, and maintains per-

petual records of the costs of goods in process, fi nished, and sold. The system also gener-

ates various fi nancial reports, including responsibility accounting reports that indicate 

actual costs, standard costs, and the related variances.

The use of IT can also improve inventory tracking. As an example, many companies 

use bar code technology in which all products or containers of products are tagged with 

a bar code that can be scanned when the item is shipped or when an inventory is taken. 

Other companies use radio frequency identifi cation (RFID) to track inventory. In these 

systems, products or containers of products are tagged with microchips that can be read 

remotely without line-of-sight. In addition, RFID systems can keep track of inventory on 

a real-time basis. IT-enabled inventory-tracking systems reduce the errors in inventory 

handling and shipping and facilitate inventory control and inventory taking. 

Good internal control in IT systems requires the normal segregation of the purchas-

ing, receiving, storing, processing, and shipping functions. In addition, the client should 

establish appropriate IT controls that promote the accuracy of data as they are entered 

into the system and ensure that data maintain their integrity after they are entered.

The auditors may prepare a great variety of working papers in their verifi cation of inven-

tories and cost of goods sold. These papers will range in form from written comments on 

the manner in which the physical inventory was taken to elaborate analyses of production 

costs of fi nished goods and goods in process. Selected working papers will be illustrated 

in connection with the audit procedures to be described in later sections of this chapter.

Audit of Inventories and Cost of Goods Sold

The following steps indicate the general pattern of work performed by the auditors in 

the verifi cation of inventories and costs of goods sold. Selection of the most appropriate 

procedures for a particular audit will be guided by the nature of the internal controls that 

have been implemented and by the results of the auditors’ risk assessments.

 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks, related to inventories and cost of goods sold.

 B. Obtain an understanding of internal control over inventories and cost of goods sold.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Examples of tests of controls:

 a. Examine signifi cant aspects of a sample of purchase transactions.

 b. Perform tests of the cost accounting system.

Audit 
Documentation 
for Inventories 
and Cost of 
Goods Sold
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 2. If necessary, revise the risks of material misstatement based on the results of tests 

of controls.

 E. Perform further audit procedures—substantive procedures for inventories and cost of 

goods sold.

 1. Obtain listings of inventory and reconcile to ledgers.

 2. Evaluate the client’s planning of physical inventory.

 3. Observe the taking of physical inventory and make test counts.

 4. Review the year-end cutoff of purchases and sales transactions.

 5. Obtain a copy of the completed physical inventory, test its clerical accuracy, and 

trace test counts.

 6. Evaluate the bases and methods of inventory pricing.

 7. Test the pricing of inventories.

 8. Perform analytical procedures.

 9. Determine whether any inventories have been pledged and review purchase and 

sales commitments.

10.  Evaluate fi nancial statement presentation of inventories and cost of goods sold, 

including the adequacy of disclosure.

Figure 12.1 relates the objectives of the major substantive procedures for inventories 

and cost of goods sold to the primary audit objectives.

A. Use the Understanding of the Client and Its Environment to Consider Inherent 
Risks, Including Fraud Risks.
Generally, inventories represent an asset with signifi cant inherent risks. Some of these 

risks arise from business risks faced by management, such as the risk of losses due to 

poor product quality, obsolescence, or theft. Other factors that affect the risks of material 

misstatement of inventories include:

 1. Inventories often constitute a large current asset of an enterprise and are very suscep-

tible to major errors and fraud.

Use the understanding of the 

 client and its environment to con-

sider inherent risks (including 

fraud risks) related to inventories, 

purchases, and cost of goods sold.

LO 12-4

FIGURE 12.1
Objectives of Major 
Substantive Procedures 
for Inventories and Cost 
of Goods Sold

Substantive Procedures Primary Audit Objectives

Obtain listings of inventory and reconcile to ledgers. Existence, occurrence, and 
rights

Evaluate the client’s planning of physical inventory.
Observe the taking of the physical inventory.
Review the year-end cutoff of purchase and sales 

transactions.
Obtain a copy of the completed physical inventory and 

test its accuracy.

Existence, occurrence, and 
rights

Completeness
Valuation
Cutoff

Evaluate the bases and methods of inventory pricing. Valuation

Test the pricing of inventories. Valuation
Accuracy

Perform analytical procedures. Existence and rights
Completeness
Valuation
Accuracy

Determine whether any inventories have been pledged 
and review commitments.

Valuation
Presentation and disclosure

Evaluate fi nancial statement presentation and disclosure. Presentation and disclosure
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 2. The accounting profession allows numerous alternative methods for valuation of 

inventories, and different methods may be used for various classes of inventories.

 3. The determination of inventory value directly affects the cost of goods sold and has 

a major impact on net income for the year. Therefore, if management is inclined to 

engage in fraudulent fi nancial reporting, the fraud will likely involve overstatement of 

inventory.

 4. The determination of inventory quality, condition, and value is inherently a more com-

plex and diffi cult task than is the case with most other elements of fi nancial position. 

Many items, such as precious gems, sophisticated electronic parts, and construction in 

progress, present signifi cant problems of identifi cation and valuation.

If auditors identify a fraud risk with respect to inventories, they will make sure that 

they understand the programs and controls established by management to control the 

risk. They will also determine that the controls have been implemented. Finally, the audi-

tors will design appropriate procedures to respond to that risk.

B. Obtain an Understanding of Internal Control over Inventories and Cost 
of Goods Sold.
As previously indicated, the consideration of controls may involve the fi lling out of a 

questionnaire, the writing of descriptive memoranda, or the preparation of fl owcharts 

depicting the organizational structure and the fl ow of materials and documents. In obtain-

ing an understanding of internal control over inventory, the auditors should become 

thoroughly familiar with the procedures for purchasing, receiving, storing, and issuing 

goods and for controlling production, and they should obtain an understanding of the cost 

accounting system and the perpetual inventory records.

The auditors should also give consideration to the physical protection of inventories. 

Any defi ciencies in storage facilities, in guard service, or in physical handling that may 

lead to losses from weather, fi re, fl ood, or theft may appropriately be called to the atten-

tion of management.

The matters to be investigated in the auditors’ consideration of controls over inven-

tory and cost of sales are fairly well indicated by the following questions: Are perpet-

ual inventory records maintained for each class of inventory? Are perpetual inventory 

records verifi ed by physical inventories at least once each year? Do the procedures for 

physical inventories include the use of prenumbered tags, with all tag numbers accounted 

for? Are differences between physical inventory counts and perpetual inventory records 

investigated before the perpetual records are adjusted? Is a separate purchasing depart-

ment responsible for purchasing all materials, supplies, and equipment? Does a separate 

receiving department process all incoming shipments? Are materials and supplies held 

in the custody of a stores department and issued only upon receipt of properly approved 

requisitions?

After the auditors have prepared a fl owchart (or other description) of internal 

control, they should determine that the client is using those procedures; that is, they 

should determine whether the controls have been implemented. This information may 

be obtained through inquiries of entity personnel, inspection of documents, and obser-

vation of activities, which are often performed in conjunction with a walk-through 

of the accounting cycle. As the auditors obtain their understanding of the controls, 

they will observe whether there is an appropriate segregation of duties and inquire 

as to who performed various functions throughout the year. They will also inspect 

various documents, such as purchase requisitions, purchase orders, material requisi-

tions, move tickets, time tickets, and shipping advices, and review document fi les 

to determine that the client is appropriately accounting for the sequence of prenum-

bered documents. Inventory, production, and responsibility accounting reports will be 

examined, and the auditors will review the evidence of follow-up on variances from 

standard costs.

Obtain an understanding of inter-

nal control over inventories and 

cost of goods sold.

LO 12-5
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Focus on the Agribusiness Industry
Accounting for the inventory of an agricultural producer provides a good example of the need 
for industry expertise when obtaining an understanding of a client’s internal control over inven-
tory. Auditors of agricultural producers that are involved in raising animals must pay special 
attention to the effectiveness of the agricultural producer’s internal control, including whether:

 • The controls provide accurate quantity and cost data for the raised animals.

 • The payroll records are sophisticated enough to allow labor cost to be allocated to the appro-
priate animal component of inventory.

 • Direct and indirect costs of developing animals raised for a productive function are accurately 
accumulated until the animals reach maturity, at which point the costs are depreciated over 
the animals’ estimated productive life.

 • Direct and indirect costs of developing animals raised for sale are accumulated to ensure the 
accuracy of inventory and the cost of animals sold.

C. Assess the Risks of Material Misstatement and Design Further Audit Procedures.
After considering the information about the client and its environment, including 

internal control, the auditors assess the risks of material misstatement related to the 

assertions about inventories and cost of goods sold. To make these assessments, the 

auditors should consider the relationships between specifi c misstatements and con-

trols. Figure  12.2 provides examples of potential misstatements of inventories and 

cost of goods sold and weaknesses in internal control that would make them more 

likely to occur. You should also refer back to Figure 11.4, on pages 454–455, which 

includes a number of misstatements of revenue that may also involve misstatements 

of inventory.

The auditors’ assessments of the risks of material misstatement (inherent and control 

risks) are used to design further audit procedures, including tests of controls and substan-

tive procedures. The further audit procedures should include tests of controls when the 

auditors’ assessments of control risk assume that controls are operating effectively but, 

in regard to their understanding of the client’s internal control, the auditors have not 

obtained suffi cient evidence that controls are operating effectively.

Some of the risks identifi ed by the auditors may be considered to be signifi cant risks 

that require special audit consideration. As an example, a client may have inventories that 

have a very high risk of obsolescence. This signifi cant risk may require the auditors to 

perform more procedures focused on identifying inventories that are overvalued, such as 

the performance of detailed analytical procedures. It is important to remember that for 

any signifi cant risk, the auditors:

 1. Should evaluate the design of the related controls and determine that they are implemented.

 2. May not rely solely on analytical procedures to address the risk.

 3. May not rely on evidence obtained in prior periods regarding the operating effective-

ness of the related controls.

D. Perform Further Audit Procedures—Tests of Controls.
Tests directed toward the effectiveness of controls help to evaluate the client’s internal 

control and determine whether the auditors can support their planned assessed levels of 

control risk for the assertions about the inventory and cost of goods sold accounts. Cer-

tain tests of controls are performed as the auditors obtain an understanding of the client’s 

internal control; these tests were described in our discussion of that process.

1. Examples of Tests of Controls.
a. Examine Signifi cant Aspects of a Sample of Purchase Transactions.
The proper recording of purchase transactions and cash disbursements is essential to 

reliable accounting records. Therefore, the auditors test the key control procedures in 

Assess the risks of material mis-

statement of inventories and cost 

of goods sold and design further 

audit procedures, including tests 

of controls and substantive proce-

dures, to address the risks.

LO 12-6
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the client’s purchasing transaction cycle. Tests of this cycle may include the following 

steps:

 1. Select a sample of purchase transactions.

 2. Examine the purchase requisition or other authorization for each purchase transaction 

in the sample.

 3. Examine the related vendor’s invoice, receiving report, and paid check for each 

 purchase order in the sample. Trace transactions to the voucher register and check 

register.

 4. Inspect vendors’ invoices for approval of prices, freight and credit terms, and account 

distribution, and recompute extensions and footings.

FIGURE 12.2 Potential Misstatements—Inventory*

Description of 
Misstatement Examples

Internal Control Weaknesses 
or Factors That Increase the Risk 

of the Misstatement

Misstatement of inventory 
costs

Fraud:
•  Intentional misstatement of produc-

tion costs assigned to inventory
•  Intentional misstatement of inventory 

prices

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive 
to ethical conduct; undue pressure 
to meet earnings targets

Errors:
•  The assignment of direct labor costs, 

direct material costs, or factory 
overhead to inventory items is 
inaccurate

•  Erroneous pricing of inventory

•  Ineffective cost accounting system; 
failure to update standard costs on a 
timely basis

•  Ineffective input validation controls 
on the database of inventory costs; 
ineffective supervision of the person-
nel that enter the costs on the fi nal 
inventory schedule

Misstatement of inventory 
quantities

Fraud:
•  Items are stolen with no journal entry 

refl ecting the theft
•  Inventory quantities in locations not 

visited by auditors are systematically 
overstated

•  Ineffective physical controls over 
inventories

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to 
meet earnings targets

Error:
•  Miscounting of inventory by personnel 

involved in physical inventory
•  Ineffective controls or supervision of 

physical inventory

Early (late) recognition 
of purchases—“cutoff 
problems”

Fraud:
•  Intentional recording of purchases in 

the subsequent period
•  Ineffective board of directors, audit 

committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to 
meet earnings targets

Error:
•  Recording purchases of the current 

period in the subsequent period
•  Ineffective accounting procedures 

that do not tie recorded purchases 
to receiving data

*See also Figure 11.4, Potential Misstatements—Revenue, since many types of revenue misstatements involve misstatement of inventory.
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 5. Compare quantities and prices in the invoice, purchase order, and receiving report.

 6. Trace postings from voucher register to general ledger and any applicable subsidiary 

ledgers.

b. Perform Tests of the Cost Accounting System.
For a client in the manufacturing fi eld, the auditors should become familiar with the  client’s 

cost accounting system. A wide variety of practices will be encountered for the costing of 

fi nished units. The cost accounting records may be controlled by general ledger accounts 

or operated independently of the general accounting system. In the latter case, the cost of 

completed units may be diffi cult or impossible to verify and may represent nothing more 

than a well-reasoned guess. Because cost accounting methods vary so widely, even among 

manufacturing concerns in the same industry, audit procedures for a cost accounting sys-

tem must be designed to fi t the specifi c circumstances encountered in each case.

In any cost accounting system, the three elements of manufacturing cost are direct 

materials costs, direct labor costs, and manufacturing overhead. Cost accounting systems 

may accumulate either actual costs or standard costs according to processes or jobs. The 

auditors’ tests of the client’s cost accounting system are designed to determine that costs 

allocated to specifi c jobs or processes are appropriately compiled.

To achieve this objective, the auditors test the propriety of direct materials quantities 

and unit costs, direct labor-hours and hourly rates, and overhead rates and allocation 

bases. Quantities of direct materials charged to jobs or processes are vouched to materials 

requisitions, and unit materials costs are traced to the raw materials perpetual inventory 

records or purchase invoices. The auditors examine job time tickets or time summaries 

supporting direct labor-hour accumulations and trace direct labor hourly rates to union 

contracts or individual employee personnel fi les.

The auditors should recognize that a variety of methods are generally accepted for the 

application of manufacturing overhead to inventories. A predetermined rate of factory 

overhead applied on the basis of machine-hours, direct labor dollars, direct labor-hours, 

or some similar basis is used by many manufacturing companies. Accounting standards 

provide that variable manufacturing costs should be allocated to products on the basis of 

the actual level of activity. Fixed manufacturing overhead, on the other hand, should be 

allocated based on the normal capacity of the production facility.

A distinction between factory overhead, on the one hand, and costs pertaining to sell-

ing or general administration of the business, on the other, must be made under generally 

accepted accounting principles because selling expenses and general and administrative 

expenses are expensed in the period incurred. The difference in the accounting treatment 

accorded to factory overhead and to nonmanufacturing costs implies a fundamental differ-

ence between these two types of cost. Nevertheless, as a practical matter it is often impos-

sible to say with fi nality what proportion of a particular expenditure, such as the salary of 

a vice president in charge of production, should be classifi ed as factory overhead and as 

general and administrative expense. Despite this diffi culty, a vital procedure in the audit of 

cost of goods sold for a manufacturing concern is determining that factory overhead costs 

are reasonably allocated in the accounts. Failure to distribute factory costs to the correct 

accounts can cause signifi cant distortions in the client’s predetermined overhead rate and 

in over- or underapplied factory overhead. The auditors may fi nd it necessary to obtain or 

prepare analyses of a number of the factory overhead subsidiary ledger accounts and to 

verify the propriety of the charges thereto. Then, the auditors should determine the propri-

ety of the total machine-hours, direct labor-hours, or other aggregate allocation base used 

by the client company to predetermine the factory overhead rate.

If standard costs are in use, it is desirable to compare them with actual costs for rep-

resentative items and to determine whether the standards refl ect current materials and 

labor usage and unit costs. The composition of factory overhead, the basis for its distri-

bution by department and product, and the effect of any change in basis during the year 

should be reviewed. The standard costs of selected products should be verifi ed by testing 

computations, extensions, and footings and by tracing charges for labor, materials, and 
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overhead to original sources. Normal variances between standard costs and actual costs 

are allocated to cost of goods and inventories on a pro rata basis.

The auditors’ study of a manufacturing company’s cost accounting system should give 

special attention to any changes in cost methods made during the year and the effect of 

such changes on the cost of sales. Close attention should also be given to the methods of 

summarizing costs of completed products and to the procedures for recording the cost of 

partial shipments.

If the client company has supply contracts with U.S. government agencies, the audi-

tors should determine whether standards issued by the Cost Accounting Standards 
Board were complied with. Cost accounting standards issued to date have dealt with 

such matters as consistency in estimating, accumulating, allocating, and reporting costs 

and depreciation of plant assets.

2. If Necessary, Revise the Risks of Material Misstatement Based on the Results 
of Tests of Controls.
The description and tests of controls of the client’s internal control over inventories and 

cost of goods sold provide the auditors with evidence as to weaknesses and strengths of 

the system. If the tests of controls reveal problems, the auditors should reassess the risks 

of material misstatement for the fi nancial statement assertions about inventories and cost 

of goods sold. Figure 12.3 illustrates the relationship between the assertions and the vari-

ous controls. It also shows how these policies and procedures are typically tested. The 

auditors’ assessments of the risks of material misstatement are then used to design the 

substantive tests for these accounts.

E. Perform Further Audit Procedures—Substantive Procedures for Inventories 
and Cost of Goods Sold.
1. Obtain Listings of Inventory and Reconcile to Ledgers.
The auditor will obtain a schedule of listings of inventories that will be reconciled to both 

the general ledger and appropriate subsidiary ledgers. The nature of the listings will vary 

depending upon whether the client engages in manufacturing or simply sells products at 

retail. The auditors’ goal in performing this step is to make sure the inventory records 

agree with what is recorded in the fi nancial statements.

2. Evaluate the Client’s Planning of Physical Inventory.
Effi cient and effective inventory taking requires careful advance planning. Cooperation 

between the auditors and client personnel in formulating the procedures to be followed 

will prevent unnecessary confusion and will aid in securing a complete and well- 

controlled count. A fi rst step is the designation by the client management of an individual 

employee, often a representative of the controller, to assume responsibility for the physi-

cal inventory. This responsibility will begin with the drafting of procedures and will carry 

through to the fi nal determination of the dollar value of all inventories.

In planning the physical inventory, the client should consider many factors, such as 

(a) selecting the best date or dates, (b) suspending production in certain departments of 

the plant, (c) segregating obsolete and defective goods, (d) establishing control over the 

counting process through the use of inventory tags or sheets, (e) achieving proper cutoff 

of sales and purchase transactions, and (   f  ) arranging for the services of engineers or 

other specialists to determine the quantity or quality of certain goods or materials.

Once the plan has been developed, it should be documented and communicated in the 

form of written instructions to the personnel taking the physical inventory. These instruc-

tions normally will be drafted by the client and reviewed by the auditors, who will judge 

their adequacy. A set of instructions prepared by the controller of a large clothing store for 

use by supervisors is shown in Figure 12.4. In evaluating the adequacy of the instructions, 

the auditors should consider the nature and materiality of the inventories, as well as the 

existing internal control. Normally, the auditors will insist that the inventory be taken at or 
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near the balance sheet date. However, if the client has effective internal control, including 

perpetual records, the auditors may be satisfi ed to observe inventory counts performed 

during the year, and no audit report modifi cation is necessary. If the client plans to use a 

statistical sampling technique to estimate the quantities of inventories, the auditors will 

evaluate the statistical validity of the sampling method and the propriety of the sampling 

risk and the allowance for  sampling risk.

FIGURE 12.3 Relating Controls to Assertions
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Segregate duties over purchases Observe and make inquiries about the X X  X X 
and custody of inventories.  performance of various functions.      

Use prenumbered requisitions, Observe and make inquiries about the  X X   
purchase orders, and receiving  use of prenumbered documents and      
reports and account for the  inspect evidence of accounting for the      
sequence of documents.  sequence.      

Establish procedures for authorizing Observe and make inquiries about purchase X   X X 
purchase transactions, reconciling  procedures, and test a sample of purchase      
purchase invoices to purchase  transactions by inspecting evidence of      
orders and receiving reports, and  authorizations and reconciliations,      
verifying the clerical accuracy of  comparing the details to authorized      
purchase invoices.  purchase orders and receiving reports,      
  and recomputing the invoice amounts.      

Establish general ledger control of Inspect accounting and production X   X X X
inventories of raw materials, goods  records and selected reconciliations.      
in process, and fi nished goods, and       
periodically reconcile to production       
records.       

Establish controls for the cost Inspect evidence of independent reviews of     X 
accounting system that accumulate  cost accumulations, recompute materials costs      
appropriate inventory costs on a job  by reference to requisitions and purchase      
order or process cost basis, such as  invoices, and recompute direct labor costs by      
independent review of cost  reference to time and payroll records and      
accumulations.  overhead application rates.      

Analyze and follow up on variances Inspect inventory reports and examine X X   X 
from standard costs.  evidence of follow-up on variances.      

Use perpetual records to Inquire about the perpetual inventory X X X  X X
control inventories.  procedures, and test the records by      
  reference to purchase invoices, receiving      
  reports, and production records.      

Use appropriate procedures for Review the inventory instructions and X X X X X 
taking the physical inventory.  observe the inventory-taking process.      

Establish appropriate physical Observe and inquire about the physical X   X  
controls over inventories.  control policies and procedures.      
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TO ALL SUPERVISORS:

      A complete physical inventory of all departments in each store will be taken Sunday, 
August 5, 20X0, beginning at 8:30 a.m. and continuing until completed. Employees are to 
report at 8:15 a.m. to receive their final briefing on their instructions, which are appended 
hereto.

      Within one week prior to August 5, supervisors should make sure that merchandise in 
departments is well organized. All merchandise with the same stock number should be 
located together. Merchandise that is damaged should be segregated for separate listing on 
inventory sheets.

      Each count team should be formed and started by a supervisor and should be 
periodically observed by that supervisor to assure that instructions are being complied with 
in the counting and listing processes.

      A block of sequential prenumbered inventory sheets will be issued to each supervisor at 
8:00 a.m., August 5, for later issuance to count teams. Each supervisor is to account for all 
sheets—used, unused, or voided. In addition, each supervisor will be furnished at that time 
with a listing of count teams under his or her supervision.

     When a count team reports completion of a department, that team’s supervisor should 
accompany a representative of the independent auditors, McDonald & Company, in 
performing test counts. A space is provided on each inventory sheet for the supervisor’s 
signature as reviewer. When the independent auditors have “cleared” a department, the 
supervisor responsible should take possession of the count sheets. All completed count 
sheets are to be placed in numerical sequence and turned over to me when the entire 
inventory has been completed.

      Before supervisors and employees leave the stores Saturday evening, August 4, they are 
to make certain that “housekeeping” is in order in each department and that all merchandise 
bears a price ticket.

      If you have any questions about these instructions or any other aspect of the physical 
inventory, please see me.

                                                                                 J. R. Adams
                                                                                   J. R. Adams
                                                                                   Controller
                                                                                   July 24, 20X0 

GLEN HAVEN DEPARTMENT STORES, INC.

Instructions for Physical Inventory,

August 5, 20X0

FIGURE 12.4
Instructions for Physical 
Inventory

A number of years ago, it 
was reported that audits 
of PharMor, Inc., a discount 

drugstore chain, did not detect a $50 million overstate-
ment of inventory. The allegedly fraudulent overstatements 
occurred at stores at which the client knew in advance that 
the CPAs did not intend to observe inventory counts. The 

client refrained from making fraudulent adjustments at 
the stores where it knew that the CPAs would observe the 
inventories. In another case, auditors are reported to have 
permitted company offi cials to follow them and record 
where test counts of inventory were taken; the manag-
ers subsequently falsifi ed counts for inventory items that 
weren’t test counted by the auditors.

Illustrative Case Fraud at Phar-Mor
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Advance planning by the senior auditor-in-charge is also necessary to ensure effi cient 

use of audit staff members during the inventory taking. The auditor-in-charge should 

determine the dates of the counts, the extent of the test counts, the need for client assis-

tance, the number of auditors needed at each location, and the estimated time required. 

When multiple locations are involved, the auditors should determine whether the assessed 

levels of the risks of material misstatement justify omission of observation at certain 

locations. When only certain locations are to be observed, the auditors should consider 

not informing the client of the specifi c locations in advance. In addition, the observation 

should be planned in a manner that ensures that client employees are not aware of the 

exact nature of all items that are test-counted by the auditors.

Advance planning may also reveal to the auditors a need to rely upon the advice of 

a specialist for discharging their responsibility for testing inventory. For example, the 

auditors of a retail jeweler might engage an independent expert in gems to assist in iden-

tifying the precious stones and metals included in the client’s inventory. Similarly, the 

auditors of a chemical producer might rely upon the expert opinion of an independent 

chemist as to the identity of components of the client’s inventories. Guidelines for using 

the work of a specialist were presented in Chapter 5.

When written instructions are prepared by the auditing fi rm for the use of its staff in a 

particular engagement, these instructions are not made available to the client. Their purpose 

is to help ensure that all auditors understand their assignments and can therefore work effi -

ciently during the physical inventory. Figure 12.5 provides an example of such instructions.

3. Observe the Taking of Physical Inventory and Make Test Counts.
It is not the auditors’ function to take the inventory or to control or supervise the taking; 

this is the responsibility of management. The auditors’ responsibility is to observe the 

inventory taking. However, to observe the inventory taking implies a much more active 

role than that of a mere spectator.

The auditors’ responsibility is to attend the physical inventory counting by the client and:

 • Inspect the inventory to determine its existence and to evaluate its condition, and make 

test counts.

 • Observe compliance with management’s instructions for the count.

 • Obtain audit evidence about the reliability of the count procedures.

Throughout this process, the auditors seek to determine that all usable inventory owned 

by the client is included in the count, as well as to be alert to the possibility of inclusion 

of any obsolete or damaged merchandise in inventory.

Excessive dust or rust on raw materials inventory items may be indicative of obsoles-

cence or infrequent sale. Such merchandise should be segregated by the client and written 

down to its net realizable value.

The auditors will also record the serial number of the fi nal receiving and shipping 
documents issued before the taking of inventory so that the accuracy of the cutoff can be 

determined at a later date. Shipments or receipts of goods taking place during the count-

ing process should be closely observed and any necessary reconciliations made. Observa-

tion of the physical inventory by the auditors also stresses determining that the client is 

controlling the inventory tags or sheets properly. These should be prenumbered so that all 

tags or sheets can be accounted for.

During the inventory observation, the auditors will make test counts of selected inven-

tory items. The extent of the test counts will vary widely, depending upon the levels of the 

risks of material misstatement and the materiality of the client’s inventory. A representa-

tive number of test counts should be recorded in the audit working papers for subsequent 

comparison with the completed inventory listing.

If the inventory does not already have bar codes, radio frequency identifi cation tags, or 

other types of identifi cation tags, serially numbered (or computer-generated) inventory count 

tags are usually attached to each lot of goods during the taking of a physical inventory. The 

design of the tag and the procedures for using it are intended to guard against two common 

pitfalls: (a) accidental omission of goods from the count and (b) double counting of goods.

Primary Audit 
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Many companies use two-employee teams to count the inventories. Each team is pro-

vided with a sequence of the serially numbered tags and is required to return to the physi-

cal inventory supervisor any voided or unused tags.

The actual counting, the fi lling in of inventory tags, and the pulling of these tags are 

done by the client’s employees. While the inventory tags are still attached to the goods, 

the auditors may make such test counts as they deem appropriate in the circumstances. 

The auditors will list in their working papers the tag numbers for which test counts were 

made. The client employees will not ordinarily collect (pull) the inventory tags until the 

auditors indicate that they are satisfi ed with the accuracy of the count.

In comparing their test counts to the inventory tags, the auditors are alert for errors not 

only in quantities but also in part numbers, descriptions, units of measure, and all other 

aspects of the inventory item. For test counts of goods in process inventory, the auditors 

should determine that the percentage or stage of completion indicated on the inventory 

tag is appropriate.

Glen Haven Department Stores, Inc.
Inventory Observation—Instructions for Audit Staff

August 1, 20X0

      We will observe physical inventory taking at the following stores of Glen 
Haven Department Stores, Inc., on August 5, 20X0.

            Store                Store Manager                 Our Staff

          Wilshire             J. M. Baker             John Rodgers, Faye Arnold
          Crenshaw          Roberta Bryan         Weldon Simpkins
          Valley               Hugh Remington     Roger Dawson

      Report to assigned stores promptly at 8:00 a.m. Attached are copies of the 
company’s detailed instructions to employees who are to take the physical 
inventories and to supervisors who are to be in charge. These instructions 
appear to be complete and adequate; we should satisfy ourselves by observation 
that the instructions are being followed.

      All merchandise counted will be listed on prenumbered inventory sheets. 
We should make test counts of approximately 5 percent of the stock items to 
ascertain the accuracy of the physical counts. A majority of the counts should be 
performed on the high-value stock, as described on the enclosed listing. Test 
counts are to be recorded in working papers, with the following information 
included:
             Department number
             Inventory sheet number
             Stock number
             Description of item
             Quantity
             Selling price per price tag

      We should ascertain that adequate control is maintained over the 
prenumbered inventory sheets issued. Also, we should prepare a listing of the 
last numbers used for transfers, markdowns, and markups in the various 
departments and stores. Inventory sheets are not to be removed from the 
departments until we have “cleared” them; we should not delay this operation.

      Each staff member’s working papers should include an opinion on the 
adequacy of the inventory taking. The papers should also include a summary of 
time incurred in the observation.

      No cash or other cutoff procedures are to be performed as an adjunct to the 
inventory observation.

MCDONALD & COMPANY
Certified Public Accountants

FIGURE 12.5
Inventory Observation 
Instructions
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If the test counts made by the auditors indicate discrepancies, the goods are recounted 

at once by the client’s employees and the error corrected. If an excessive number of errors 

are found, the inventories for the entire department or even for the entire company should 

be recounted.

The client often transfers the information listed on the inventory tags to serially num-

bered inventory sheets. These sheets are used in pricing the inventory and in summariz-

ing the dollar amounts involved. After the inventory tags have been collected, the client 

employee supervising the inventory determines that all tags are accounted for by serial 

number. The auditors should ascertain that numerical control is maintained over both 

inventory tags and inventory sheets.

Clients using electronic equipment may facilitate inventory counting and summarizing 

through machine-readable inventory tags. Prior to the physical inventory, the tags may be 

encoded with tag numbers, part numbers, descriptions, and unit prices. After the physi-

cal inventory, the information from the tags is scanned into the computer, which extends 

quantity times unit price for each inventory item and prints out a complete inventory 

summary.

The test counts and tag numbers listed by the auditors in their working papers will be 

traced later to the client’s inventory summary sheets. A discrepancy will be regarded not 

as an error in counting but as a mistake in copying data from the tags, a purposeful altera-

tion of a tag, or the creation of a fi ctitious tag.

During the observation of physical inventories, the auditors should make inquiries to 

determine whether any of the materials or goods on hand are the property of others, such 

as goods held on consignment or customer-owned materials sent in for machine work 

or other processing.

Audit procedures applicable to goods held by the client on consignment may include 

a comparison of the physical inventory with the client’s records of consigned goods on 

hand, review of contracts and correspondence with consignors, and direct written com-

munication with the consignors to (1) confi rm the quantity and value of goods held at the 

balance sheet date and to (2) disclose any client liability for unremitted sales proceeds or 

from inability to collect consignment accounts receivable.

Each auditor participating in the observation of the inventory will prepare working 

papers. These papers should indicate the extent of test counts, describe any defi ciencies 

noted, and express a conclusion as to whether the physical inventory appeared to have been 

properly taken in accordance with the client’s instructions. The auditor-in-charge should 

prepare a concise summary memorandum indicating the overall extent of observation and 

the percentage of inventory value covered by quantity tests. The memorandum may also 

include comments on the consideration given to the factors of quality and condition of 

Unscrupulous management 
has used a variety of meth-
ods to misstate inventories. 

In general, these schemes are used to overstate inventory 
and thereby understate cost of goods sold, thus, overstat-
ing net income. One method involved recording fi ctitious 
inventory, sometimes in such quantities that the resulting 
total recorded inventory was in excess of the company’s 
storage capacity. Another method involved placing scrap 
materials in product boxes to be counted as inventory. Bill 
and hold schemes may only record the sale and retain the 
items in year-end inventory totals. Also, double counting 

of inventory (including it in more than one warehouse’s 
count) may occur.

The ways in which management has circumvented the 
auditors’ tests have also varied. In one instance, fi ctitious 
count sheets were created. In another situation, client 
personnel obtained knowledge of the items tested by the 
auditors and increased the recorded quantities of items not 
tested. Finally, client personnel have actually gained access 
to the auditors’ working papers and altered them to sup-
port the fi ctitious inventory.

These cases illustrate the need for extreme care by the 
auditors in planning and performing inventory procedures.

Illustrative Case Fraudulent Misstatement 
of Inventories
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stock, the treatment of consigned goods on hand, and the control of shipments and receipts 

during the counting process. Figure 12.6 illustrates this type of memorandum.

Outside Inventory Taking Firms
Some clients may hire fi rms that specialize in taking physical inventories for other orga-

nizations. As an example, retail store chains often hire these fi rms to take physical inven-

tories of the company’s individual stores. The inventory-taking fi rm typically counts, 

lists, prices, and subsequently values the inventory on hand at the date of the physical 

count. Even though these fi rms may be independent of client personnel, the counts made 

by these fi rms are not, by themselves, suffi cient appropriate audit evidence regarding the 

client’s inventory. The auditors should evaluate the effectiveness of the procedures used 

by the outside fi rm and perform other procedures as outlined in the preceding sections as 

considered appropriate.

December 31, 20X0

Advance Planning of Physical Inventory.

      A physical inventory was taken by the client on December 31, 20X0. Two weeks in 
advance of this date we reviewed the written inventory instructions prepared by L. D. 
Frome, Controller. These instructions appeared entirely adequate and reflected the 
experience gained during the counts of previous years. The plan called for a complete 
closing down of the factory on December 31, since the preceding year’s count had been 
handicapped by movements of productive material during the counting process. Training 
meetings were conducted by Frome for all employees assigned to participate in the 
inventory; at these meetings the written instructions were explained and discussed.

Observation of Physical Inventory.

      We were present throughout the taking of physical inventory on December 31, 20X0. 
Prior to the count, all materials had been neatly arranged, labeled, and separated by type. 
Two-employee inventory teams were used: one employee counting and calling quantities 
and descriptions; the other employee filling in data on the serially numbered inventory 
tags. As the goods were counted, the counting team tore off the “first count” portion of 
the inventory tag. A second count was made later by another team working independently 
of the first; this second team recorded the quantity of its count on the “second count” 
portion of the tag.
      We made test counts of numerous items, covering approximately 60 percent of the 
total inventory value. These counts were recorded on our working papers and used as 
noted below. Our observation throughout the plant indicated that both the first and 
second counts required by the inventory instructions were being performed in a 
systematic and conscientious manner. The careful and alert attitude of employees 
indicated that the training meetings preceding the count had been quite effective in 
creating an understanding of the importance of an accurate count. Before the “second 
count” portions of the tags were removed, we visited all departments in the company with 
Frome and satisfied ourselves that all goods had been tagged and counted.
      No goods were shipped on December 31. We ascertained that receiving reports were 
prepared on all goods taken into the receiving department on this day. We recorded the 
serial numbers of the last receiving report and the last shipping advice for the year 20X0. 
(See D-9-1.) We compared the quantities per the count with perpetual inventory records 
and found no significant discrepancies.

Quality and Condition of Materials.

      Certain obsolete parts had been removed from stock prior to the count and reduced 
to a scrap carrying value. On the basis of our personal observation and questions 
addressed to supervisors, we have no reason to believe that any obsolete or defective 
materials remained in inventory. During the course of inventory observation, we tested the 
reasonableness of the quantities of 10 items, representing 40 percent of the value of the 
inventory, by comparing the quantity on hand with the quantity used in recent months; in 
no case did we find that the quantity in inventory exceeded three months’ normal usage.

D-9

1.

2.

3.

V.M.H.
Jan. 3, 20X1

THE WILSHIRE CORPORATION
Comments on Observation of Physical Inventory

FIGURE 12.6
Documentation of 
Physical Inventory 
Observation
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Inventories in Public Warehouses and on Consignment
Companies that store inventories in public warehouses ordinarily receive receipts for those 

goods. Examination of these receipts is not suffi cient verifi cation of goods stored in public 

warehouses. The AICPA has recommended direct confi rmation in writing from outside 

custodians of inventories and supplementary procedures when the amounts involved rep-

resent a signifi cant proportion of the current assets or of the total assets of a concern. These 

supplementary procedures include review of the client’s procedures for investigating pro-

spective warehouses and evaluating the performance of warehouses having custody of the 

client’s goods. The auditors should also consider obtaining accountants’ reports on the 

warehouses’ controls relevant to custody of stored goods. If the amounts are material, or if 

any reason for doubt exists, the auditors may decide to visit the warehouses and observe a 

physical inventory of the client’s merchandise stored at the warehouses.

A starting point for the verifi cation of goods in the hands of consignees is to obtain 

from the client a list of all consignees and copies of the consignment contracts. Contract 

provisions concerning the payment of freight and other handling charges, the extension 

of credit, computation of commissions, and frequency of reports and remittances require 

close attention. After review of the contracts and the client’s records of consignment ship-

ments and collections, the auditors should communicate directly with the consignees and 

obtain full written information on consigned inventory, receivables, unremitted proceeds, 

and accrued expenses and commissions as of the balance sheet date.

Often, the client may own raw materials that are processed by a subcontractor before 

being used in the client’s production process. The auditors should request the subcontrac-

tor to confi rm quantities and descriptions of client-owned materials in the subcontractor’s 

possession.

Inventory Verifi cation When Auditors Are Engaged after the End of the Year
A company desiring an independent audit should engage the auditors well before the end 

of the year so they can participate in advance planning of the physical inventory and be 

prepared to observe the actual counting process. Occasionally, however, auditors are not 

engaged until after the end of the year and therefore fi nd it impossible to observe the tak-

ing of inventory at the close of the year. For example, the illness or death of a company’s 

individual practitioner CPA near the year-end might lead to the engagement of new audi-

tors shortly after the balance sheet date.

Under these circumstances, the auditors may conclude that suffi cient appropriate evi-

dence cannot be obtained concerning inventories to permit them to express an opinion on 

the overall fairness of the fi nancial statements. On the other hand, under other circum-

stances, the auditors may be able to obtain satisfaction concerning the inventories by alter-

native auditing procedures. These favorable circumstances might include the existence of 

strong internal control, perpetual inventory records, availability of instructions and other 

records showing that the client had carried out a well-planned physical inventory at or 

near the year-end, and the making of test counts by the newly appointed auditors. If the 

auditors are to express an unqualifi ed opinion, their investigation of inventories should 

include some physical contact with items of inventory and should be thorough enough to 

compensate for the fact that they were not present when the physical inventory was taken. 

Whether such alternative auditing procedures will be feasible and will enable the auditors 

to satisfy themselves depends upon the circumstances of the particular engagement.

4. Review the Year-End Cutoff of Purchases and Sales Transactions.
An accurate cutoff of purchases is one of the most important factors in verifying the 

existence and completeness of the year-end inventory. It requires that items for which 

the company holds title as of year-end be included in inventory as well, and that related 

accounts be properly stated. Assume that a shipment of goods costing $10,000 is received 

from a supplier on December 31, but the purchase invoice does not arrive until  January 2 

and is entered as a January transaction. If the goods are included in the December 31 

physical inventory but there is no December entry to record the purchase and the lia-

bility, the result will be an overstatement of both net income for the year and retained 
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earnings and an understatement of accounts payable, each error being in the full amount 

of $10,000 (ignoring income taxes).

An opposite situation may arise if a purchase invoice is received and recorded on 

December 31, but the merchandise covered by the invoice is not received until several 

days later and is not included in the physical inventory taken at the year-end. The effect 

on the fi nancial statements of recording a purchase without including the goods in the 

inventory is to understate net income, retained earnings, and inventory.

How can the auditors determine that the liability to suppliers has been recorded for 

all goods included in inventory? Their approach is to examine on a test basis the pur-
chase invoices and receiving reports for several days before and after the inventory date. 
Each purchase invoice in the fi les should have a receiving report attached; if an invoice 

recorded in late December is accompanied by a receiving report dated December 31 or 

earlier, the goods must have been on hand and included in the year-end physical inven-

tory. However, if the receiving report carried a January date, the goods were not included 

in the physical count made on December 31.

A supplementary approach to the matching of purchase invoices and receiving reports 

is to examine the records of the receiving department. For each shipment received near 

the year-end, the auditors should determine that the related purchase invoice was recorded 

in the same period.

The effect on the fi nancial statements of failing to include a year-end in-transit pur-

chase as part of physical inventory is often not a serious one, provided the related liability 

is not recorded until the following period. In other words, a primary point in effecting an 

accurate cutoff of purchases is that both sides of a purchase transaction must be refl ected 

in the same accounting period. If a given shipment is included in the year-end physical 

inventory of the purchaser, the entry debiting Inventories and crediting Accounts Payable 

must be made. If the shipment is not included in the purchaser’s year-end physical inven-

tory, the purchase invoice must not be recorded until the following period.

Adjustments to achieve an accurate cutoff of purchases should, of course, be made by 

the client’s staff; the function of the auditors should be to review the cutoff and determine 

that the necessary adjustments have been made.

Chapter 11 includes a discussion of the audit procedures for determining the accuracy 

of the sales cutoff. The sales cutoff is mentioned again at this point to emphasize its 

importance in determining the fairness of the client’s inventory and cost of goods sold as 

well as accounts receivable and sales.

5. Obtain a Copy of the Completed Physical Inventory, Test Its Clerical Accuracy, 
and Trace Test Counts.
The testing of extensions and footings on the fi nal inventory listing may disclose mis-

statements of physical inventories. Often this test consists of “sight-footing” to the nearest 

hundred dollars or thousand dollars of the inventory listings. Generalized audit software 

also may be used to test extensions and footings.

In testing extensions, the auditors should be alert for two sources of substantial errors—

misplaced decimal points and the incorrect extension of count units by price units. For 

example, an inventory listing that extends 1,000 units times $1C (per hundred) as $1,000 

will be overstated by $990. An inventory extension of 1,000 sheets of steel times $5 per 

pound will be substantially understated if each sheet of steel weighs more than one pound.

The auditors also should trace to the completed physical inventory their test counts 

made during the observation of physical inventory. During this tracing, the auditors 

should be alert for any indications that inventory tags have been altered or that fi cti-

tious inventory tags have been created. The auditors also reconcile inventory tag number 

sequences in the physical inventory listing to tag numbers noted in their audit working 

papers for the inventory observation. This procedure is designed to determine that the cli-

ent has not omitted inventory items from the listing or included additional items that were 

not present during the physical inventory.

Another test of the clerical accuracy of the completed physical inventory is the recon-

ciliation of the physical counts to inventory records. Both the quantities and the values of 
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the items should be compared to the company’s perpetual records. The totals of various 

sections of inventory also should be compared with the corresponding control accounts. 

All substantial discrepancies should be investigated fully. The number, type, and cause 

of the discrepancies revealed by such comparisons are highly signifi cant in assessing 

control risk for inventories.

6. Evaluate the Bases and Methods of Inventory Pricing.
The auditors are responsible for determining that the bases and methods of pricing inven-

tory are in accordance with generally accepted accounting principles. The investigation 

of inventory pricing often will emphasize the following three questions:

 1. What method of pricing does the client use?

 2. Is the method of pricing the same as that used in prior years?

 3. Has the method selected by the client been applied consistently and accurately in practice?

For the fi rst question—the method of pricing—a long list of options is possible, 

including such methods as cost; cost or market, whichever is lower; the retail method; 

and quoted market price (as for metals and staple commodities traded on organized 

exchanges). The cost method, of course, includes many diverse systems, such as last-in, 

fi rst-out (LIFO); fi rst-in, fi rst-out (FIFO); specifi c identifi cation; weighted average; and 

standard cost. It is important to note that the international accounting standards do not 

allow the use of LIFO as a method for pricing inventory.

The second question raised in this section concerns a change in method of pricing 

inventory from one year to the next. For example, let us say that the client has changed 

from the FIFO method to the LIFO method. The nature and justifi cation of the change in 

method of valuing inventory and its effect on income should be disclosed. In addition, the 

auditors should insert in the audit report an explanatory paragraph concerning the lack of 

consistency between the two years.

The third question posed deals with consistent accurate application in practice of the 

method of valuation adopted by the client. To answer this question, the auditors should 

test the pricing of a representative number of inventory items.

7. Test the Pricing of Inventories.
The testing of prices applied to inventories of raw materials, purchased parts, and supplies 

by a manufacturing company is similar to the testing of prices of merchandise in a trading 

business. In both cases, the cost of inventory items, whether LIFO, FIFO, weighted aver-

age, or specifi c identifi cation, is readily verifi ed by reference to purchase invoices. An 
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An alleged fraud at U.S. 
Foodservices (USF) provides 
an illustration of the often 

complex nature of inventory valuation. In a typical pro-
motional allowance arrangement, USF would pay the full 
wholesale price for a product and then receive rebates of 
a portion of the price from the supplier if certain purchase 
volume and other conditions were met.

To meet earnings targets, federal prosecutors charged 
that nine former USF employees overstated the promotional 
allowances (and earnings) by more than $800,000,000. To 
hide the fraud, USF convinced suppliers to return confi rma-
tions to auditors confi rming the fraudulent amounts.

Participation by the suppliers makes this sort of fraud 
extremely diffi cult—and, perhaps, impossible—for auditors 
to detect. It is possible that industry knowledge would lead 
the auditors to question the large amount of allowances. 
Also, if details of the computation of allowances are included 
in sales agreements, the auditors could calculate the proper 
amounts and compare them with the recorded amounts. 
However, if the allowances are based on unwritten side 
agreements between the parties, examining agreements will 
not be effective in detecting the misstatements. Certainly, 
subsequent years’ results will reveal the misstatements.

Illustrative Case Fraudulent Financial 
Reporting at U.S. Foodservices
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illustration of a computerized working paper prepared by an auditor in making price tests 

of an inventory of raw materials and purchased parts is presented in Figure 12.7.

Audit procedures for verifi cation of the inventory values assigned to goods in process 

and fi nished goods are not so simple and conclusive as in the case of raw materials or 

merchandise for which purchase invoices are readily available. To determine whether 

the inventory valuation method used by the client has been properly applied, the auditors 

should make tests of the pricing of selected items of fi nished goods and goods in process. 

The pricing of these items should be tested by reference to the client’s cost accounting 

records of accumulated direct material, direct labor, and manufacturing overhead costs. 

Items of large total value will be selected for testing so that the tests will encompass a 

signifi cant portion of the dollar amount of inventories.

Lower-of-Cost-or-Market Test
As a general rule, inventories should not be carried at an amount in excess of net realiz-

able value. Under U.S. generally accepted accounting standards, the lower-of-cost-or-

market rule is used to measure any loss of utility in the inventories. This test generally 

involves comparing recorded cost of inventory items with their replacement cost, within 

the ceiling (net realizable value) and the fl oor (net realizable value minus normal profi t).

Under international accounting standards, the recorded cost of the items are compared 

to their net realizable values. Also, under international standards, the inventory items may 

be written back up if the value subsequently recovers.

8. Perform Analytical Procedures.
Material misstatements of inventory may be disclosed by analytical procedures designed 

to establish the general reasonableness of inventory fi gures. As an example, major 

Description

The Wilshire Corporation
Test of Pricing-Raw Materials and Purchased Parts

December 31, 20X0

Aluminum 48 x 144 x .025

Aluminum 45/72 x .032

Stainless steel .025 x 23

Stainless steel .031 x 17

10 H.P. Electronic Motor

3/4 H.P. Electronic Motor

8Z 182

8Z 195

K1125

K1382

XL3925

XJ3824

910 sheets @ 10.10

804 sheets @ 9.01

80,625 lbs @ .80

65,212 lbs @ .82

50 units @ 400.00

645 units @ 30.50

Hardy & Co.

Watson Mfg. Co.

Ajax Steel Co.

Ajax Steel Co.

Cronyn Mfg. Co.

Long & Co.

Dec. 18, X0

Nov. 28, X0
Dec. 22, X0

Dec. 3, X0

Dec. 3, X0

Nov. 18, X0

Dec. 29, X0

5415

3201
3456

K182

K182

D2532

E9215

1000 @ 10.10

500 @ 9.01
400 @ 9.01

100,000 @ .80

75,000 @ .82

100 @ 400.00

650 @ 30.50

Per
Inventory

Quantity/Price Vendor Date No. Quantity @ Price

Per Vendor's Invoice
Part
No.

y
y
y
y
y

y
y

Inventory value of raw materials and purchased parts selected for price testing—$301,825.56.

Percent of total raw materials and purchased parts selected for price testing—$301,825.56/$503,615.10 = 60%.

See audit plan B-4 for method of selecting raw materials and purchased parts for price testing.

y = Agreed to prices on the vendor’s invoice.

Conclusion:
Based on our tests, the pricing of raw materials and purchased parts appears to be materially correct.
                                                                                CMB
                                                                              1/4/X1

D-5

FIGURE 12.7 Test of Inventory Pricing
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increases or decreases in the amounts of various types of inventory as compared to prior-

year amounts may be identifi ed and investigated.

In certain lines of business, particularly retail and wholesale companies, gross profi t 

margins may be quite uniform from year to year. Any major difference between the end-

ing inventory estimated by the gross profi t percentage method and the count of inventory 

at year-end should be investigated fully. If the client has inventory in a number of stores, 

some of which were not visited by the auditors, comparing gross profi t by store may 

reveal overstatements in those not visited.

Another useful test is the computation of rates of inventory turnover (preferably by 

individual product) based on the relationship between the cost of goods sold for the year 

and the average inventory as shown on the monthly fi nancial statements. These turnover 

rates may be compared with rates prevailing in prior years. A decreasing rate of turnover 

suggests the possibility of obsolescence or of unnecessarily large amounts of inventories. 

Scanning perpetual inventory records may also reveal obsolete items.

Focus on the Computer Hardware and Software Industry
Given the pace of technological advances and the highly competitive nature of the computer 
hardware and software industry, rapid inventory obsolescence is common. Product life cycles 
are typically short and competitive products with superior price and performance can quickly 
enter the marketplace. Analytical procedures may be used to determine whether inventory 
amounts and trends appear proper. However, simply making comparisons of the current year’s 
amounts and ratios to those of prior years is not effective. The auditors should consider what is 
expected to happen in the industry. In developing expected amounts for analytical procedures, 
consideration should be given to expected future demand for the client’s products and 
anticipated technological advances that render existing inventories obsolete. The auditors may 
fi nd analyses of management’s sales forecasts useful for this purpose.

The auditors’ analytical procedures for inventory transactions will often include a 

comparison of the volume of purchase transactions from period to period. Comparisons 

of transactions, classifi ed by vendor and type of product, may reveal unusual variations 

of quantities purchased or unusual concentrations of purchases with particular vendors, 

indicating possible confl icts of interest.

The auditors also should scan all general ledger accounts relating to cost of goods sold 

to make certain that they contain no apparent misstatements. For example, the auditors 

may discover that miscellaneous revenue and expenses were erroneously closed into cost 

of goods sold.

The auditors of a manufacturer should obtain from the client or prepare an analysis of 

costs of goods sold by month, broken down into raw materials, direct labor, and factory 

overhead elements. The analysis should also include a description of all unusual and non-

recurring charges or credits to cost of goods sold.

Using Nonfi nancial Information
Using nonfi nancial information for developing expectations for analytical procedures can 

be especially effective for inventories. For example, when the client has inventory stored 

in a number of warehouses, the auditor may compare the amount of inventory stored 

in each warehouse with its size in square feet. Comparisons can also be made between 

inventory in dollars and in units, and, for a manufacturing fi rm, inventory and cost of 

goods sold amounts may be compared to various production statistics, such as direct 

labor-hours and machine-hours.

9. Determine Whether Any Inventories Have Been Pledged and Review Purchase 
and Sales Commitments.
The verifi cation of inventories includes a determination by the auditors as to whether any 

goods have been pledged or subjected to a lien of any kind. Pledging of inventories to secure 

bank loans may be brought to light when bank balances and indebtedness are confi rmed.
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A record of outstanding purchase commitments is usually readily available, since 

this information is essential to management in maintaining day-to-day control of the 

company’s inventory position and cash fl ow.

In some lines of business, it is customary to enter into fi rm contracts for the purchase 

of merchandise or materials well in advance of the scheduled delivery dates. Compari-

son by the auditors of the prices quoted in such commitments with the vendors’ prices 

prevailing at the balance sheet date may indicate substantial losses if fi rm purchase com-

mitments are not protected by fi rm sales contracts. Such losses should be refl ected in the 

fi nancial statements.

The quantities of purchase commitments should be reviewed in the light of current 

and prospective demand, as indicated by past operations, the backlog of sales orders, and 

current conditions within the industry. If quantities on order appear excessive by these 

standards, the auditors should seek full information on this phase of operations. Purchase 

commitments may need to be disclosed in the fi nancial statements.

Sales commitments are indicated by the client’s backlog of unfi lled sales orders. 

Losses inherent in fi rm sales commitments are generally recognized in the lower-of-cost-

or-market valuation of inventories, with market being defi ned as the net realizable value 

of the goods in process or fi nished goods inventories applicable to the sales commit-

ments. In addition, the backlog may include sales orders for which no production has 

been started as of the balance sheet date. The auditors should review the client’s cost 

estimates for these sales orders. If estimated total costs to produce the goods ordered 

exceed fi xed sales prices, the indicated loss and a related liability should be recorded in 

the client’s fi nancial statements for the current period.

10. Evaluate Financial Statement Presentation of Inventories and Cost of Goods 
Sold, Including the Adequacy of Disclosure.
One of the most important factors in proper presentation of inventories in the fi nancial 

statements is disclosure of the inventory pricing method or methods in use. Other impor-

tant disclosures include the following:

 • Changes in methods of valuing inventory, with the dollar effect and justifi cation for the 

change reported.

 • The various classifi cations of inventory, such as fi nished goods, work in process, and 

raw materials.

 • The details of any arrangements relating to any pledged inventory.

 • Deduction of valuation allowance for inventory losses.

 • Existence and terms of inventory purchase commitments.

The auditors will review the client’s disclosures of such matters to determine whether 

they comply with generally accepted accounting principles.

The need for the auditors to be present to observe the taking of the ending inventory 

has been strongly emphasized in auditing literature. However, the fi gure for beginning 

inventory is equally signifi cant in determining the cost of goods sold and the net income 

for the year. In the initial audit of a client, the auditors may not have been present to 

observe the taking of inventory at the beginning of the year. What procedures can they 

follow to obtain evidence that the beginning inventories are fairly stated?

The fi rst factor to consider is whether another CPA fi rm audited the client for the pre-

ceding year. If a review of the predecessor fi rm’s working papers indicates compliance 

with generally accepted auditing standards, the new auditors can accept the beginning 

inventories with a minimum of investigation. That minimum might include the follow-

ing steps: (1) study of the inventory valuation methods used, (2) review of the inventory 

records, (3) review of the inventory sheets used in taking the preceding year’s physical 

inventory, and (4) comparison of the beginning and ending inventories, broken down by 

product classifi cation.
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Chapter 
Summary

If there was no satisfactory audit for the preceding year, the investigation of the 

 beginning inventories would include not only the procedures mentioned above but also 

the following steps: (1) discussion with the person in the client’s organization who super-

vised the physical inventory at the preceding balance sheet date, (2) study of the written 

instructions used in planning the inventory, (3) tracing of numerous items from the inven-

tory tags or count sheets to the fi nal summary sheets, (4) tests of the perpetual inventory 

records for the preceding period by reference to supporting documents for receipts and 

withdrawals, and (5) tests of the overall reasonableness of the beginning inventories in 

relation to sales, gross profi t, and rate of inventory turnover. An investigation along these 

lines will sometimes give the auditors assurance that the beginning inventory was care-

fully compiled and reasonable in amount; in other cases, these procedures may raise 

serious doubts about the validity of the beginning inventory fi gure. In these latter cases, 

the auditors will not be able to issue an unqualifi ed opinion as to statements of income 
and cash fl ows. They may be able, however, to give an unqualifi ed opinion on the balance 
sheet, since this fi nancial statement does not refl ect the beginning inventories.

This chapter described details of the controls over inventories and cost of goods sold, the 

auditors’ consideration of these controls, and substantive procedures for inventories and 

cost of goods sold. To summarize:

 1. The audit of inventories presents the auditors with special risks because (a) they 

often represent a very substantial portion of current assets, (b) numerous valuation 

methods are used for inventories, (c) the valuation of inventories directly affects cost 

of goods sold, and (d) the determination of inventory quality, condition, and value is 

inherently complex.

 2. Effective internal control over inventories requires appropriate controls over purchas-

ing, receiving, and issuing supplies and materials, producing and shipping products, 

and cost accounting. A perpetual inventory system is also important.

 3. The auditors’ objectives for the substantive procedures for inventories and cost of 

goods sold are to (a) substantiate the existence of inventories and the occurrence 

of related transactions; (b) establish the completeness of recorded inventories; 

(c) verify the cutoff of inventory-related transactions; (d) determine that the client 

has rights to the recorded inventories; (e) establish the proper valuation of inventories 

and accuracy of related transactions; and (  f  ) determine that presentation and disclo-

sures of inventory accounts are appropriate.

 4. The auditors’ consideration of inherent risks and the controls over inventories, pur-

chases, and production will allow them to design appropriate further audit proce-

dures for inventory and cost of goods sold accounts.

 5. In the audit of inventories, a primary concern of the auditors is existence assertion, 

that is, the possibility of overstatement of year-end balances. Therefore, a primary 

substantive procedure for inventory accounts is observation of the client’s physical 

inventory. Other substantive procedures include price tests of the valuation of inven-

tory items, cutoff tests, analytical procedures, and tests of the fi nancial statement 

presentation and disclosure.

Bill and hold transactions (526) Transactions in which sales of merchandise are billed to customers 

prior to delivery, with the goods being held by the seller. These transactions may overstate revenues and 

net income if they do not meet specifi c requirements for recognition as sales.

Bill of lading (514) A document issued by a common carrier acknowledging the receipt of goods and 

setting forth the provisions of the transportation agreement.

Key Terms 
Introduced or 
Emphasized in 
Chapter 12



Inventories and Cost of Goods Sold 535

Consignment (526) A transfer of goods from the owner to another person who acts as the sales agent 

of the owner.

Cost Accounting Standards Board (521) A fi ve-member board established by Congress to narrow 

the options in cost accounting that are available under generally accepted accounting principles. 

Companies having signifi cant supply contracts with certain U.S. government agencies are subject to the 

cost accounting standards established by the board.

Electronic data interchange (EDI) (515) A system in which data are exchanged electronically 

between the computers of different companies. In an EDI system, source documents are replaced with 

electronic transactions created in a standard format.

Job time tickets (513) A document designed to accumulate the labor and machine time devoted to a 

particular production order.

Master production schedule (513) A schedule that is used to plan overall production for a period of 

time. The schedule illustrates the gross production of each of the company’s products.

Observation (509) The auditors’ evidence-gathering technique of viewing a client activity to obtain 

physical evidence of performance.

Periodic inventory system (509) A method of accounting in which inventories are determined solely 

by means of a physical inventory at the end of the accounting period.

Perpetual inventory system (509) A method of accounting for inventories in which controlling 

accounts and subsidiary ledgers are maintained to record receipts and issuances of goods, both in 

quantities and in dollar amounts. The accuracy of perpetual inventory records is tested periodically by 

physical inventories.

Production order (513) A document that authorizes the production of a specifi c quantity of a product.

Purchase commitment (533) A contractual obligation to purchase goods at fi xed prices, entered into 

well in advance of scheduled delivery dates.

Sales commitment (533) A contractual obligation to sell goods at fi xed prices, entered into well in 

advance of scheduled delivery dates.

Specialist (524) A person possessing special skill or knowledge in a fi eld other than accounting or 

auditing, such as a real estate appraiser.

 12–1. Many auditors consider the substantiation of the fi gure for inventory to be a more diffi cult and 

challenging task than the verifi cation of most other items on the balance sheet. List several 

specifi c factors that support this view.

 12–2. Explain the signifi cance of the purchase order to adequate internal control over purchase 

transactions.

 12–3. What segregation of duties would you recommend to attain maximum internal control over 

purchasing activities in a manufacturing concern?

 12–4. Do you believe that the normal review of purchase transactions by the auditors should include 

examination of receiving reports? Explain.

 12–5. The client’s cost accounting system is often an important part of the CPAs’ audit of the fi nan-

cial statements of a manufacturing company. For what purposes do the auditors consider the 

cost accounting system?

 12–6. What part, if any, do the independent auditors play in the planning for a client’s physical inventory?

 12–7. What are the purposes of the auditors’ observation of the taking of the physical inventory? (Do 

not discuss the procedures or techniques involved in making the observation.)

 12–8. For what purposes do the auditors make and record test counts of inventory quantities during 

their observation of the taking of the physical inventory? Discuss.

 12–9. Once the auditors have completed their test counts of the physical inventory, will they have 

any reason to make later reference to the inventory tags used by the client’s employees in the 

counting process? Explain.

 12–10. When perpetual inventory records are maintained, is it necessary for a physical inventory to be 

taken at the balance sheet date? Explain.

 12–11. What is meant by a “bill and hold” scheme?

 12–12. What charges and credits may be disclosed in the auditors’ analysis of the Cost of Goods Sold 

account of a manufacturing concern?

Review 
Questions
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 12–13. A client company wishes to conduct its physical inventory on a sampling basis. Many items 

will not be counted. Under what general conditions will this method of taking inventory be 

acceptable to the auditors?

 12–14. Hana Ranch Company, which has never been audited, is asked on October 1 by its bank to 

arrange for a year-end audit. The company retains you to make this audit and asks what mea-

sures, if any, it should take to ensure a satisfactory year-end physical inventory. Perpetual 

inventories are not maintained. How would you answer this inquiry?

 12–15. “A well-prepared balance sheet usually includes a statement that the inventories are valued at 

cost.” Evaluate this quotation.

 12–16. Darnell Equipment Company uses the LIFO method of valuation for part of its inventories 

and weighted-average cost for another portion. Would you be willing to issue an unqualifi ed 

opinion under these circumstances? Explain.

 12–17. “If the auditors can determine that all goods in the physical inventory have been accurately 

counted and properly priced, they will have discharged fully their responsibility with respect 

to inventory.” Evaluate this statement.

 12–18. How do the independent auditors use the client’s backlog of unfi lled sales orders in the exami-

nation of inventories?

 12–19. The controller of a new client company informs you that most of the inventories are stored 

in bonded public warehouses. He presents warehouse receipts to account for the inventories. 

Will careful examination of these warehouse receipts constitute adequate verifi cation of these 

inventories? Explain.

 12–20. Enumerate specifi c steps to be taken by the auditors to ascertain that a client’s inventories have 

not been pledged or subjected to a lien of any kind.

 12–21. Nolan Manufacturing Company retains you on April 1 to perform an audit for the fi scal year 

ending June 30. During the month of May, you make extensive studies of internal control over 

inventories.

All goods purchased pass through a receiving department under the direction of the 

chief purchasing agent. The duties of the receiving department are to unpack, count, and 

inspect the goods. The quantity received is compared with the quantity shown on the receiv-

ing department’s copy of the purchase order. If there is no discrepancy, the purchase order 

is stamped “OK—Receiving Dept.” and forwarded to the accounts payable section of the 

accounting department. Any discrepancies in quantity or variations from specifi cations are 

called to the attention of the buyer by returning the purchase order to him with an explanation 

of the circumstances. No records are maintained in the receiving department, and no reports 

originate there.

As soon as goods have been inspected and counted in the receiving department, they are 

sent to the factory production area and stored alongside the machines in which they are to be 

processed. Finished goods are moved from the assembly line to a storeroom in the custody of 

a stock clerk, who maintains a perpetual inventory record in terms of physical units but not in 

dollars.

What weaknesses, if any, do you see in the internal control over inventories?

 12–22. Many companies employ outside service companies that specialize in counting, pricing, 

extending, and footing inventories. These service companies usually furnish a certifi cate 

attesting to the value of the physical inventory.

Assuming that the service company took the client company’s inventory on the balance sheet 

date:

 a. How much reliance, if any, can the auditors place on the inventory certifi cate of outside 

specialists?

 b. What effect, if any, would the inventory certifi cate of outside specialists have upon the 

type of report the auditors would render? Discuss.

 c. What reference, if any, would the auditors make to the certifi cate of outside specialists in 

their audit report?

(AICPA, adapted)
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 12–23. The observation of a client’s physical inventory is a mandatory auditing procedure when pos-

sible for the auditors to carry out and when inventories are material.

 a. Why is the observation of physical inventory a mandatory auditing procedure? Explain.

 b. Under what circumstances is observation of physical inventory impossible?

 c. Why is the auditors’ review of the client’s control of inventory tags important during the 

observation of physical inventory? Explain.

 12–24. During your observation of the November 30, 20X0, physical inventory of Jay Company, you 

note the following unusual items:

 a. Electric motors in fi nished goods storeroom not tagged. Upon inquiry, you are informed 

that the motors are on consignment to Jay Company.

 b. A cutting machine (one of Jay’s principal products) in the receiving department, with a 

large “REWORK” tag attached.

 c. A crated cutting machine in the shipping department, addressed to a nearby U.S. naval 

base, with a Department of Defense “Material Inspection and Receiving Report” attached, 

dated November 30, 20X0, and signed by the Navy Source Inspector.

 d. A small, isolated storeroom with fi ve types of dusty raw materials stored therein. Inven-

tory tags are attached to all of the materials, and your test counts agree with the tags.

What additional procedures, if any, would you carry out for each of the above? Explain.

 12–25. One of the problems faced by the auditors in their verifi cation of inventory is the risk that 

slow-moving and obsolete items may be included in the goods on hand at the balance sheet 

date. In the event that such items are identifi ed in the physical inventory, their carrying value 

should be written down to an estimated scrap value or other recoverable amount.

Prepare a list of the auditing procedures that the auditors should employ to determine 

whether slow-moving or obsolete items are included in the physical inventory.

 12–26. You are engaged in the audit of Reed Company, a new client, at the end of its fi rst fi scal year, 

June 30, 20X1. During your work on inventories, you discover that all of the merchandise 

remaining in stock on June 30, 20X1, had been acquired July 1, 20X0, from Andrew Reed, the 

sole shareholder and president of Reed Company, for an original selling price of $10,000 cash 

and a note payable due July 1, 20X3, with interest at 15 percent, in the amount of $90,000. 

The merchandise had been used by the president when he operated a similar business as a sole 

proprietor.

How can you verify the pricing of the June 30, 20X1, inventory of Reed Company? 

Explain.

 12–27. Many CPAs are sharing information over the Internet. Auditnet is an Internet site that contains 

audit programs donated by various CPAs. Auditnet’s address is www.auditnet.org. You can get 

to the audit programs by registering for the free material.

 a. Select the inventory program, and summarize the procedures for testing inventory cutoff.

 b. Describe the inspection procedures done by the auditors when they arrive at an inventory 

location for their observation.

 12–28. Grandview Manufacturing Company employs standard costs in its cost accounting system. 

List the audit procedures that you would apply to ascertain that Grandview’s standard costs 

and related variance amounts are acceptable and have not distorted the fi nancial statements. 

(Confi ne your audit procedures to those applicable to raw materials.)
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 12–29. Multiple Choice Questions

Select the best answer for each of the following and explain fully the reason for your 

selection.

 a. Which of the following is least likely to be among the auditors’ objectives in the audit of 

inventories and cost of goods sold?

 (1) Determine that the valuation of inventories and cost of goods sold is arrived at by 

appropriate methods.

LO 12-2
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 (2) Determine the existence of inventories and the occurrence of transactions affecting 

cost of goods sold.

 (3) Establish that the client includes only inventory on hand at year-end in inventory totals.

 (4) Establish the completeness of inventories.

 b. The receiving department is least likely to be responsible for the:

 (1) Determination of quantities of goods received.

 (2) Detection of damaged or defective merchandise.

 (3) Preparation of a shipping document.

 (4) Transmittal of goods received to the store’s department.

 c. The document issued by a common carrier acknowledging the receipt of goods and setting 

forth the provisions of the transportation agreement is the:

 (1) Bill of lading.

 (2) Job time shipping.

 (3) Production order.

 (4) Production schedule.

 d. Which of the following should be included as a part of inventory costs of a manufacturing 

company?

  Direct Labor Raw Materials Factory Overhead

 (1) Yes Yes Yes
 (2) Yes No No
 (3) No Yes No
 (4) No No No

 e. The organization established by Congress to narrow the options in cost accounting that are 

available under generally accepted accounting principles is the:

 (1) Cost Accounting Standards Board.

 (2) Financial Accounting Standards Board.

 (3) Public Company Accounting Oversight Board.

 (4) Securities and Exchange Commission.

 f. When a primary risk related to an audit is possible overstated inventory, the assertion most 

directly related is:

 (1) Existence.

 (2) Completeness.

 (3) Clarity.

 (4) Presentation.

 g. Instead of taking a physical inventory count on the balance-sheet date, the client may take 

physical counts prior to the year-end if internal control is adequate and:

 (1) Well-kept records of perpetual inventory are maintained.

 (2) Inventory is slow-moving.

 (3) Computer error reports are generated for missing prenumbered inventory tickets.

 (4) Obsolete inventory items are segregated and excluded.

 h. The auditor’s analytical procedures will be facilitated if the client:

 (1) Uses a standard cost system that produces variance reports.

 (2) Segregates obsolete inventory before the physical inventory count.

 (3) Corrects material weaknesses in internal control before the beginning of the audit.

 (4) Reduces inventory balances to the lower of cost or market.
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 i. When perpetual inventory records are maintained in quantities and in dollars, and internal 

control over inventory is weak, the auditor would probably:

 (1) Want the client to schedule the physical inventory count at the end of the year.

 (2) Insist that the client perform physical counts of inventory items several times during 

the year.

 (3) Increase the extent of tests for unrecorded liabilities at the end of the year.

 (4) Have to disclaim an opinion on the income statement for that year.

 j. Which of the following is the best audit procedure for the discovery of damaged merchan-

dise in a client’s ending inventory?

 (1) Compare the physical quantities of slow-moving items with corresponding quantities 

in the prior year.

 (2) Observe merchandise and raw materials during the client’s physical inventory taking.

 (3) Review the management’s inventory representations letter for accuracy.

 (4) Test overall fairness of inventory values by comparing the company’s turnover ratio 

with the industry average.

 k. McPherson Corp. does not make an annual physical count of year-end inventories, but 

instead makes weekly test counts on the basis of a statistical plan. During the year, Sara 

Mullins, CPA, observes such counts as she deems necessary and is able to satisfy herself 

as to the reliability of the client’s procedures. In reporting on the results of her examina-

tion, Mullins:

 (1) Can issue an unqualifi ed opinion without disclosing that she did not observe year-end 

inventories.

 (2) Should comment in the scope paragraph as to her inability to observe year-end inven-

tories, but can nevertheless issue an unqualifi ed opinion.

 (3) Is required, if the inventories are material, to disclaim an opinion on the fi nancial 

statements taken as a whole.

 (4) Should, if the inventories are material, qualify her opinion.

 l. The primary objective of a CPA’s observation of a client’s physical inventory count 

is to:

 (1) Discover whether a client has counted a particular inventory item or group of items.

 (2) Obtain direct knowledge that the inventory exists and has been properly counted.

 (3) Provide an appraisal of the quality of the merchandise on hand on the day of the physi-

cal count.

 (4) Allow the auditor to supervise the conduct of the count in order to obtain assurance 

that inventory quantities are reasonably accurate.

 12-30 Adapted AICPA Task-Based Simulation

During year 1 audit of Cellenting Co., the auditor performed various procedures relating to 

inventory. Match each of the following procedures with the description below:

Audit procedures

 • Analytical procedure

 • External confi rmation

 • Inquiry

 • Inspection of records or documents

 • Inspection of tangible assets

 • Observation

 • Recalculation

 • Reperformance

(Each audit procedure may be used once, more than once, or not at all.)
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 12-31. Adapted AICPA Task-Based Simulation

For each of the independent situations described below select the appropriate inherent risk factor 

described and the effect of the inherent risk factor on the company’s net income using the following:

Inherent Risk Factor Effect on Net Income

(1) Complexity
(2) Estimates
(3) Industry circumstances
(4) Other external circumstances
(5) Susceptibility of asset to theft
(6) Volume

(7) Overstatement
(8) Understatement
(9) No effect

Situation

Inherent
Risk
Factor

Effect of 
Inherent Risk 
Factor on 
Company’s 
Net Income

a.  Sales orders for an textbook distributor have increased 
100% over the last year. Additionally, the company’s 
inventory turnover has doubled since the previous year.

b.  Gold Miner, Inc. has gold mines in a number of states. 
To hedge the price of its gold inventory, Gold Miner 
purchases gold futures contracts.

c.  Metal, Inc. supplies copper pipes to home builders. 
During year 1, copper prices doubled. At any given time, 
a signifi cant amount of inventory is in transit or located 
at job sites.

d.  Joe’s Computers provides three-year money back 
warranties on all laptops. During year 1, warranty 
claims decreased signifi cantly and the company has not 
reduced the warranty reserve.

e.  Global Co. imports most of its products from a foreign 
supplier. During year 1, a new technology made part of 
the Global Co. inventory obsolete.

LO 12-4

Description of Audit Procedures Performed Type of Audit 
Procedure

a.  During the physical inventory count, the auditor asked the client to 
open various boxes of inventory items so she was able to assess the 
quality of the item.

b.  During a site visit to a construction site, the auditor determined that 
all employees were wearing proper safety equipment.

c.  The auditor asked the warehouse manager about whether certain 
inventory items were becoming obsolete.

d.  The auditor obtained a purchase order from the purchase order fi le 
and compared it to the authorized supplier list to determine that the 
related goods had been purchased from an approved supplier.

e.  The auditor calculated the accounts receivable turnover for the year.

f.  The auditor obtained a copy of the company’s accounting manual and 
read the section on inventory to prepare for the physical inventory 
observation.

g.  The auditing fi rm’s computer assisted audit specialist obtained an elec-
tronic inventory fi le from the company and checked the accuracy of 
the extensions and footings.
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 12–32. Simulation

Andy Watson, CPA, is a senior auditor on the audit of Carlson, Inc. Andy is reviewing the 

results of analytical procedures related to inventory. For results (a), (b), and (c), select the 

explanation that is most likely to be consistent with the change described. Explanations may 

be used once, more than once, or not at all.

 (1) Inventory increased as of year-end.

 (2) Debt outstanding increased.

 (3) A larger percentage of sales occurred during the last month of 20X8, as compared to 

20X7.

 (4) Interest expense increased during 20X8 due to the acquisition of new debt.

 (5) The percentage tax included in the provision for income taxes for 20X8 is less than the 

percentage used in 20X7.

 (6) Increases in costs of purchases were not completely passed on to customers through 

higher selling prices.

 (7) Owners’ equity increased due to retention of profi ts.

 (8) Interest expense increased during 20X8.

 (9) A signifi cant amount of long-term debt became current at the end of 20X8.

 a. Inventory turnover (as measured by cost of goods sold/ending inventory) went from 7.95 

in 20X7 to 10.52 in 20X8. Which of the explanations is consistent with the change in 

inventory turnover?

 b. Net income increased in 20X8. Which of the explanations is most consistent with the 

changes in net income?

 c. The gross profi t percentage (gross profi t/revenue) changed from .166 in 20X7 to .154 in 

20X8. Which of the explanations is consistent with the change in gross profi t percentage?

Note: Section (d) is possible to work in a meaningful way only if you have the AICPA 
 professional standards available—preferably in electronic form.

 d. Auditors ordinarily should observe the counting of inventories that are on hand. Use 

the professional standards to fi nd this requirement and the related guidance. Provide the 

AICPA AU-C section that includes the guidance.

 12–33. Simulation

Auditors often observe the counting of their clients’ inventories. You are working in the area 

of inventory with a new assistant on the audit of Jilco Inc. The assistant has a number of 

questions concerning inventory and the observation of inventory. Please reply “yes” or “no” to 

answer the following questions. Provide your rationale.

Statement

 a. With strong internal control, may Jilco Inc.’s inventory count be performed during the year 

rather than at year end?

 b. Jilco Inc. has inventory at many locations. Do we need to be present for the count at all 

locations?

 c. Must I document all my test counts in the working papers?

 d. Am I correct that our observation of the counting of the inventory primarily addresses the 

existence of inventory, and not the completeness of the count?

 e. Is it correct that, since Jilco Inc. manufactures a product, direct labor and overhead ordi-

narily become a part of inventory costs?

 f. Should Jilco’s inventory be valued at the lower of standard cost or market?

 g. Is it safe to assume that any inventory items present as “consigned in” should not be 

included in the clients’ inventory?

 h. When I take test counts of items, does this eliminate the need for Jilco Inc. personnel to 

count those items?

 i. Do I need to count all items in the inventory?

 j. At the completion of the count, should I leave Jilco Inc. personnel with a copy of all my 

inventory test counts to help assure inventory accuracy?

LO 12-5, 6
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All applicable problems are available with McGraw-Hill’s Connect® Accounting.

 12–35. Described below are potential fi nancial statement misstatements that are encountered by auditors.

 a. Inventory is understated because warehouse personnel overlooked several racks of parts in 

taking the physical inventory.

 b. Inventory is overstated because warehouse personnel included inventory items received 

subsequent to year-end while recording the purchase in the subsequent year to hide inven-

tory shortages.

 c. Inventory is overstated because management instructed computer personnel to make 

changes in the fi le used to price inventories.

For each misstatement, identify whether the misstatement results from error or fraud, the type of 

controls that would serve to prevent or detect the misstatement, and the substantive procedures 

that might be used by the auditors to detect the misstatement. Organize your answer as follows:

 Misstatement Error or Fraud Control Substantive Procedure

  a.   

 12–36. Williams Pharmaceutical Company produces a number of drugs that are regulated by various 

agencies, including, in the United States, the federal Food and Drug Administration (FDA). 

These agencies issue licenses that approve drugs for sale and establish specifi c regulations 

regarding production quality and inventory security, violations of which can result in fi nes or the 

suspension of product licenses. All the drugs are protected under patents fi led in various jurisdic-

tions, and Williams markets the drugs in the United States as well as in a number of other coun-

tries. The company faces signifi cant competition from other pharmaceutical companies globally.

 a. Identify three business risks that are faced by Williams with respect to production pro-

cesses and inventories.

LO 12-3, 4, 5, 6
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Problems

 12–34. Multiple Choice Questions

 a. An auditor most likely would make inquiries of production and sales personnel concerning 

possible obsolete inventory to address:

 (1) Valuation.

 (2) Rights.

 (3) Existence.

 (4) Presentation.

 b. An auditor selects items from the client’s inventory listing and identifi es the items in the 

warehouse. This procedure is most likely related to:

 (1) Rights.

 (2) Completeness.

 (3) Existence.

 (4) Valuation.

 c. An auditor concluded that no excessive costs for an idle plant were charged to inventory. 

This conclusion is most likely related to presentation and disclosure and:

 (1) Valuation.

 (2) Completeness.

 (3) Existence.

 (4) Rights.

 d. During the inventory count an auditor selects items and determines that the proper descrip-

tion and quantity were recorded by the client. This procedure is most closely related to:

 (1) Rights.

 (2) Completeness.

 (3) Existence.

 (4) Valuation.

 e. An auditor most likely would analyze inventory turnover rates to obtain evidence about:

 (1) Existence.

 (2) Rights.

 (3) Presentation.

 (4) Valuation.

LO 12-2, 5, 6
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 b. For each of the risks identifi ed in part (a), state whether the business risk results in a 

current-period inherent risk of material misstatement of the fi nancial statements (fi nancial 

reporting risk). If the business risk results in a fi nancial reporting risk, describe that risk in 

terms of the type of fi nancial statement misstatement that could occur.

 c. Provide examples of how Williams’s management might mitigate the risks (e.g., specifi c 

controls) identifi ed in part (b) as fi nancial reporting risks.

 d. For each risk identifi ed in part (b) as a fi nancial reporting risk, describe substantive audit-

ing procedures that might be used by the auditors if management did not have controls to 

mitigate the risk.

 12–37. Described below are potential fi nancial statement misstatements that are encountered by audi-

tors in the audit of inventory and cost of goods sold.

 a. Management of a chain of discount department stores systematically overstates inventory 

quantities at selected locations.

 b. Accounting personnel of a manufacturing company make computational errors that under-

state the production costs of certain inventory items.

 c. Management of a computer reseller overstates inventory value by failing to recognize the 

loss in value of certain inventory items that are obsolete.

 d. Production personnel for a high-tech manufacturing company include in inventory items 

that failed to meet essential quality standards.

For each misstatement, describe the substantive auditing procedures that may be used by audi-

tors to detect the misstatement. Organize your answer as shown below:

LO 12-4, 6

Required:

 12–38. The following are typical questions that might appear on an internal control questionnaire for 

inventory:

 1. Are written procedures prepared by the client for the taking of the physical inventory?

 2. Do the client’s inventory-taking procedures include a requirement to identify damaged 

inventory items?

 3. Does the client maintain perpetual inventory records?

 a. Describe the purpose of each of the above controls.

 b. Describe the manner in which each of the above procedures might be tested.

 c. Assuming that the operating effectiveness of each of the above procedures is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of risk.

 12–39. You are involved in your CPA fi rm’s fi rst audit of Zorostria, a retailer of artwork, primarily 

paintings and photographs purchased from artists in Southeast Asia (particularly Vietnam, 

Cambodia, and Laos). Zorostria has stores in seven cities throughout the United States, 

Mexico, and Canada.

Discuss diffi culties you should anticipate in planning the observation of physical inventory on 

this engagement because of:

 a. The different locations of stores.

 b. The nature of artwork.

 c. Assume that Zorostria’s records indicate that it shipped goods on December 31 for a very 

major sale to a customer in Edmonton, Alberta, Canada. 

 (1) Since it was shipped as of December 31, does this represent a sale for the year ended 

on that date?

 (2) What additional audit steps could be taken to determine that the sale is valid?

 12–40. You are an audit manager of the rapidly growing CPA fi rm of Raye and Coye. You have been 

placed in charge of three new audit clients, which have the following inventory features:

 1. Canyon Cattle Co., which maintains 15,000 head of cattle on a 1,000-square-mile ranch, 

mostly unfenced, near the south rim of the Grand Canyon in Arizona.

 2. Rhoads Mfg. Co., which has raw materials inventories consisting principally of pig iron 

loaded on gondola freight cars on a siding at the company’s plant.
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 12–42. Hovington, CPA, knows that while audit objectives relating to inventories may be stated in 

terms of the assertions as presented in this chapter, they may also be subdivided and stated 

more specifi cally. He has chosen to do so and has prepared the second column of the following 

table.

LO 12-1, 2, 6

 Financial Statement Assertion Audit Procedure
 F. Examine current vendors’ price lists.
 G. Review drafts of the fi nancial statements.
 H. Select a sample of items during the 

physical inventory count and determine that 
they have been included on count sheets.

 I. Select a sample of recorded items and 
examine supporting vendors’ invoices and 
contracts.

 J. Select a sample of recorded items on count 
sheets during the physical inventory count 
and determine that items are on hand.

 K. Test reasonableness of direct labor rates.

Assume that Hovington’s client, a retail department store, does no production. For each spe-

cifi c inventory audit objective listed above, select the most closely related fi nancial statement 

assertion and the most appropriate audit procedure from the following:

Required:

 A. Completeness and cutoff
 B. Existence or occurrence
 C. Presentation and disclosure
 D. Rights and obligations
 E. Valuation and accuracy

Financial statement assertions and audit procedures may be selected once, more than once, or 

not at all.

 Financial 
Statement   Audit
 Assertion Specifi c Audit Objective  Procedure

  1. The entity has legal title to inventories. 

  2.  Recorded inventory quantities include all 
products on hand. 

  3.  Inventories are reduced, when appropriate, 
to replacement cost or net realizable value. 

  4. Cost of inventories is properly calculated. 

  5.  The major categories of inventories and their 
basis of valuation are adequately reported in 
the fi nancial statements.

 3. Strawser Company, which is in production around the clock on three shifts, and which 

cannot shut down production during the physical inventory.

What problems do you anticipate in the observation of physical inventories of the three new 

clients, and how would you deal with the problems?

 12–41. Smith is the partner in charge of the audit of Blue Distributing Corporation, a wholesaler that 

owns one warehouse containing 80 percent of its inventory. Smith is reviewing the working 

papers that were prepared to support the fi rm’s opinion on Blue’s fi nancial statements, and 

Smith wants to be certain essential audit records are well documented.

What substantive procedures should Smith expect to fi nd in the working papers to document 

management’s assertion about completeness as it relates to the inventory quantities at the end 

of the year?

(AICPA, adapted)

Required:
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In-Class 
Team Case

Ethics 
Case
 12–43. You have been with Zaird & Associates for approximately three months and are completing 

your work on the BizCaz audit. BizCaz produces pullover knit shirts to address the business 

casual market for both men and women. Although your experience has been limited, an unex-

pected staff resignation has resulted in your working directly with the engagement’s in-charge 

senior on inventory. This has been a learning experience for you, because you have helped 

perform various tests of controls which may be summarized as indicating that internal control 

LO 12-1, 5, 6
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 12–44. Western Trading Company is a sole proprietorship engaged in the grain brokerage business. On 

December 31, 20X0, the entire grain inventory of the company was stored in outside bonded 

warehouses. The company’s procedure of pricing inventories in these warehouses includes 

comparing the actual cost of each commodity in inventory with the market price as reported 

for transactions on the commodity exchanges at December 31. A write-down is made on com-

modities in which cost is in excess of market. During the course of the 20X0 audit, the auditors 

verifi ed the company’s computations. In addition to this, they compared the book value of the 

inventory with market prices at February 15, 20X1, the last day of fi eldwork. The auditors 

noted that the market prices of several of the commodities had declined sharply subsequent to 

year-end, until their market price was signifi cantly below the commodities’ book values.

The inventory was repriced by the auditors on the basis of the new market prices, and 

the book value of the inventory was found to be in excess of market value on February 15 

by approximately $21,000. The auditors proposed that the inventories be written down by 

$17,000 to this new market value, net of gains on the subsequent sales. The management pro-

tested this suggestion, stating that in their opinion the market decline was only temporary and 

that prices would recover in the near future. They refused to allow the write-down to be made. 

Accordingly, the auditors qualifi ed their audit opinion for a departure from generally accepted 

accounting principles.

 a. Were the auditors justifi ed in issuing a qualifi ed opinion in this situation? Discuss fully, 

including alternative courses of action.

 b. State your opinion as to the course of action that was appropriate in this situation.

LO 12-1, 6

Required:

over inventory (including the perpetual records) seems strong. It is your impression that those 

tests resulted in a decrease in substantive procedures, thereby allowing a particularly effi cient 

audit.

At the beginning of the audit, Jan Wheeler, the in-charge senior, told you that the manage-

ment team of BizCaz has always been helpful and friendly. Throughout the audit, you have 

found the situation to be as good as described. In fact, BizCaz allows each auditor to purchase 

up to three shirts at a particularly attractive price of $12 per shirt, the cost for which employ-

ees may purchase shirts. The shirts have a market value of around $50, although the direct 

labor and material costs of each shirt are only $10.

Near the conclusion of the audit, after you and the other three staff members paid the 

controller and told him your sizes, he walked to the warehouse, removed 12 shirts from the 

appropriate piles, and brought them out. That evening you gave the situation some thought. 

On the one hand, the company didn’t lose any money on your purchase of the shirts—but on 

the other hand, you would never have been able to purchase such high-quality clothes for such 

a low price.

 1. Is it acceptable to purchase these shirts from the audit client in this manner?

 2. Discuss the effect of any information presented in the case on the adequacy of the audit.

Required:

Research 
and Discussion 
Case
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The term property, plant, and equipment includes all tan-

gible assets with a service life of more than one year that are 

used in the operation of the business and are not acquired for 

the purpose of resale. Three major subgroups of such assets 

are generally recognized:

 1. Land, such as property used in the operation of the business, has the signifi cant 

characteristic of not being subject to depreciation.

 2. Buildings, machinery, equipment, and land improvements, such as fences and park-

ing lots, have limited service lives and are subject to depreciation.

 3. Natural resources (wasting assets), such as oil wells, coal mines, and tracts of tim-

ber, are subject to depletion as the natural resources are extracted or removed.

Acquisitions and disposals of property, plant, and equipment are usually large in 

dollar amount, but concentrated in only a few transactions. Individual items of plant 

and equipment may remain unchanged in the accounts for many years.

Property, Plant, and Equipment

The auditors’ objectives in the audit of property, plant, and 

equipment are to:

 1. Use the understanding of the client and its environment 

to consider inherent risks, including fraud risks, related to 

property, plant, and equipment.

 2. Obtain an understanding of internal control over prop-

erty, plant, and equipment.

 3. Assess the risks of material misstatement and design tests 

of controls and substantive procedures that:

 a. Substantiate the existence of property, plant, and equip-

ment and the occurrence of the related transactions.

 b. Establish the completeness of recorded property, plant, and equipment.

 c. Verify the cutoff of transactions affecting property, plant, and equipment.

 d. Determine that the client has rights to the recorded property, plant, and equipment.

 e. Establish the proper valuation or allocation of property, plant, and equipment 

and the accuracy of transactions affecting property, plant, and equipment.

 f. Determine that the presentation and disclosure of information about property, 

plant, and equipment are appropriate, including disclosure of depreciation 

methods.

The Auditors’ 
Objectives in 
Auditing Property, 
Plant, and 
Equipment

Identify the auditors’ objectives 

in the audit of property, plant, and 

equipment.

LO 13-2

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 13-1 Describe the nature 
of property, plant, 
and equipment and 
depreciation.

 LO 13-2 Identify the auditors’ 
objectives in the audit 
of property, plant, and 
equipment.

 LO 13-3 Explain the fundamental 
controls over property, 
plant, and equipment.

 LO 13-4 Use the understand-
ing of the client and its 
environment to consider 
inherent risks (includ-
ing fraud risks) related 
to property, plant, and 
equipment.

 LO 13-5 Obtain an understand-
ing of internal control 
over property, plant, 
and equipment.

 LO 13-6 Assess the risks of mate-
rial misstatement of 
property, plant, and 
equipment and design 
further audit proce-
dures, including tests of 
controls and substantive 
procedures, to address 
the risks.

 LO 13-7 Explain the auditors’ 
approach to the audit of 
depreciation.

 LO 13-8 Describe how the audi-
tors design audit proce-
dures to audit intangible 
assets.

13
Property, Plant, 
and Equipment: 
Depreciation 
and Depletion

Describe the nature of prop-

erty, plant, and equipment and 

depreciation.

LO 13-1
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In conjunction with the audit of property, plant, and equipment, the auditors also obtain 

evidence about the related accounts of depreciation expense, accumulated depreciation, 

and repairs and maintenance expense.

In many companies, the investment in plant and equipment amounts to 50 percent or 

more of the total assets. However, the audit work required to verify these properties is 

usually a much smaller proportion of the total audit time spent on the engagement. The 

verifi cation of plant and equipment is facilitated by several factors not applicable to audit 

work on current assets.

First, a typical unit of property or equipment has a high dollar value, and relatively 

few transactions may lie behind a large balance sheet amount. Second, there is usually 

little change in the property accounts from year to year. The Land account often remains 

unchanged for a long span of years. The durable nature of buildings and equipment also 

tends to hold accounting activity to a minimum for these accounts. By way of contrast, 

such current assets as accounts receivable and inventory may have a complete turnover 

several times a year.

A third point of contrast between the audit of plant assets and the audit of current 

assets is the signifi cance of the year-end cutoff of transactions on net income. For cur-

rent assets, the year-end cutoff is a critical issue; for plant assets, it is of lesser impor-

tance. For example, in our discussion of inventories in Chapter 12, we emphasized the 

importance of an accurate year-end cutoff of the transactions for purchases and sales 

of merchandise. An error in the cutoff of a $50,000 purchase or sales transaction may 

cause a $50,000 error in the year’s pretax net income. The possibility of such errors is 

substantial because a large volume of merchandise transactions is normal at year-end. 

For plant assets, on the other hand, a year-end cutoff error in recording an acquisition 

or retirement ordinarily will not affect net income for the year. Moreover, for many 

companies, there may be no transactions in plant assets occurring at the year-end. Of 

course, a cutoff error relating to acquisition or retirement of plant assets could cause 

slight inaccuracies in depreciation or in the timing of gains or losses on disposals. 

The problem of year-end cutoff for plant assets, however, should be considered of less 

importance in contrast to the audit of current assets.

The amounts invested in plant and equipment represent a large portion of the total assets 

of many industrial concerns. Maintenance, rearrangement, and depreciation of these 

assets are major expenses in the income statement. The total expenditures for the assets 

and related expenses make strong internal control essential to the preparation of reli-

able fi nancial statements. Errors in measurement of income may be material if assets 

are scrapped without their cost being removed from the accounts, or if the distinction 

between capital and revenue expenditures is not maintained consistently. The losses that 

inevitably arise from uncontrolled methods of acquiring, maintaining, and retiring plant 

and equipment are often greater than the losses from fraud in cash handling.

In large enterprises, the auditors may expect to fi nd an annual plant budget used to 

forecast and control acquisitions and retirements of plant and equipment. Many small 

companies also forecast expenditures for plant assets. Successful utilization of a plant 

budget presupposes the existence of reliable and detailed accounting records for plant 

and equipment. A detailed knowledge of the kinds, quantities, and condition of existing 

equipment is an essential basis for intelligent forecasting of the need for replacements 

and additions to the plant.

Other key controls applicable to plant and equipment are as follows:

 1. A subsidiary ledger consisting of a separate record for each unit of property. An ade-

quate plant and equipment ledger facilitates the auditors’ work in analyzing additions 

and retirements, in verifying the depreciation provision and maintenance expenses, 

and in comparing authorizations with actual expenditures.

Contrast with 
Audit of Current 
Assets

Internal Control 
over Plant and 
Equipment

Explain the fundamental  controls 

over property, plant, and equipment.

LO 13-3
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 2. A system of authorizations requiring advance executive approval of all plant and 

equipment acquisitions, whether by purchase, lease, or construction. Serially num-

bered capital work orders are a convenient means of recording authorizations.

 3. A reporting procedure assuring prompt disclosure and analysis of variances between 

authorized expenditures and actual costs.

 4. An authoritative written statement of company policy distinguishing between capital 
expenditures and revenue expenditures. A dollar minimum ordinarily will be 

established for capitalization; any expenditures of a lesser amount automatically are 

classifi ed as charges against current revenue.

 5. A policy requiring all purchases of plant and equipment to be handled through the pur-

chasing department and subjected to standard routines for receiving, inspection, and 

payment.

 6. Periodic physical inventories designed to verify the existence, location, and condition of 

all property listed in the accounts and to disclose the existence of any unrecorded units. 

When the assets are mobile and of high value, a radio frequency identifi cation or global 

positioning system may be used to track the movement of the assets and help prevent theft.

 7. A system of retirement procedures, including serially numbered retirement work 
orders (bottom), stating reasons for retirement and bearing appropriate approvals.

The key audit working paper for property, plant, and equipment is a summary analysis such 

as that illustrated in Figure 13.1. This working paper follows the approach we have previ-

ously described of emphasizing changes during the year under audit. The working paper 

shows the beginning balances for the various types of plant assets; these amounts are the 

ending balances shown in the prior year’s working papers. Next, the working paper shows 

the additions and retirements during the year. These are the transactions upon which the audi-

tors’ attention will be focused. A fi nal column shows the ending balances that must equal 

the beginning balances plus the additions and minus the retirements. A similar set of four 

columns is used to summarize the changes in the accounts for accumulated depreciation.

Among the other audit working papers for property, plant, and equipment are analy-

ses of the year’s additions and retirements, analyses of repairs and maintenance expense 

accounts, and tests of depreciation. The analyses of plant additions and retirements and 

the tests of depreciation are cross-indexed to the summary analysis, as illustrated in 

 Figure 13.1. In the audit of larger companies, it is common practice for the client to 

prepare for the auditors both a listing of the year’s additions and a schedule of the year’s 

disposals. In addition, the auditors document internal controls and risk assessments for 

property, plant, and equipment.

Audit 
Documentation

394837
Perfect Manufacturing Co.

Retirement Work Order

Department:
 Date: October 10, 20X1
 Milling

Property ID No. Description

75666 Drill Press

Disposition: Scrapped
 

Approved By:
Austine Webb



Property, Plant, and Equipment: Depreciation and Depletion 549

FI
G

U
R

E 
13

.1
 

A
na

ly
si

s 
of

 P
ro

pe
rt

y,
 P

la
nt

, a
nd

 E
qu

ip
m

en
t

CM
W 1/2
5/X

3

50
0,
00
0

13
5,
00
0

4,
50
0,
00
0

80
0,
00
0

5,
93
5,
00
0

La
nd

La
nd
 
Im
pr
ov
.

Bu
il
di
ng
s

Eq
ui
pm
en
t

TO
TA
LS

15
1

15
2-
3

15
4-
5

15
6-
7

Ac
co
un
t

Nu
mb
er

As
se
ts

TH
E
 
MA
ND
VI
LL
E
 
CO
RP
OR
AT
IO
N

Su
mm
ar
y
 
of
 
Pr
op
er
ty
,
 
Pl
an
t,
 
an
d
 
Eq
ui
pm
en
t
 
an
d
 
Ac
cu
mu
la
te
d
 
De
pr
ec
ia
ti
on

De
ce
mb
er
 
31
,
 
20
X2

Ac
cu
mu
la
te
d
 
De
pr
ec
ia
ti
on

De
sc
ri
pt
io
n

Ba
la
nc
e

12
/3
1/
X1

Ad
di
ti
on
s

Re
ti
re
me
nt
s

Ba
la
nc
e

12
/3
1/
X2

Me
th
od

Ra
te

Ba
la
nc
e

12
/3
1/
X1

Pr
ov
is
io
n

Re
ti
re
me
nt
s

Ba
la
nc
e

12
/3
1/
X2

15
1,
00
0

10
,0
00

49
5,
00
0

11
0,
00
0

76
6,
00
0

65
1,
00
0

14
5,
00
0

4,
99
5,
00
0

85
0,
00
0

6,
64
1,
00
0

13
,5
00

29
2,
00
0

23
5,
00
0

54
0,
50
0

7,
00
0

14
2,
42
0

70
,6
00

22
0,
02
0

20
,5
00

43
4,
42
0

25
5,
00
0

70
9,
92
0

50
,6
00

50
,6
00

S.
L.

S.
L.

S.
L.

5% 3% 10
%

60
,0
00

60
,0
00

Y Y Y Y 

Y 
  A

gr
ee

d 
to 

pr
ior

 y
ea

r w
or

k 
pa

pe
rs

.
   

   
Fo

ote
d 

pl
an

t a
nd

 eq
ui

pm
en

t s
ub

sid
ia

ry
 le

dg
er

 ca
rd

s. 
No

 ex
ce

pt
ion

s.

Co
nc

lu
sio

n:
As

 a
 re

su
lt 

of
 ou

r a
ud

it 
pr

oc
ed

ur
es

 fo
r p

ro
pe

rty
, p

la
nt

, a
nd

 eq
ui

pm
en

t a
nd

 re
la

ted
 d

ep
re

cia
tio

n,
 it

 is
 ou

r o
pi

ni
on

 th
at

 th
e 1

2/
31

/X
2 

ba
la

nc
es

 a
re

 fa
irl

y 
sta

ted
.

VM
H

1/
17

/X
3

K-
1-

1 
K-

1-
2 

K-
1-

1 
K 

K 

Y Y Y

K-
1



550 Chapter Thirteen

The auditing procedures listed in subsequent pages are applicable to repeat engagements and 

therefore concern only transactions of the current year. In the auditors’ fi rst audit of a new client 

that has changed auditors, a review of the predecessor auditor’s audit documentation may provide 

substantial audit evidence about opening balances and consistency of accounting principles. 

However, the nature, timing, and extent of audit work performed and conclusions reached are 

the responsibility of the successor auditor. Nonetheless, if previous audits were performed by 

a reputable CPA fi rm, that fi rm’s work will be extremely helpful to the successor auditor.

In a fi rst audit of a company that has not previously been audited, or one in which access 

to a predecessor’s audit work is not available, the ideal approach is a complete historical 

analysis of the property accounts. By thorough review of all major charges and credits to 

the property accounts since their inception, the auditors can establish the validity of the 

beginning balances of property, plant, and equipment and accumulated depreciation.

If the client has been in business for many years, the review of transactions in earlier 

years necessarily should be performed on a test basis in order to stay within reason-

able time limits. However, the importance of an analysis of transactions of prior years 

deserves emphasis. Only by this approach can the auditors be in a sound position to 

express an opinion as to the propriety of the current period’s depreciation. If repair and 

maintenance expenses have been capitalized, or asset additions have been recorded as 

operating expenses, or retirements of property have gone unrecorded, the depreciation 

expense will be misstated regardless of the care taken in the selection of depreciation 

rates. The auditors should make clear to the client that the initial examination of plant and 

equipment requires procedures that need not be duplicated in subsequent engagements.

Audit of Property, Plant, and Equipment

The following steps indicate the general pattern of work performed by the auditors in 

the verifi cation of property, plant, and equipment. The procedures for depreciation are 

covered in a separate program on pages 559–560. Selection of the most appropriate pro-

cedures for a particular audit will be guided by the nature of the controls that have been 

implemented and by the results of the auditors’ risk assessments.

 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks, related to property, plant, and equipment.

 B. Obtain an understanding of internal control over property, plant, and equipment.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Nature of tests of controls.

 2. If necessary, revise the risks of material misstatement based on the results of tests 

of controls.

 E. Perform further audit procedures—substantive procedures for property, plant, and 

equipment.

 1. Obtain a summary analysis of changes in property owned and reconcile to ledgers.

 2. Vouch additions to property, plant, and equipment during the year.

 3. Make a physical inspection of major acquisitions of plant and equipment.

 4. Analyze repair and maintenance expense accounts.

 5. Investigate the status of property, plant, and equipment not in current use.

 6. Test the client’s provision for depreciation.

 7. Investigate potential impairments of property, plant, and equipment.

 8. Investigate retirements of property, plant, and equipment during the year.

 9. Examine evidence of legal ownership of property, plant, and equipment.

 10. Review rental revenue from land, buildings, and equipment owned by the client 

but leased to others.

 11. Examine lease agreements on property, plant, and equipment leased to and from others.

 12. Perform analytical procedures for property, plant, and equipment.

 13. Evaluate fi nancial statement presentation and disclosure for plant assets and for 

related revenue and expenses.

Initial Audits 
and Repeat 
Engagements
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These substantive audit procedures are summarized in Figure 13.2 along with the 

 primary audit objectives.

A. Use the Understanding of the Client and Its Environment to Consider Inherent 
Risks, Including Fraud Risks.
After they have obtained an understanding of the client and its environment, the auditors 

will identify and assess inherent risks related to property, plant, and equipment.

If any of the inherent risks identifi ed by the auditors involve the possibility of fraud, 

they will make sure that they understand the programs and controls established by man-

agement to control the risk. They will also determine that the controls have been imple-

mented. Finally, the auditors will design an appropriate response to the risk.

B. Obtain an Understanding of Internal Control over Property, Plant, 
and Equipment.
In obtaining an understanding of internal control over property, plant, and equipment, 

the auditors may utilize a written description, fl owcharts, or an internal control ques-

tionnaire. The following are typical of the questions included in a questionnaire: Are 

plant ledgers regularly reconciled with general ledger control accounts? Are periodic 

physical inventories of plant assets compared with the plant ledgers? Are variances 

between plant budgets and actual expenditures for plant assets subject to review and 

approval of executives? Does the sale, transfer, or dismantling of equipment 

require written executive approval on a serially numbered retirement work order? Is 

there a written policy for distinguishing between capital expenditures and revenue 

expenditures?

After preparing a description of internal control, the auditors will determine whether 

the controls as described to them have been implemented. To confi rm their understand-

ing of these policies and procedures, they will observe whether there is an appropriate 

segregation of duties over the acquisition of plant assets and inquire as to who performed 

various functions throughout the period. They will also inspect the subsidiary ledger of 

property, plant, and equipment; the serially numbered work orders; and the plant and 

equipment budget and examine evidence of the follow-up on variances from the budget. 

These procedures may provide the auditors with suffi cient evidence to assess control risk 

for certain fi nancial statement assertions about property, plant, and equipment as being at 

less than the maximum.

Use the understanding of the cli-

ent and its environment to con-

sider inherent risks (including 

fraud risks) related to property, 

plant, and equipment.

LO 13-4

Obtain an understanding of inter-

nal control over property, plant, 

and equipment.

LO 13-5

Substantive Procedures Primary Audit Objectives

Obtain a summary analysis of changes in property 
owned and reconcile to ledgers.

Valuation

Vouch additions during year.
Make physical inspection of major acquisitions.

Existence, occurrence, and 
rights

Valuation or allocation
Accuracy
Cutoff

Analyze repair and maintenance expense accounts. Valuation or allocation

Investigate the status of property not in current use. Valuation or allocation
Presentation and disclosure

Test the client’s provision for depreciation.
Investigate potential impairments.

Valuation and allocation

Investigate retirements of property during the year.
Examine evidence of legal ownership.
Review rental revenue.

Existence, occurrence, and 
rights

Examine lease agreements.
Perform analytical procedures.

Existence and rights
Completeness
Valuation or allocation

Evaluate fi nancial statement presentation 
and disclosure.

Presentation and disclosure

FIGURE 13.2
Objectives of Major 
Substantive Procedures 
for Property, Plant, 
and Equipment and 
Depreciation
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C. Assess the Risks of Material Misstatement and Design Further Audit Procedures.
After considering the information about the client and its environment, including internal 

control, the auditors assess the risks of material misstatement related to the assertions 

about property, plant, and equipment. To make these assessments, the auditors should 

consider the relationships between specifi c misstatements and controls. Figure 13.3 pro-

vides examples of potential misstatements of property, plant, and equipment and weak-

nesses in internal control that would make them more likely to occur.

The auditors’ assessments of the risks of material misstatement (inherent and control 

risks) are used to design further audit procedures, including tests of controls and substan-

tive procedures. The further audit procedures should include tests of controls when the 

auditors’ assessments of control risk assume that controls are operating effectively but, 

in regard to their understanding of the client’s internal control, the auditors have not 

obtained suffi cient evidence that controls are operating effectively.

Some of the risks identifi ed by the auditors may be considered to be signifi cant risks 

that require special audit consideration. The auditors should design procedures that are 

focused on these signifi cant risks. In addition, the auditors:

 1. Should evaluate the design of the related controls and determine that they are being 

implemented.

 2. May not rely solely on analytical procedures to address the risk.

 3. May not rely on evidence obtained in prior periods regarding the operating effective-

ness of the related controls.

D. Perform Further Audit Procedures—Tests of Controls.
1. Nature of Tests of Controls.
Tests directed toward the effectiveness of controls are used to evaluate the client’s inter-

nal control and determine whether the auditors can justify their planned assessed levels 

of control risk for the assertions about property, plant, and equipment accounts. Certain 

tests of controls are performed as the auditors obtain an understanding of the client’s 

internal control; these tests were described in our discussion of that process. Additional 

tests of controls, for example, might include selecting a sample of purchases of plant and 

Assess the risks of material mis-

statement of property, plant, and 

equipment and design further 

audit procedures, including tests 

of controls and substantive proce-

dures, to address the risks.

LO 13-6

Description of 
Misstatement Examples

Internal Control Weaknesses 
or Factors That Increase the 

Risk of the Misstatement

Misstatement of 
 acquisitions of 
property, plant, and 
equipment

Fraud:

•  Expenditures for repairs and maintenance 
expenses recorded as property, plant, and 
equipment acquisitions to overstate income

Error:

•  Purchases of equipment erroneously 
reported in maintenance and repairs 
expense account

•  Undue pressure to meet 
earnings targets

•  Inadequate accounting 
manual; incompetent 
accounting personnel

Failure to record 
 retirements of 
property, plant, and 
equipment

Error:

•  An asset that has been replaced is  discarded 
due to its lack of value, without an 
 accounting entry

• Inadequate accounting 
policies, e.g., failure to use 
retirement work orders

Improper reporting of 
unusual transactions

Error:

• A “gain” recorded on an exchange of 
nonmonetary assets that lacks commercial 
substance

• Inadequate accounting 
manual; incompetent 
accounting personnel

FIGURE 13.3 Potential Misstatements—Investments in Property, Plant, and Equipment
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equipment to test the controls related to authorization, receipt, and proper recording of 

the transactions. A sample of recorded retirements also may be tested for proper autho-

rization and supporting retirement work orders. These tests often will be combined with 

the substantive tests of additions and retirements described below.

2. If Necessary, Revise the Risks of Material Misstatement Based on the Results 
of Tests of Controls.
If the tests of controls reveal that the operating effectiveness of controls over property, 

plant, and equipment is not as anticipated, the auditors will have to reassess the risks of 

material misstatement. This will allow them to determine the substantive procedures that 

should be performed.

E. Perform Further Audit Procedures—Substantive Procedures for Property, 
Plant, and Equipment.
1. Obtain a Summary Analysis of Changes in Property Owned and Reconcile 
to Ledgers.
The auditors may verify the beginning balances of plant and equipment assets by ref-

erence to the prior year’s audit working papers. In addition to beginning balances, the 

summary analysis will show the additions and retirements of plant and equipment dur-

ing the year under audit. As the audit progresses, the auditors will examine a sample of 

these additions and retirements. The detailed working papers showing this verifi cation 

will support and be cross-indexed to the summary analysis worksheet.

Before making a detailed analysis of changes in property accounts during the year, the 

auditors will want to be sure that the amounts in the subsidiary ledgers agree in total with the 

balances in the controlling accounts. Reconciliation of the subsidiary ledgers with the con-

trolling accounts can be performed very quickly with the use of generalized audit software.

2. Vouch Additions to Property, Plant, and Equipment during the Year.
The vouching of additions to the property, plant, and equipment accounts during the 

period under audit is one of the most important substantive tests. The extent of the vouch-

ing is dependent upon the auditors’ assessment of control risk for the existence and valu-

ation of plant and equipment. The vouching process utilizes a working paper analysis of 

the general ledger control accounts and includes the tracing of entries through the jour-

nals to original documents, such as contracts, deeds, construction work orders, invoices, 

canceled checks, and authorization by appropriate individuals.

The specifi c steps to be taken in investigating the year’s additions usually will include 

the following:

 a. On a test basis, vouch purchases of property, plant, and equipment to invoices, deeds, 

contracts, or other supporting documents. Recompute extensions, footings, and treat-

ment of discounts. Make certain repairs and maintenance expenses (or other expenses) 

were not improperly capitalized.

 b. Investigate all instances in which the actual cost of acquisitions substantially exceeded 

authorized amounts. Determine whether such excess expenditures were analyzed and 

approved by appropriate offi cials.

 c. Investigate fully any debits to property, plant, and equipment accounts not arising 

from acquisition of physical assets.

 d. Determine that the total cost of any plant and equipment assets purchased on the 

installment plan is refl ected in the asset accounts and that the unpaid installments are 

set up as liabilities.

 e. Review changes during the year in construction in progress and examine supporting 

work orders, both incomplete and closed.

 f. Trace transfers from the Construction in Progress account to the property accounts, 

observing propriety of classifi cation. Determine that all completed items have been 

transferred out of the account.

Primary Audit 

Objective:

Valuation           ✓

Primary Audit 

Objectives:

Existence           

Occurrence         

Rights                    

Valuation             

Accuracy             

Cutoff                 

✓

✓

✓

✓

✓

✓
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The accounting for plant assets acquired in a nonmonetary exchange is specifi ed by 

FASB ASC 845-10-30. Generally, these assets are recorded at fair value, unless fair value 

is not determinable, the exchange is to facilitate sales to customers, or the exchange lacks 

commercial substance.

Assets constructed by a company for its own use should be recorded at the cost of 

direct materials, direct labor, and applicable overhead cost. However, auditors may apply 

the additional test of comparing the total cost of self-constructed equipment with bids or 

estimated purchase prices for similar equipment from outside suppliers; excess costs of 

self-constructed assets should be expensed in the period that construction is completed.

Related Party Transactions
Assets acquired from affi liated corporations, from promoters or stockholders, or by any 

other type of related party transaction not involving arm’s-length bargaining between 

buyer and seller have sometimes been recorded at infl ated amounts. The auditors should 

inquire into the methods by which the sales price was determined, the cost of the property 

to the vendor, length of ownership by the vendor, and any other available evidence that 

might indicate an arbitrarily determined valuation. Material related party transactions 

must be disclosed in the notes to the fi nancial statements.

3. Make a Physical Inspection of Major Acquisitions of Plant and Equipment.
The auditors usually make a physical inspection of major units of plant and equipment 

acquired during the year under audit. This step is helpful in maintaining a good working 

knowledge of the client’s operations and also in interpreting the accounting entries for 

both additions and retirements.

The audit procedure of physical inspection may fl ow in either direction between the 

plant assets and the records of plant assets. By tracing items in the plant ledger to the 

physical assets, the auditors prove that the assets shown in the accounting records actually 

exist and are in current use. The alternative testing procedure is to inspect selected assets 

in the plant and trace these assets to the detailed records. This test provides evidence that 

existing assets are recorded (completeness).

The physical inspection of plant assets may be limited to major units acquired during 

the year or may be extended to include tests of older equipment as well. In a few situa-

tions (especially when the risk of material misstatement is very high), the auditors may 

conclude that the taking of a complete physical inventory is needed. Bear in mind, how-

ever, that a complete physical inventory of plant and equipment is a rare event. If such an 

inventory is required, the auditors’ role is to observe the physical inventory.

Let us consider an example of a situation in which the auditors might conclude that a 

complete physical inventory of equipment is needed. Assume that a client is engaged in 

commercial construction work and that the client owns and operates a great many units 

of costly mobile equipment. Such equipment may often be scrapped or sold upon the 

authorization of a fi eld supervisor. Under these circumstances, the auditors might regard 

a complete physical inventory of plant and equipment as essential. Similarly, in the audit 

of clients owning a large number of automobiles and trucks, the auditors may insist upon 

observing a physical count, as well as examining legal title.

Some large companies, as part of their internal control, perform occasional physical 

inventories of plant and equipment at certain locations or in selected departments. The 

observation of these limited counts is often carried out by the client’s internal auditing 

staff rather than by the independent auditors.

4. Analyze Repair and Maintenance Expense Accounts.
The auditors’ principal objective in analyzing repair and maintenance expense accounts 

is to discover expenditures for fi xed assets or other items that should have been capital-

ized. In performing this procedure, the auditors should be aware of the company’s policy 

regarding the minimum expenditure to be capitalized. For example, company policy may 

prescribe that no expenditure for less than $5,000 shall be capitalized regardless of the 

service life of the item purchased. In such cases, the auditors will analyze the repair 

Primary Audit 

Objectives:

Existence           

Occurrence         

Rights                    

Valuation             

Accuracy             

Cutoff                 

✓

✓

✓

✓

✓

✓

Primary Audit 

Objective:

Valuation           ✓
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and maintenance accounts with a view toward determining the consistency of applica-

tion of this policy as well as compliance with generally accepted accounting principles. 

To determine that the accounts contain only proper repair and maintenance charges, the 

auditors will trace the larger expenditures to written authorizations for the transaction. 

The accuracy of the client’s accounting for the expenditures may be verifi ed by reference 

to vendors’ invoices, material requisitions, and labor time records.

One useful means of identifying capital expenditures that have been included in 

the repair and maintenance accounts is to obtain or prepare an analysis of the monthly 

amounts of expense with corresponding amounts listed for the preceding year. Any sig-

nifi cant variations from month to month or between corresponding months of the two 

years should be fully investigated. If maintenance expense is classifi ed by the depart-

ments serviced, the variations are especially noticeable.

5. Investigate the Status of Property, Plant, and Equipment Not in Current Use.
Land, buildings, and equipment not in current use should be investigated thoroughly to 

determine the prospects for their future use in operations. Plant assets that are temporarily 

idle need not be reclassifi ed, and depreciation may be continued at normal rates. On the 

other hand, idle equipment that has been dismantled, or that for any reason appears unsuit-

able for future operating use, should be written down to an estimated realizable value and 

excluded from the plant and equipment classifi cation. In the case of standby equipment 

and other property not needed at present or prospective levels of operation, the auditors 

should consider whether the carrying value is recoverable through future use in operations.

6. Test the Client’s Provision for Depreciation.
See the separate depreciation program following this audit program.

7. Investigate Potential Impairments of Property, Plant, and Equipment.
Accounting standards require that long-lived assets be reviewed for impairment when-

ever events or changes in circumstances indicate that the carrying amount of an asset 

may not be recoverable. In these circumstances, if the sum of the expected undiscounted 

future cash fl ows from the asset is less than its carrying amount, an impairment loss is 

recognized. The impairment loss is equal to the difference between the book value and 

the fair market value of the asset. International accounting standards have similar require-

ments, but these standards allow the asset to be written back up with a reversal of the loss 

if the value recovers. U.S. accounting standards do not allow the loss to be reversed in 

future periods.

Auditors should be alert for any changes in circumstances that may affect the recover-

ability of property, plant, and equipment as well as long-lived intangible assets. Examples 

of changes in circumstances that should result in a test of impairment include a signifi -

cant decrease in the market value of the asset, a signifi cant adverse change in the way the 

asset is used, or an adverse change in the physical condition of the asset. If specifi c assets 

appear to be impaired, the auditors should evaluate the reasonableness of management’s 

determination of the impairment loss.

The determination of the amount of an impairment loss often involves subjective esti-

mates as to the fair value of assets. Recall from the discussion in Chapter 5 that fair 

value is the price that would be received to sell an asset or paid to transfer a liability in 

an orderly transaction between market participants at the measurement date. The best 

evidence about fair value is obtained when there is an active market for the asset and the 

value of the asset may be determined by reference to sales of identical assets. However, in 

many cases, an active market does not exist for the specifi c asset, and fair value must be 

determined through the application of a valuation model, often involving discounted cash 

fl ows. The accuracy of these estimates of fair value depends on the reasonableness of the 

model’s underlying assumptions.

The audit of estimates of fair values often involves substantial risks of material misstate-

ment. For a particular estimate, the level of risk is infl uenced by a number of factors, such as 

the length of the cash fl ow forecast period, the number of signifi cant and complex assumptions, 
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the degree of subjectivity associated with those assumptions, and the availability of objective 

data. In auditing the values determined by valuation models, the auditors should evaluate:

 • The appropriateness of the valuation model used.

 • Whether the signifi cant assumptions are reasonable and consistent with economic con-

ditions, existing market information, management’s plans and strategies, past experi-

ence, other fi nancial statement assumptions, and the risk associated with the cash fl ows.

 • The accuracy, completeness, and relevance of the important data on which the fair 

value measurements are based.

The auditors should consider the processes and controls used by management to develop 

the estimates and examine appropriate internal and external data in support of the signifi -

cant assumptions. The auditors should also consider whether any other information or 

evidence gathered indicates that one or more signifi cant assumptions are not reasonable. 

In some cases, the auditors may decide to develop their own estimate of fair value to 

evaluate the reasonableness of management’s estimate.

As a part of their substantive procedures, the auditors may decide to use the work of 

a valuation specialist. Regardless of whether the specialist is engaged by management or 

by the auditors, the auditors should evaluate the professional qualifi cations and experi-

ence of the valuation specialist and obtain an understanding of the nature of the special-

ist’s work and conclusions.

8. Investigate Retirements of Property, Plant, and Equipment during the Year.
The principal purpose of this procedure is to determine whether any property has been 

replaced, sold, dismantled, or abandoned without such action being refl ected in the account-

ing records. Nearly every thorough physical inventory of plant and equipment reveals miss-

ing units of property—units disposed of without a corresponding reduction of the accounts.

If a machine is sold for cash or traded in on a new machine, the transaction generally 

will involve the use of documents, such as a cash receipts form or a purchase order; the 

processing of these documents may bring the retirement to the attention of accounting per-

sonnel. However, plant assets may be scrapped rather than sold or traded in on new equip-

ment; consequently, there may be no paperwork related to the disappearance of a machine. 

How is the accounting department expected to know when the asset has been retired?

As explained previously, one method of preventing unrecorded retirements is enforce-

ment of a companywide policy that no plant asset shall be retired from use without prior 

approval on a special type of serially numbered retirement work order. A copy of the 

retirement work order is routed to the accounting department, thus providing some assur-

ance that retirements will be refl ected in the accounting records.

What specifi c steps should the auditors take to discover any unrecorded retirements? 

The following measures often are effective:

 a. If major additions of plant and equipment have been made during the year, determine 

whether old equipment was traded in or replaced by the new units.

 b. Analyze the Miscellaneous Revenue account to locate any cash proceeds from the sale 

of plant assets.

 c. If any of the company’s products have been discontinued during the year, investigate 

the disposition of plant facilities formerly used in manufacturing such products.

 d. Inquire of executives and supervisors whether any plant assets have been retired  during 

the year.

 e. Examine retirement work orders or other source documents for authorization by the 

appropriate offi cial or committee.

 f. Investigate any reduction of insurance coverage to determine whether this was caused 

by retirement of plant assets.

9. Examine Evidence of Legal Ownership of Property, Plant, and Equipment.
To determine that plant assets are the property of the client, the auditors look for such 

evidence as a deed, a title insurance policy, property tax bills, receipts for payments to a 
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mortgagee, and fi re insurance policies. Additionally, the fact that rental payments are not 

being made is supporting evidence of ownership.

It is sometimes suggested that the auditors may verify ownership of real property and 

the absence of liens by examination of public records. This step is seldom taken. Inspec-

tion of the documentary evidence listed above usually provides adequate proof of owner-

ship. If some doubt exists as to whether the client has clear title to property, the auditors 

should obtain the opinion of the client’s legal counsel or request that a title search be 

performed by a title insurance company.

Possession of a deed is not proof of present ownership, because when real property is 

sold, a new deed is prepared and the seller retains the old one. This is true of title insur-

ance policies as well. Better evidence of continuing ownership is found in property tax 

bills made out in the name of the client and in fi re insurance policies, rent receipts from 

lessees, and regular payments of principal and interest to a mortgagee or trustee.

The disclosure of liens on property is considered during the examination of liabili-

ties, but in the audit work on plant and equipment the auditors should be alert for evi-

dence indicating the existence of liens. Purchase contracts examined in verifying the cost 

of property may reveal unpaid balances. Insurance policies may contain loss payable 

endorsements in favor of a secured party.

The auditors can readily ascertain the ownership of automobiles and trucks by refer-

ence to certifi cates of title and registration documents. The ease of transfer of title to 

automotive equipment, plus the fact that it is often used as collateral for loans, makes it 

important that the auditors examine the title to such property.

10. Review Rental Revenue from Land, Buildings, and Equipment Owned by the 
Client but Leased to Others.
In testing rental revenue from land and buildings, it is often desirable for the auditors to 

obtain or to sketch a map of the property and to make a physical inspection of each unit. 

This may disclose that premises reported as vacant are in fact occupied by lessees and are 

producing revenue not refl ected in the accounting records. If the client’s property includes 

an offi ce or apartment building, the auditors should obtain a fl oor plan of the building 

as well as copies of all lease contracts. In this way, they can account for all available 

rental space as revenue-producing or vacant and can verify reported vacancies by physical 

inspection at the balance sheet date. If interim audit work is being performed, vacancies 

should also be verifi ed by inspection and discussion with management during the year.

Examination of leases will indicate whether tenants are responsible for the cost of 

electricity, water, gas, and telephone service. These provisions should be reconciled with 

utility expense accounts. Rental revenue accounts should be analyzed in all cases and the 

amount compared with lease agreements and cash records.

11. Examine Lease Agreements on Property, Plant, and Equipment Leased to 
and from Others.
The preceding step addressed rental revenue from leases. The auditors also should be 

aware that generally accepted accounting principles require differing accounting treat-

ments for operating and capital leases. The auditors should carefully examine lease 

agreements to determine whether the accounting for the assets involved is proper. For 

example, the auditors should be alert for the client’s possible use of improper accounting 

techniques, such as the following.

 • Assets under a lease that are being improperly accounted for (e.g., leases that meet the 

criteria for capital treatment are treated as operating leases).

 • Leasehold improvements to buildings under operating leases that are being depreci-

ated over the estimated useful life of the improvements rather than the shorter term of 

the lease, when renewal of the lease is not reasonably assured.

 • A lease that provides a rent holiday that is not properly accounted for. For example, if 

a lease provides for six months of free rent, this benefi t should be amortized over the 

life of the lease.
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12. Perform Analytical Procedures for Property, Plant, and Equipment.
The specifi c trends and ratios used in judging the overall reasonableness of recorded 

amounts for plant and equipment will vary with the nature of the client’s operations. 

Among the ratios and trends used by auditors for this purpose are the following:

 a. Total cost of plant assets divided by annual output in dollars, pounds, or other units.

 b. Total cost of plant assets divided by cost of goods sold.

 c. Comparison of repairs and maintenance expense on a monthly basis and from year to 

year.

 d. Comparison of acquisitions for the current year with prior years.

 e. Comparison of retirements for the current year with prior years.

Acquisitions and retirements may vary widely from year to year; however, it is essen-

tial that the auditors be aware of these variations and judge their reasonableness in the 

light of trends in the client’s past and present operations. Analytical procedures relat-

ing to depreciation are discussed later in this chapter as part of the audit program for 

depreciation.

13. Evaluate Financial Statement Presentation and Disclosure for Plant Assets 
and for Related Revenue and Expenses.
The balance sheet or accompanying notes should disclose balances of major classes of 

depreciable assets. Accumulated depreciation may be shown by major class or in total, 

and the method or methods of computing depreciation should be stated. The total amount 

of depreciation should be disclosed in the income statement or supporting notes.

In addition, adequate fi nancial statement presentation and disclosure will ordinarily 

refl ect the following principles:

 a. The basis of valuation should be explicitly stated. At present, cost is the generally 

accepted basis of valuation for plant and equipment; property not in use should be 

valued at the lower of cost or estimated realizable value.

 b. Property pledged to secure loans should be clearly identifi ed.

 c. Property not in current use should be segregated in the balance sheet.

Depreciation

Determining the annual depreciation expense involves two decisions by the client com-

pany: fi rst, an estimate of the useful economic lives of various groups of assets and, 

second, a choice among several depreciation methods, each of which would lead to a 

different answer. The wide range of possible amounts for annual depreciation expense 

because of these decisions made by the client suggests that the auditors should maintain a 

perspective of looking for assurance of overall reasonableness. Specifi cally, overall tests 

of the year’s depreciation expense are of special importance.

Among the methods of computing depreciation expense most frequently encountered 

are the straight-line method and the declining-balance method. Far less common, although 

quite acceptable, are methods based on units of output or hours of service. The most 

widely adopted types of accelerated depreciation methods are fi xed percentage of declin-

ing balance and sum-of-the-years’ digits. The essential characteristic of these and other 

similar methods is that depreciation is greatest in the fi rst year and becomes smaller in 

succeeding years.

CPAs often encounter clients maintaining their records using federal income tax rules, 

such as the modifi ed accelerated cost recovery system (MACRS). Although such methods 

are considered a systematic method of depreciating the cost of an asset, the depreciable 

lives of the assets are often much shorter than their useful economic lives. If the recovery 

periods are not reasonable, depreciation expense may be materially misstated and the audi-

tors will not be in a position to issue an unqualifi ed opinion on the fi nancial statements.
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Depreciation is an accounting estimate. Recall from Chapter 5 that, in evaluating the 

reasonableness of accounting estimates, auditors fi rst obtain an understanding of the cli-

ent’s processes and controls. Then, they use one or more of the following three basic 

approaches:

 1. Review and test management’s process of developing the estimate.

 2. Review subsequent events or transactions bearing on the estimate.

 3. Independently develop an estimate of the amount to compare to management’s estimate.

For depreciation, while a combination of all of the above approaches may be used, 

the emphasis is ordinarily upon the fi rst basic approach—reviewing and testing manage-

ment’s process for calculating depreciation.

As we discussed earlier, depreciation relates most directly to the valuation or alloca-
tion audit objective. To meet this objective, the auditors, in examining management’s 

process for calculating depreciation, determine (1) that the methods in use are acceptable, 

(2) that the methods are being followed consistently, and (3) that the calculations required 

by the chosen methods are accurate. The audit program in the following section conveys 

a more detailed picture of the auditors’ objectives.

The following outline of substantive procedures to be performed by the auditors in review-

ing depreciation is stated in suffi cient detail to be largely self-explanatory. Consequently, 

no point-by-point discussion will be presented. Techniques for testing the client’s provi-

sion for depreciation for the year are, however, discussed immediately following the audit 

program.

 1. Review the depreciation policies set forth in company manuals or other management 

directives. Determine whether the methods in use are designed to allocate costs of 

plant and equipment assets systematically over their service lives.

 a. Inquire whether any extra working shifts or other conditions of accelerated produc-

tion are present that might warrant adjustment of normal depreciation rates.

 b. Discuss with executives the possible need for recognition of obsolescence resulting 

from technological or economic developments. For example, assume that a new, 

improved model of computer has recently become available and that it would fi t the 

company’s needs more effectively. Should the remaining estimated useful life of an 

older computer presently owned by the company be reevaluated in the light of this 

technological advance?

 2. Obtain or prepare a summary analysis (see Figure 13.1) of accumulated depreciation 

for the major property classifi cations as shown by the general ledger control accounts, 

listing beginning balances, provisions for depreciation during the year, retirements, 

and ending balances.

 a. Compare beginning balances with the audited amounts in last year’s working papers.

 b. Determine that the totals of accumulated depreciation recorded in the plant and 

equipment subsidiary records agree with the applicable general ledger controlling 

accounts.

 3. Test the provisions for depreciation.

 a. Compare rates used in the current year with those employed in prior years and 

investigate any variances.

 b. Test computations of depreciation provisions for a representative number of 

units and trace to individual records in the property ledger. Be alert for excessive 

depreciation on fully depreciated assets. Generalized audit software can be used 

to test the depreciation calculations in the client’s records if the client maintains 

 computer-based records.

 c. Compare credits to accumulated depreciation accounts for the year’s depreciation 

provisions with debit entries in related depreciation expense accounts.

The Auditors’ 
Objectives 
in Auditing 
Depreciation

Audit Program—
Depreciation 
Expense and 
Accumulated 
Depreciation



560 Chapter Thirteen

 4. Test deductions from accumulated depreciation for assets retired.

 a. Trace deductions to the working paper analyzing retirements of assets during the year.

 b. Test the accuracy of accumulated depreciation to date of retirement.

 5. Perform analytical procedures for depreciation.

 a. Compute the ratio of depreciation expense to total cost of plant and compare with 

prior years.

 b. Compare the percentage relationships between accumulated depreciation and related 

property accounts with those prevailing in prior years. Discuss signifi cant variations 

from the normal depreciation program with appropriate members of management.

We have emphasized the importance of determining the overall reasonableness of the 

amount of depreciation expense, which is usually a material amount on the income state-

ment. An overall test of the annual provision for depreciation requires the auditors to 

perform the following steps:

 1. List the balances in the various asset accounts at the beginning of the year.

 2. Deduct any fully depreciated assets, since these items should no longer be subject to 

depreciation.

 3. Add one-half of the asset additions for the year.

 4. Deduct one-half of the asset retirements for the year (exclusive of any fully depreci-

ated assets).

These four steps produce an estimate of depreciation expense for each of the major 

asset categories for comparison with the provision for depreciation. Material differences 

should be investigated.

A more effi cient method of testing depreciation expense is often with the use of 

computer assisted audit techniques. By obtaining the client’s computer readable records 

of plant and equipment, the auditors can use their audit software to make detailed tests of 

all of the client’s depreciation computations.

In the audit of companies’ operating properties subject to depletion (mines, oil and gas 

deposits, timberlands, and other natural resources), the auditors follow a pattern simi-

lar to that used in evaluating the provision for depreciation expense and accumulated 

depreciation. They determine whether depletion has been recorded consistently and in 

accordance with generally accepted accounting principles, and they test the mathematical 

accuracy of the client’s computations.

The depletion of timberlands is usually based on physical quantities established by 

cruising. (The term cruising means the inspection of a tract of forestland for the purpose 

of estimating the total lumber yield.) The determination of physical quantities to use as a 

basis for depletion is more diffi cult in many mining ventures and for oil and gas  deposits. 

The auditors often rely upon the opinions of such specialists as mining engineers and 

 geologists about the reasonableness of the depletion rates being used for such resources. 

Under these circumstances, the auditors must comply with the provisions of AICPA AU-C 

630 (PCAOB 336) “Using the Work of an Auditor’s Specialist,” as discussed in Chapter 5.

If the number of tons of ore in a mining property could be accurately determined in 

advance, an exact depletion cost per ton could be computed by dividing the cost of the mine 

by the number of tons available for extraction. In reality, the contents of the mine can only be 

estimated, and the estimates may require signifi cant revision as mining operations progress.

The auditors investigate the ownership and the cost of mining properties by examining 

deeds, leases, tax bills, vouchers, paid checks, and other records in the same manner that 

they verify the plant and equipment of a manufacturing or trading concern. The costs of 

exploration and development work in a mine customarily are capitalized until such time 

as commercial production begins. After that date, additional development work generally 
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is treated as an expense. The large oil companies capitalize the costs of drilling oil wells 

only if they are found to be productive. Under this “successful efforts” policy, the costs of 

drilling wells that prove not to be productive are immediately written off. However, some 

smaller companies follow an alternative “full-cost” policy, under which all drilling costs 

are capitalized and amortized over future years.

The balance sheet caption “Intangible Assets” includes a variety of assets. All intangible 

assets are characterized by a lack of physical substance. Furthermore, they do not qualify as 

current assets, and they are nonmonetary—that is, they do not represent fi xed claims to cash.

Among the more prominent intangible assets are goodwill, patents, trademarks, fran-

chises, and leaseholds. Since intangible assets lack physical substance, their value lies in 

the rights or economic advantages afforded in their ownership. Because of their intan-

gible nature, these assets may be more diffi cult to identify than units of plant and equip-

ment. When a client treats an expenditure as creating an intangible asset, the auditors 

should look for objective evidence that a genuine asset has come into existence.

The auditors’ substantiation of intangible assets may begin with an analysis of the led-

ger accounts for these assets. Debits to the accounts should be traced to evidence of pay-

ment having been made and to documentary evidence of the rights or benefi ts acquired. 

Credits to the accounts should be reconciled with the client’s program of amortization or 

traced to appropriate authorization for the write-off of the asset.

One intangible asset that may be large in amount yet of questionable future economic 

benefi t is goodwill. Goodwill arises in accounting for business combinations in which the 

price paid to acquire another company exceeds the fair value of the identifi able net assets 

acquired. When business combinations result in the recording of goodwill, the auditors 

should review the allocation of the lump-sum acquisition cost among tangible assets, 

identifi able intangible assets, and goodwill. They should also determine whether good-

will is properly allocated to all the various reporting units acquired in the acquisition. 

Often, the auditors will have to use the services of a business valuation specialist to assist 

them in evaluating the reasonableness of the valuation and allocation.

Once goodwill is acquired, it remains at its purchase price; it is not amortized. Instead, 

goodwill assigned to reporting units should be tested for impairment on an annual basis 

and between annual tests in certain circumstances. As explained previously, impairment 

tests involve determining the fair value of the reporting units for comparison to their car-

rying value. If the fair value of a reporting unit is less than its carrying value, an impair-

ment loss is recognized for the difference.

As part of an analysis of intangible assets with defi nite useful lives, the auditors should 

review the reasonableness of the client’s amortization program. Amortization is ordi-

narily computed by the straight-line method over the assets’ estimated useful lives. As 

with property, plant, and equipment, long-lived intangible assets should be continually 

reviewed for impairment when circumstances indicate that the carrying value of the asset 

may not be recoverable.

The issues regarding the potential impairment of intangible assets are similar to those 

regarding property, plant, and equipment, as discussed on pages 555–556. If specifi c 

intangible assets appear to be impaired, the auditors should evaluate the reasonableness 

of management’s estimate of the fair values of those assets.

Most of the audit work on plant, equipment, and intangibles can be done in advance 

of the balance sheet date. For the initial audit of a new client, the time-consuming task 

of reviewing the records of prior years and establishing the beginning balances in the 

accounts for the current period ordinarily will be completed before the year-end.

In repeat engagements, as well as in fi rst audits, the consideration of internal con-

trol can be carried out at a convenient time during the year. Many auditing fi rms lighten 

their year-end workloads by performing interim work during October and November, 
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including the analysis of the plant and equipment ledger accounts for the fi rst 9 or 

10 months of the year. After the balance sheet date, the work necessary on property 

accounts is then limited to examination of the transactions for the fi nal two or three months.

In this chapter, we presented the appropriate controls for property, plant, and equipment 

accounts, the auditors’ consideration of these controls, and the substantive procedures for 

property, plant, and equipment. To summarize:

 1. The fi nancial statement caption “Property, Plant, and Equipment” includes tangible 

assets with a useful life of more than one year that are used in operations. In the 

audit of property, plant, and equipment, the auditors’ primary substantive procedure 

objectives are to (a) substantiate the existence of property, plant, and equipment and 

the occurrence of related transactions; (b) establish the completeness of recorded 

 property, plant, and equipment; (c) verify the cutoff of transactions affecting prop-

erty, plant, and equipment; (d) determine that the client has rights to the recorded 

property, plant, and equipment; (e) establish the proper valuation or allocation of 

property, plant, and equipment and the accuracy of related transactions; and ( f ) eval-

uate the adequacy of presentation and disclosure for property, plant, and equipment.

 2. Key controls over property, plant, and equipment should include proper authorization 

of acquisitions, adequate records for the various units of property, periodic physical 

inspection of property, and the use of serially numbered retirement work orders.

 3. In the audit of property, plant, and equipment for a continuing client, the emphasis 

of the testing is on transactions that occurred during the year, as contrasted to an 

emphasis on ending balances. Depreciation expense is often tested by recomputation 

or through the use of analytical procedures.

 4. The auditors’ objectives for the audit of natural resources and intangible assets are 

similar to those for property, plant, and equipment. Often in auditing the depletion of 

natural resources, the auditors should rely upon specialists to estimate the quantity and 

quality of the resource. The audit of intangible assets typically involves vouching the 

cost of the assets and evaluating and testing the allocation methods used by the client.

 5. In some audits, a substantial risk with respect to property, plant, and equipment and 

intangible assets is the risk of unrecognized impairment.

Chapter 
Summary

Capital expenditure (548) An expenditure for property, plant, and equipment that is properly charged 

to an asset account.

Cruising (560) The inspection of a tract of forestland for the purpose of estimating the total lumber yield.

Revenue expenditure (548) An expenditure for property, plant, and equipment that is properly 

charged to an expense account.

Work order (548) A serially numbered accounting document authorizing the acquisition of plant 

assets. A separate series of retirement work orders may be used to authorize the retirement or disposal of 

plant assets, and a third variety consists of documents authorizing repair or maintenance of plant assets.

Key Terms 
Introduced or 
Emphasized in 
Chapter 13

 13–1. The auditors’ verifi cation of plant and equipment is facilitated by several factors not appli-

cable to audit work on current assets. What are these factors?

 13–2. K-J Corporation has current assets of $5 million and approximately the same amount of plant 

and equipment. Should the two groups of assets require about the same amount of audit time? 

Give reasons.

 13–3. What are the objectives of establishing internal control over plant and equipment?

 13–4. Identify at least three elements of strong internal control over property, plant, and equipment.

 13–5. Explain the use of a system of authorizations for additions to plant and equipment.

 13–6. Moultrie Company discovered recently that a number of its property and equipment assets 

had been retired from use several years ago without any entries being made in the accounting 
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records. The company asks you to suggest procedures that will prevent unrecorded retirement 

of assets.

 13–7. Does a failure to record the retirement of machinery affect net income? Explain.

 13–8. The auditors’ verifi cation of current assets such as cash, securities, and inventories empha-

sizes observation, inspection, and confi rmation to determine the physical existence of these 

assets. Should the auditors take a similar approach to establish the existence of the recorded 

plant assets? Explain fully.

 13–9. You are making your fi rst audit of Clarke Manufacturing Company. The Plant and Equipment 

account represents a very substantial portion of the total assets. What verifi cation, if any, will 

you make of the balances of the ledger accounts for Plant and Equipment as of the beginning 

of the period under audit?

 13–10. What documentary evidence is usually available to the auditors in the client’s offi ce to sub-

stantiate the legal ownership of property, plant, and equipment?

 13–11. Should the auditors examine public records to determine the legal title of property apparently 

owned by the client?

 13–12. In response to threats from a terrorist organization, Technology International installed pro-

tective measures consisting of chainlink fences, concrete road barriers, electronic gates, and 

underground parking at its manufacturing facilities. The costs of these installations were deb-

ited to the Land account. Indicate with reasons your approval or disapproval of this accounting 

treatment.

 13–13. Should the independent auditors observe a physical inventory of property and equipment in 

every audit engagement? Discuss.

 13–14. Hamlin Metals Company has sales representatives covering several states and provides auto-

mobiles for them and for its executives. Describe any substantive procedures you would 

consider appropriate for the company’s fl eet of more than 100 automobiles, other than the 

verifi cation procedures generally applicable to all property and equipment.

 13–15. What is a principal objective of the auditors in analyzing a Maintenance and Repairs expense 

account?

 13–16. Gibson Manufacturing Company acquired new factory machinery this year and ceased using 

the old machinery. The old equipment was retained, however, and is capable of being used if 

the demand for the company’s products warrants additional production. How should the old 

machinery be handled in the accounting records and on the fi nancial statements?

 13–17. List three substantive procedures the auditors could use to detect unrecorded retirements of 

property, plant, and equipment.

 13–18. Do the auditors question the service lives adopted by the client for plant assets, or do they 

accept the service lives without investigation? Explain.

 13–19. Explain why the auditors may need to use the work of a specialist in the audit of goodwill.

 13–20. Explain how the existence of lease agreements may result in understated plant and 

equipment.

 13–21. Suggest several comparisons to be made as part of the auditors’ analytical procedures for:

 a. Plant and Equipment.

 b. Depreciation.

 13–22. Assume that a continuing audit client has recorded Accounts Receivable and Equipment both 

in the amount of $1,000,000. In a typical audit, which account would take more time to audit?

(AICPA, adapted)

 13–23. An executive of a manufacturing company informs you that no formal procedures have been 

followed to control the retirement of machinery and equipment. A physical inventory of plant 

assets has just been completed. It revealed that 25 percent of the assets carried in the led-

ger were not on hand and had presumably been scrapped. The accounting records have been 

adjusted to agree with the physical inventory. Outline internal control practices to govern 

future retirements.

LO 13-1, 2
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 13–24. Gruen Corporation is a large diversifi ed company with a large amount of property, plant, and 

equipment and intangible assets, including goodwill. In the past year the company has experi-

enced a signifi cant decline in a number of its lines of business.

 a. What risk of material misstatement is indicated from the information provided?

 b. Describe how the auditors would generally obtain evidence about the value of goodwill.

 13–25. Kadex Corporation, a small manufacturing company, did not use the services of independent 

auditors during the fi rst two years of its existence. Near the end of the third year, Kadex 

retained Jones & Scranton, CPAs, to perform an audit for the year ended December 31. Offi -

cials of the company requested that the CPA fi rm perform only the audit work necessary to 

provide an audit report on the fi nancial statements for the current year.

During the fi rst two years of its operation, Kadex had erroneously treated some material acqui-

sitions of plant and equipment as revenue expenditures. No such errors occurred in the third year.

 a. Under these circumstances, would Jones & Scranton, CPAs, be likely to learn of the trans-

actions erroneously treated as revenue expenditures in years 1 and 2? Explain.

 b. Would the income statement and balance sheet prepared at the end of year 3 be affected 

by the above accounting errors made in years 1 and 2? If so, identify the specifi c items. 

Explain fully.

 13–26. Allen Fraser was president of three corporations: Missouri Metals Corporation, Kansas Met-

als Corporation, and Iowa Metals Corporation. Each of the three corporations owned land 

and buildings acquired for approximately $500,000. An appraiser retained by Fraser in 20X1 

estimated the current value of the land and buildings in each corporation at approximately 

$3,000,000. The appraisals were recorded in the accounts. A new corporation, called Mid-

west Corporation, was then formed, and Fraser became its president. The new corporation 

purchased the assets of the three predecessor corporations, making payment in capital stock. 

The balance sheet of Midwest Corporation shows land and buildings “valued at cost” in the 

amount of $9,000,000, the carrying values to the vendor companies at the time of transfer to 

Midwest Corporation. Do you consider this treatment acceptable? Explain.

 13–27. Your new client, Ross Products, Inc., completed its fi rst fi scal year March 31, 20X4. During the 

course of your audit you discover the following entry in the general journal, dated April 1, 20X3.

LO 13-4, 6, 8

Required:

LO 13-1, 3, 4, 6

LO 13-1, 2, 4

LO 13-1, 3, 6

Building 2,400,000
  Mortgage Note Payable 1,400,000
  Common Stock 1,000,000

To record (1) acquisition of building constructed by J. A. Ross Construction Co. (a sole 
proprietorship); (2) assumption of Ross Construction Co. mortgage loan for  construction 
of the building; and (3) issuance of entire authorized common stock (10,000 shares, 
$100 par value) to J. A. Ross.

Under these circumstances, what steps should the auditors take to verify the $2,400,000 

recorded cost of the building? Explain fully.

 13–28. Shortly after you were retained to audit the fi nancial statements of Case Corporation, you 

learned from a preliminary discussion with management that the corporation had recently 

acquired a competing business, the Mall Company. In your study of the terms of the acquisi-

tion, you fi nd that the total purchase price was paid in cash and that the transaction was autho-

rized by the board of directors and fully described in the minutes of the directors’ meetings. 

The only aspect of the acquisition of the Mall Company that raises any doubts in your mind is 

the allocation of the total purchase price among the several kinds of assets acquired. The allo-

cation, which had been specifi cally approved by the board of directors of Case Corporation, 

placed very high values on the tangible assets acquired and allowed nothing for goodwill.

You are inclined to believe that the allocation of the lump-sum price to the several types of 

assets was somewhat unreasonable because the total price for the business was as much as or 

more than the current replacement cost of the tangible assets acquired. However, as an auditor, 

you do not claim to be an expert in property values. Would you question the propriety of the 

directors’ allocation of the lump-sum purchase price? Explain fully.

 13–29. List and state the purpose of all audit procedures that might reasonably be applied by the 

auditors to determine that all property and equipment retirements have been recorded in the 

accounting records.

Required:
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 13–30. Girard Corporation has just completed the acquisition of Williams, Inc., at a purchase price 

signifi cantly higher than the fair values of the identifi able assets. Describe the audit issues 

caused by the acquisition and how the auditors would likely resolve the issues.

 13–31. You are part of the audit team that is auditing Happy Chicken, Inc., a company that franchises 

Happy Chicken family restaurants. During the current year, management of Happy Chicken 

purchased for $2 million one of its franchised locations, a store that was having fi nancial 

diffi culties. In performing its analysis for impairment of assets at year-end, management of 

Happy Chicken determined that the carrying value of the asset may not be recoverable. As a 

result, management developed an estimate of the fair value of the location using a discounted 

cash fl ow model. The estimated fair value of the location was determined to be $1.5 million, 

which resulted in an impairment loss of about $500,000. The undiscounted future cash fl ows 

are equal to $1.7 million.

 a. State why the audit of fair values is often diffi cult.

 b. Describe how you might approach the audit of the impairment loss in this situation.

 c. If you decide to use the work of a valuation specialist to audit the estimate of fair value, 

describe your responsibilities with respect to using the specialist’s work.

 d. List two signifi cant assumptions that you would expect to underlie Happy Chicken man-

agement’s estimate of the fair value of its recently purchased franchise location.

 e. For the signifi cant assumptions that you identifi ed in (d), describe the types of evidence 

that you would expect to examine in order to support those assumptions.

LO 13-8

LO 13-1, 4, 6

Required:

Objective 
Questions

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

 13–32. Multiple Choice Questions

Select the best answer for each of the questions below and explain fully the reason for your 

selection.

 a. To assure accountability for fi xed asset retirements, management should implement an 

internal control that includes:

 (1) Continuous analysis of miscellaneous revenue to locate any cash proceeds from the 

sale of plant assets.

 (2) Periodic inquiry of plant executives by internal auditors as to whether any plant assets 

have been retired.

 (3) Utilization of serially numbered retirement work orders.

 (4) Periodic observation of plant assets by the internal auditors.

 b. The auditors may conclude that depreciation charges are insuffi cient by noting:

 (1) Insured values greatly in excess of book values.

 (2) Large amounts of fully depreciated assets.

 (3) Continuous trade-ins of relatively new assets.

 (4) Excessive recurring losses on assets retired.

 c. Which of the following is an internal control weakness related to factory equipment?

 (1) Checks issued in payment of purchases of equipment are not signed by the controller.

 (2) All purchases of factory equipment are required to be made by the department in need 

of the equipment.

 (3) Factory equipment replacements are generally made when estimated useful lives, as 

indicated in depreciation schedules, have expired.

 (4) Proceeds from sales of fully depreciated equipment are credited to other income.

 d. Which of the following accounts should be reviewed by the auditors to gain reasonable 

assurance that additions to property, plant, and equipment are not understated?

 (1) Depreciation.

 (2) Accounts Payable.

 (3) Cash.

 (4) Repairs.

 e. The auditors are most likely to seek information from the plant manager with respect to the

 (1) Adequacy of the provision for uncollectible accounts.

 (2) Appropriateness of physical inventory observation procedures.

LO 13-3, 5
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 (3) Existence of obsolete machinery.

 (4) Deferral of procurement of certain necessary insurance coverage.

 f. To strengthen internal control over the custody of heavy mobile equipment, the client 

would most likely institute a policy requiring a periodic:

 (1) Increase in insurance coverage.

 (2) Inspection of equipment and reconciliation with accounting records.

 (3) Verifi cation of liens, pledges, and collateralizations.

 (4) Accounting for work orders.

 g. Which of the following statements is not typical of property, plant, and equipment as com-

pared to most current asset accounts?

 (1) A property, plant, and equipment cutoff error near year-end has a more signifi cant 

effect on net income.

 (2) Relatively few transactions occur in property, plant, and equipment during the year.

 (3) The assets involved with property, plant, and equipment ordinarily have relatively lon-

ger lives.

 (4) Property, plant, and equipment accounts typically have a higher dollar value.

 h. For the audit of a continuing nonpublic client, the emphasis of the testing for property 

accounts is on:

 (1) All transactions resulting in the ending balance.

 (2) Tests of controls over disposals.

 (3) Transactions that occurred during the year.

 (4) Performing analytical procedures on beginning balances of the accounts.

 i. Audit of which of the following accounts is most likely to reveal evidence relating to 

recorded retirements of equipment?

 (1) Accumulated depreciation.

 (2) Cost of goods sold.

 (3) Purchase returns and allowances.

 (4) Purchase discounts.

 j. An effective procedure for identifying unrecorded retirements of equipment is to:

 (1) Foot related property records.

 (2) Recalculate depreciation on the related equipment.

 (3) Select items of equipment in the accounting records and then locate them in the plant.

 (4) Select items of equipment and then locate them in the accounting records.

 k. Which of the following is not an overall test of the annual provision for depreciation expense?

 (1) Compare rates used in the current year with those used in prior years.

 (2) Test computation of depreciation provisions for a representative number of units.

 (3) Test deductions from accumulated depreciation for assets purchased during the year.

 (4) Perform analytical procedures.

 l. The audit of intangible assets typically involves

 Vouching the Cost of Assets Testing Allocation Methods

 (1) Yes Yes

 (2) Yes No

 (3) No Yes

 (4) No No

 13-33. Objective Question

Hwang Corporation has engaged in a number of expenditures relating to a land acquisition 

for a future plant.  For each of the following, indicate whether you as the auditor of Hwang 

Corporation would propose an adjusting entry.  Assume all transactions are material.

Yes—indicates a proposed adjusting entry is necessary.

No—indicates no proposed adjusting entry is necessary.
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Situation Propose an Adjusting Entry?

a.  Hwang purchased land for a new plant that it 
intends to construct. A portion of the cost was 
a commission paid to a real estate agent. That 
commission was capitalized as part of the cost of 
the land.

b.  The purchased land was in part fi nanced through 
obtaining a loan from a fi nancial institution. 
Interest on that loan is being capitalized as part 
of the cost of the land.

c.  An existing building on the land was torn down 
to allow construction of a new building on the 
land. The cost of the demolition was capitalized 
as part of the cost of the new building.

d.  Subsequent to the land purchase, Hwang pur-
chased certain equipment from a vendor who 
had fi led for bankruptcy.  Hwang’s management 
believes that the equipment was purchased for 
an amount equal to approximately half what 
at least one other supplier sells it for. Hwang 
recorded the transaction at its cost.

e.  Hwang cut down a number of trees on the land 
and sold the wood. Other income was recorded 
on the transaction for the amount of the cash 
received.

 13-34. Multiple Choice Questions

 a.  Analysis of which account is least likely to reveal evidence relating to recorded retirement 

of equipment?

 (1) Accumulated depreciation.

 (2) Insurance expense.

 (3) Property, plant, and equipment.

 (4) Purchase returns and allowances.

 b. Which of the following explanations most likely would satisfy an auditor who questions 

management about signifi cant debits to the accumulated depreciation accounts?

 (1) The estimated remaining useful lives of plant assets were revised upward.

 (2) Plant assets were retired during the year.

 (3) The prior year’s depreciation expense was erroneously understated.

 (4) Overhead allocations were revised at year-end.

 c. Treetop Corporation acquired a building and arranged mortgage fi nancing during the year. 

Verifi cation of the related mortgage acquisition costs would be least likely to include an 

examination of the related:

 (1) Deed.

 (2) Canceled checks.

 (3) Closing statement.

 (4) Interest expense.

 d. In testing plant and equipment balances, an auditor may select recorded additions in the 

analysis of plant and equipment and inspect the actual asset(s) involved. Which manage-

ment assertion is this procedure most directly related to?

 (1) Existence.

 (2) Completeness.

 (3) Rights.

 (4) Valuation.

LO 13-3, 6, 7, 8
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 e. A search for overstated property, plant, and equipment purchases would most likely include:

 (1) Accounts receivable.

 (2) Property, plant, and equipment.

 (3) Purchase discounts.

 (4) Repairs and maintenance expense.

Clothing and Apparel Reporting Unit

Carrying value of the unit $12,600,000
Discounted value of estimated future cash fl ows 12,200,000
Market value of the unit 11,500,000

Equipment

Carrying value of the equipment $1,200,000
Undiscounted estimated future cash fl ows 1,250,000
Discounted value of estimated future cash fl ows 1,000,000
Market value of the equipment 975,000

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

 13–35. The following are typical questions that might appear on an internal control questionnaire 

relating to plant and equipment:

 1. Has a dollar minimum been established for expenditures to be capitalized?

 2. Are subsidiary ledgers for plant and equipment regularly reconciled with general ledger 

controlling accounts?

 a. State the purpose of each of the above controls.

 b. Describe the manner in which each of the above procedures might be tested.

 c. Assuming that the operating effectiveness of each of the above procedures is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of risks of material misstatements.

 13–36. Assume that you are auditing the fi nancial statements of Agee Corporation. During the course 

of the audit, you discover the following circumstances.

 1. Management of Agee has decided to discontinue the production of consumer electronics, 

which represents a moderately large line of business for the company.

 2. In auditing facility rent expense, you note that the amount is signifi cantly less than in the 

prior year. When you discuss the matter with management, you are informed that manage-

ment entered into a new 10-year building lease agreement about nine months ago, which 

provided for no lease payments for the fi rst year of the lease.

 3. In vouching additions to plant assets, you fi nd that management has capitalized the lease-

hold improvements made on the building acquired in (2), which are being depreciated over 

an estimated useful life of 12 years.

 4. Management has provided you with the following information about a test of impairment 

of the company’s clothing and apparel reporting unit and a large piece of equipment used 

in the consumer products division of the company. The Clothing and Apparel reporting 

unit has $1,200,000 in goodwill associated with it.

LO 13-3, 4, 5, 6

Required:
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Problems

Describe the implications of each of these circumstances, including any additional informa-

tion or evidence that the auditors might require to resolve the issues identifi ed.

 13–37. You are engaged in the audit of the fi nancial statements of Holman Corporation for the year 

ended December 31, 20X6. The accompanying analyses of the Property, Plant, and Equip-

ment and related accumulated depreciation accounts have been prepared by the chief accoun-

tant of the client. You have traced the beginning balances to your prior year’s audit working 

papers.

Required:
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HOLMAN CORPORATION
Analysis of Property, Plant, and Equipment 

and Related Accumulated Depreciation Accounts
Year Ended December 31, 20X6

 Final  Assets  Per Ledger 
Description 12/31/X5 Additions Retirements 12/31/X6

Land $422,500 $  5,000  $427,500
Buildings 120,000 17,500  137,500
Machinery and equipment   385,000   40,400 $26,000   399,400

 $927,500 $62,900 $26,000 $964,400

 
Final

  Accumulated Depreciation 
Per Ledger

Description 12/31/X5 Additions* Retirements 12/31/X6

Buildings $  60,000 $  5,150  $  65,150
Machinery and equipment   173,250   39,220                 212,470

 $233,250 $44,370               $277,620

*Depreciation expense for the year.

All plant assets are depreciated on the straight-line basis (no residual value taken into 

consideration) based on the following estimated service lives: building, 25 years; and all other 

items, 10 years. The company’s policy is to take one half-year’s depreciation on all asset addi-

tions and disposals during the year.

Your audit revealed the following information:

 1. On April 1, the company entered into a 10-year lease contract for a die casting machine, 

with annual rentals of $5,000 payable in advance every April 1. The lease is cancelable by 

either party (60 days’ written notice is required), and there is no option to renew the lease 

or buy the equipment at the end of the lease. The estimated service life of the machine is 

10 years with no residual value. The company recorded the die casting machine in the 

Machinery and Equipment account at $40,400, the present value at the date of the lease, and 

$2,020 applicable to the machine has been included in depreciation expense for the year.

 2. The company completed the construction of a wing on the plant building on June 30. The ser-

vice life of the building was not extended by this addition. The lowest construction bid received 

was $17,500, the amount recorded in the Buildings account. Company personnel constructed 

the addition at a cost of $16,000 (materials, $7,500; labor, $5,500; and overhead, $3,000).

 3. On August 18, $5,000 was paid for paving and fencing a portion of land owned by the 

company and used as a parking lot for employees. The expenditure was charged to the 

Land account.

 4. The amount shown in the machinery and equipment asset retirement column represents cash 

received on September 5 upon disposal of a machine purchased in July 20X2 for $48,000. 

The chief accountant recorded depreciation expense of $3,500 on this machine in 20X6.

 5. Harbor City donated land and a building appraised at $100,000 and $400,000, respectively, 

to Holman Corporation for a plant. On September 1, the company began operating the plant. 

Since no costs were involved, the chief accountant made no entry for the above transaction.

Prepare the adjusting journal entries that you would propose at December 31, 20X6, to adjust 

the accounts for the above transactions. Disregard income tax implications. The accounts have 

not been closed. Computations should be rounded off to the nearest dollar. Use a separate 

adjusting journal entry for each of the preceding fi ve paragraphs.

(AICPA, adapted)

 13–38. Chem-Lite, Inc., maintains its accounts on the basis of a fi scal year ending March 31. At 

March 31, 20X1, the Equipment account in the general ledger appeared as shown below. The 

company uses straight-line depreciation, a 10-year life, and 10 percent salvage value for all 

its equipment. It is the company’s policy to take a full year’s depreciation on all additions to 

Required:
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equipment occurring during the fi scal year, and you may treat this policy as a satisfactory one 

for the purpose of this problem. The company has recorded depreciation for the fi scal year 

ended March 31, 20X1.

Equipment

4/1/X0 Bal. forward 100,000
12/1/X0 10,500
1/2/X1 1,015
2/1/X1 1,015
3/1/X1 1,015

Upon further investigation, you fi nd the following contract dated December 1, 20X0, cov-

ering the acquisition of equipment:

List price $30,000
5% sales tax     1,500
  Total $31,500
Down payment   10,500
Balance 21,000
8% interest, 24 months     3,360
  Contract amount $24,360

Prepare in good form, including full explanations, the adjusting entry (entries) you would 

propose as auditor of Chem-Lite, Inc., with respect to the equipment and related depreciation 

accounts at March 31, 20X1. (Assume that all amounts given are material.)

(AICPA, adapted)

 13–39. You are the senior accountant in the audit of Granger Grain Corporation, whose business 

primarily involves the purchase, storage, and sale of grain products. The corporation owns 

several elevators located along navigable water routes and transports its grain by barge and 

rail. Your staff assistant submitted the following working paper analysis for your review:

Required:

LO 13-1, 4, 6

GRANGER GRAIN CORPORATION
Advances Paid on Barges Under Construction—a/c 210 

December 31, 20X1

Advances made:
  1/15/X1—Ck. No. 3463—Jones Barge Construction Co. $100,000*
  4/13/X1—Ck. No. 4129—Jones Barge Construction Co. 25,000*
  6/19/X1—Ck. No. 5396—Jones Barge Construction Co.     63,000*
    Total payments 188,000
Deduct cash received 9/1/X1 from City Life Insurance Co.   188,000†

Balance per general ledger—12/31/X1 $    —0—

*Examined approved check request and paid check and traced to cash disbursements journal.

†Traced to cash receipts journal and to duplicate deposit ticket.

 a. In what respects is this brief analysis incomplete for audit purposes? (Do not include any 

discussion of specifi c auditing procedures.)

 b. What two different types of contractual arrangements may be inferred from your assis-

tant’s analysis?

 c. What additional auditing procedures would you suggest that your staff assistant perform 

before you accept the working paper as being complete?

(AICPA, adapted)

Required:

 13–40. You are reviewing the property, plant, and equipment working papers of Mandville Corporation, 

a company that publishes travel guides. The lead schedule for the account is included in the 

chapter as Figure 13.1. The following are among the fi ndings relating to changes in the account:

LO 13-1, 3, 6In-Class 
Team Case
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 1. Land: The addition represents the purchase of land adjacent to the company’s existing 

plant and is fi nanced as follows:

   Contract sales price—2,000 shares of Mandville Corporation Common Stock
   Liabilities assumed by Mandville
     Accrued county taxes at settlement date (4,600)
     Unpaid sewer installation assessment (6,400)

   On June 17, the date on which the buyer and seller discussed the transaction, shares of 

Mandville Corporation stock were selling for $77.50. On June 30, the settlement date (day 

of the sale), Mandville stock was selling for $70.00 per share. The journal entry for the 

purchase was recorded as:

   Land $151,000

     Common Stock $ 20,000
     Paid-in capital in excess of par 120,000
     Accrued taxes payable 4,600
     Accrued sewer assessment payable 6,400

  Examination of publicly available records has indicated that prices of comparable land in 

the area have been relatively constant, selling in a range from $140,000 to $160,000 during 

the past 18 months.

 2. Land improvements: This account was increased by three journal entries (each recorded 

with a debit to land improvements and a credit to cash) during the year. Each of these 

improvements relates to the new land which was purchased in point (1) above.

   Sidewalk to building $2,500
   Repaving of road to building 3,500
   Chain link fence (replaces rusted chain 
     link fence surrounding property) 4,000

 3. Building: The building was constructed by an independent contractor; the contract was for 

$473,000. Progress payments were made during construction through use of proceeds of a 

bank loan, for which the building serves as collateral. The interest during construction was 

capitalized ($22,000) while the interest subsequent to construction but prior to year-end 

($20,000) was expensed.

 4. Equipment: The change in the equipment was a trade of old book “update printing equipment” 

for two new computer servers and associated software that will maintain electronic updates. 

Until recently, updates of outdated portions of guidebooks were printed and “shrinkwrapped” with 

the guidebook. Now the updates will be available on Mandville’s website. The old equipment 

had a cost of $60,000 and accumulated depreciation of $50,600 and was worth approximately 

its book value of $9,400, although the salesperson suggested that he was providing the company 

a $19,400 trade-in value. Accordingly, the following entry was made to record the exchange:

   Equipment—computer servers $110,000
   Accumulated Depr. (old equipment) 50,600
     Cash $90,600
     Equipment—printing equipment 60,000
     Gain on exchange of assets 10,000

 5. Depreciation provisions: Mandville uses software to calculate depreciation to the exact day.

  a.  For additions (1) through (4) above, prepare any necessary adjusting entries. If in any 

case your adjusting entry relies upon an assumption, provide that assumption.

  b.  For item (5), prepare a calculation of the depreciation provisions and determine 

whether they appear reasonable. For this calculation, assume that acquisitions, on aver-

age, occur at mid-year. If the provision does not appear reasonable, discuss follow-up 

procedures related to the provisions. Use the following table for your calculation:

Required:

  Depr. Add: Less: 
  on Beg. Depr. on Depr. on Est. Book 
Acct. Rate Balance Additions  Retirements Depr. Depr. Difference

152–3 5%      

154–5 3%      

156–7 10%      

Totals       



CHAPTER

In this chapter, we discuss accounts payable and other current liabilities. Chapter 15 

includes material on long-term debt, equity capital, and loss contingencies.

Accounts Payable

The term accounts payable (often referred to as vouchers 
payable for a voucher system) is used to describe short-term 

obligations arising from the purchase of goods and services 

in the ordinary course of business. Typical transactions cre-

ating accounts payable include the acquisition on credit of 

merchandise, raw materials, plant assets, and offi ce supplies. 

Other sources of accounts payable include the receipt of ser-

vices, such as legal and accounting services, advertising, 

repairs, and utilities. Interest-bearing obligations should not be included in accounts 

payable but shown separately as bonds, notes, mortgages, or installment contracts.

Invoices and statements from suppliers usually support accounts payable arising 

from the purchase of goods or services and most other liabilities. However, accrued 
liabilities (sometimes called accrued expenses) generally accumulate over time, and 

management must make accounting estimates of the year-end liability. Such estimates 

are often necessary for salaries, pensions, interest, rent, taxes, and similar items.

The auditors’ objectives in the audit of accounts payable are to:

1.  Use the understanding of the client and its environment 

to consider inherent risks, including fraud risks, related 

to accounts payable.

2.  Obtain an understanding of internal control over accounts 

payable.

3.  Assess the risks of material misstatement and design tests 

of controls and substantive procedures that:

 a. Substantiate the existence of accounts payable and the client’s obligation to pay 

these liabilities, and establish the occurrence of purchase transactions.

 b. Establish the completeness of recorded accounts payable.

 c. Verify the cutoff of purchase transactions.

d. Establish the proper valuation of accounts payable and the accuracy of purchase 

transactions.

 e. Determine that the presentation and disclosure of information about accounts 

payable are appropriate.

Lawsuits against CPA fi rms typically allege that the auditors failed to detect an over-

statement of earnings. Management, especially of publicly held fi rms, is often under 

some pressure to report increased earnings. In previous chapters, we discussed the 

auditors’ concern about exaggeration of earnings that results from the overstatement of 

assets. In the audit of liabilities, the auditors are primarily concerned with the possibility

Sources and 
Nature of 
Accounts Payable

The Auditors’ 
Objectives in 
Auditing Accounts 
Payable

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 14-1                  Describe the nature of 
accounts payable and 
other liabilities.

 LO 14-2                  Describe the auditors’ 
objectives in the audit 
of accounts payable.

 LO 14-3                  Identify and explain 
the fundamental con-
trols over payables.

 LO 14-4                  Use the understand-
ing of the client and 
its environment to 
consider inherent risks 
(including fraud risks) 
related to accounts 
payable.

 LO 14-5                  Obtain an understand-
ing of internal control 
over accounts payable.

 LO 14-6                  Assess the risks of 
material misstatement 
of accounts payable 
and design further 
audit procedures, 
including tests of con-
trol and substantive 
procedures, to address 
the risks.

14 Accounts Payable 
and Other Liabilities

Describe the nature of accounts 

payable and other liabilities.

LO 14-1

Describe the auditors’ objectives 

in the audit of accounts payable.

LO 14-2
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of understatement, or omission, of liabilities. An understatement of liabilities will  exaggerate 

the fi nancial strength of a company and conceal fraud just as effectively as an overstatement 
of assets. Furthermore, the understatement of liabilities is usually accompanied by the 

understatement of expenses and an overstatement of net income. For example, delaying 

the recording of bills for December operating expenses until January overstates income 

while understating accounts payable. Therefore, audit procedures for liabilities should have 

as a primary objective the determination of the completeness of recorded payables.

Audit procedures for detecting understated liabilities differ from those used to detect 

overstated assets. Overstating an asset account usually requires an improper entry in the 

accounting records, as by the recording of a fi ctitious transaction. Such an improper entry 

can be detected by the auditors through verifi cation of the individual entries making up the 

balance of an asset account. By way of contrast, understating a liability account is generally 

possible merely by failing to make an entry for a transaction creating a liability. The omis-

sion of an entry is less susceptible to detection than is a fi ctitious entry. If the omission is 

detected, it is much easier to pass it off as an accidental error. Auditors have long recognized 

that the most diffi cult type of fraud to detect is one based on the nonrecording of transactions.

When accounts payable entries have been recorded, the existence of a defi nite fi nan-

cial commitment makes accomplishment of the valuation audit objective less diffi cult 

than for assets (other than cash). The situation with accrued liabilities is different. As we 

suggested earlier, in many circumstances exact measurement of these accounts will be 

diffi cult; the auditors should audit management’s accounting estimates.

In thinking about internal control over accounts payable, it is important to recognize that 

the accounts payable of one company are the accounts receivable of other companies. 

It follows that there is little danger of errors being overlooked permanently since the 

client’s creditors will generally maintain complete records of their receivables and will 

inform the client if payment is not received. This feature also aids auditors in the discov-

ery of fraud, since the perpetrator must be able to obtain and respond to the demands for 

payment. Some companies, therefore, may choose to minimize their record keeping of 

liabilities and to rely on creditors to call attention to any delay in making payment. This 

viewpoint is not an endorsement of inaccurate or incomplete records of accounts payable, 

but merely a recognition that the self-interest of creditors constitutes an effective control 

in accounting for payables that is not present in the case of accounts receivable.

Discussions of internal control applicable to accounts payable may logically be 

extended to the entire purchase or acquisition cycle. In an effective purchasing system, 

a stores or inventory control department will prepare and approve the issuance of a pur-

chase requisition that will be sent to the purchasing department. A copy of the purchase 

requisition will be fi led numerically and matched with the subsequently prepared pur-

chase order and fi nally with a copy of the receiving report.

The purchasing department, upon receiving the purchase requisition, will (1) deter-

mine that the item should be ordered and (2) select the appropriate vendor, quality, and 

price. Then, a serially numbered purchase order is issued to order the goods. Copies of the 

purchase order should be sent to stores, receiving, and the accounts payable department. 

The copy sent to receiving is generally “blind” in that the quantities are not included 

in order to encourage counting of quantities by the receiving department. But the fact 

that a vendor’s packing slip (with quantities) is almost always included when goods are 

received may decrease the effectiveness of this control.

The receiving department should be independent of the purchasing department. When 

goods are received, they should be counted and inspected. Receiving reports should be pre-

pared for all goods received. These documents should be serially numbered and prepared 

in a suffi cient number of copies to permit prompt notifi cation of the receipt of goods to the 

stores department, the purchasing department, and the accounts payable department.

Within the accounts (vouchers) payable department, all forms should be stamped with 

the date received. Vouchers and other documents originating within the department can 

be controlled through the use of serial numbers. Each step in the verifi cation of an invoice 

Internal Control 
over Accounts 
Payable

Identify and explain the funda-

mental controls over payables.

LO 14-3
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should be evidenced by entering a date and signature on the voucher. Comparison of the 

quantities listed on the invoice with those shown on the receiving report and purchase order 

prevents the payment of charges for goods in excess of those ordered and received. Com-

parison of the prices, discounts, and terms of shipment as shown on the purchase order and 

on the vendor’s invoice provides a safeguard against the payment of excessive prices.

The separation of the function of invoice verifi cation and approval from the func-

tion of cash disbursement is another step that tends to prevent errors and fraud. Before 

invoices are approved for payment, written evidence must be presented to show that all 

aspects of the transaction have been verifi ed. The offi cial who signs checks should stamp 

or perforate the voucher and supporting documents so that they cannot be presented to 

support payment a second time.

In an IT-based purchasing system, vendor invoice information is entered by the 

accounting department and may be matched by the IT system with other information. 

When goods are received, information may be keyed into the IT system with subsequent 

automated preparation of a receiving report and updating of inventory records. The IT 

system can match the information from purchase orders, receiving reports, and vendors’ 

invoices and approve appropriate payments of accounts payable. Companies with IT-

based systems should implement the controls described in Chapter 8 to ensure the accu-

racy of the systems input, processing, and output. Of particular concern is the possibility 

of paying invoice amounts twice since a smaller number of individuals examine docu-

ments in an IT-based system. Often, especially when invoices are not paid on a timely 

basis, a vendor will send a second invoice or statement requesting payment. Controls 

STATEMENT
Carson Supply Co. 

1671 21st St. 
Houston, TX 77021

Customer:   Morris Construction Co. June 30, 20X1
1212 Belaire Blvd.
Houston, TX 77062

Date  Amount Balance

June 1 Beginning balance  $32,785.00
June 5 Invoice #3276485 $  5,250.00  38,035.00
June 9 Payment –23,300.00  14,734.00
June 12 Credit #49944 –235.00  14,500.00
June 15 Invoice #3276678 10,220.00  24,720.00
June 26 Payment 14,500.00 
June 30 Ending balance  $10,220.00

The need for good IT system 
controls has become increas-
ingly important as in recent 

years companies have downsized their accounts payable 
department. For example, The Wall Street Journal reports 
that General Electric Co., which processes in excess of 10 
million invoices annually, reduced its accounts payable 
staff from approximately 400 employees to 180. Part of 
this reduction was made possible by a decision not to com-
pare invoices with support prior to payment of vendors; 

payables were analyzed only after the money had been 
disbursed. The Journal reports that GE reduced payroll 
costs, but duplicate payments and overpayments to ven-
dors increased.

Other companies have encountered similar situations. 
One corporate offi cial suggests that unscrupulous vendors 
have become skilled in fooling computerized payables 
checking systems. He suggests that some vendors send two 
invoices with different numbers for the same item, and oth-
ers add a letter to the end of an invoice number.

Illustrative Case The Importance of Controls 
over Accounts Payable
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must be designed to prevent duplicate payments of invoices, especially those for payment 

of services such as retainer fees to attorneys. The company should ensure that their ven-

dors have unique invoice numbering systems that do not allow a duplicate invoice to be 

issued under a different invoice number. Also, standard procedures should be established 

for inputting vendor identifi cation and invoice numbers. For example, the procedures 

should describe how leading zeros should be handled in inputting invoice numbers. The 

company may also use software to detect potential duplicate payments by identifying 

those of identical amounts that have similar vendor identifi cation or invoice numbers. 

Another control that the auditors may expect to fi nd in a well-managed accounts payable 

department is the monthly balancing of the detailed records of accounts payable (or vouchers) 

to the general ledger control account. These reconciliations should be preserved as evidence 

of the performance of this procedure and as an aid in locating any subsequent errors.

Vendors’ statements (previous page bottom), received monthly, should be reconciled 

promptly with the accounts payable ledger or list of open vouchers, and any discrepancies 

fully investigated. In some industries, it is common practice to make advances to vendors, 

which are recovered by making percentage deductions from invoices. When such advances 

are in use, the auditors should ascertain that procedures are followed to assure that deduc-

tions from the invoices are made in accordance with the agreement.

The operation of a purchase or acquisition transaction cycle is illustrated in Figure 14.1.

The principal working papers are a lead schedule for accounts payable, trial balances of 

the various types of accounts payable at the balance sheet date, and confi rmation requests 

for accounts payable. The trial balances are often in the form of copies of client electronic 

fi les. In addition, the auditors may prepare a listing of unrecorded accounts payable 

 discovered during the course of the audit, as illustrated later, in Figure 14.6 (page 585). 

The auditors also will document the controls and risk assessments for accounts payable.

Audit of Accounts Payable

The following steps indicate the general pattern of work performed by the auditors in the 

verifi cation of accounts payable. Selection of the most appropriate procedures for a par-

ticular audit will be guided by the nature of the controls that have been implemented and 

by the results of the auditors’ risk assessments.

 A. Use the understanding of the client and its environment to consider inherent risks, 

including fraud risks, related to accounts payable.

 B. Obtain an understanding of internal control over accounts payable.

 C. Assess the risks of material misstatement and design further audit procedures.

 D. Perform further audit procedures—tests of controls.

 1. Examples of tests of controls.

 a. Verify a sample of postings to the accounts payable control account.

 b. Vouch to supporting documents a sample of postings in selected accounts of the 

accounts payable subsidiary ledger.

 c. Test IT application controls.

 2. If necessary, revise the risks of material misstatement based on the results of tests of 

controls.

 E. Perform further audit procedures—substantive procedures for accounts payable.

 1. Obtain or prepare a trial balance of accounts payable as of the balance sheet date 

and reconcile with the general ledger.

 2. Vouch balances payable to selected creditors by inspection of supporting documents.

 3. Reconcile liabilities with monthly statements from creditors.

 4. Confi rm accounts payable by direct correspondence with vendors.

 5. Perform analytical procedures for accounts payable and related accounts.

 6. Search for unrecorded accounts payable.

 7. Perform procedures to identify accounts payable to related parties.

 8. Evaluate proper balance sheet presentation and disclosure of accounts payable.

Audit 
Documentation 
for Accounts 
Payable
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Figure 14.2 relates the objectives of the major substantive tests of payables to the primary 

audit objectives.

A. Use the Understanding of the Client and Its Environment to Consider Inherent 
Risks, Including Fraud Risks, Related to Accounts Payable.
After they obtain an understanding of the client and its environment, the auditors are in a 

position to identify and assess inherent risks of accounts payable. Many of these risks arise 

from business risks faced by management, such as the risk of payment of unauthorized 

payables, and the failure to capture all accounts payable for fi nancial reporting purposes.

If any of the inherent risks identifi ed by the auditors are related to fraud, the audi-

tors will make certain that they understand the programs and controls established by 

Use the understanding of the cli-

ent and its environment to con-

sider inherent risks (including 

fraud risks) related to accounts 

payable.

LO 14-4

FIGURE 14.1 Flowchart of a Purchases System
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Substantive Procedures Primary Audit Objectives

Obtain trial balance of payables and reconcile with 
the ledgers.

Valuation and accuracy

Vouch balances payable to selected creditors by inspecting 
supporting documents.

Existence, occurrence, 
and obligations

Valuation and accuracy
Cutoff

Reconcile liabilities with creditor’s monthly statements.
Confi rm accounts payable.
Perform analytical procedures.

Completeness
Existence, occurrence, 

and obligations
Valuation and accuracy
Cutoff

Search for unrecorded accounts payable. Completeness
Cutoff

Perform procedures to identify accounts payable 
to related parties.

Evaluate fi nancial statement presentation and disclosure.

Presentation and 
disclosure

FIGURE 14.2
Objectives of Major 
Substantive Procedures 
for Accounts Payable

management to control the risk. They will also determine that the controls have been 

implemented. Finally, the auditors will design appropriate responses to these fraud risks 

and all other risks of material misstatement.

B. Obtain an Understanding of Internal Control over Accounts Payable.
One approach used by auditors in becoming familiar with a client’s internal control over 

accounts payable is to prepare a fl owchart or to use fl owcharts prepared by the client. In 

some engagements, the auditors may choose to prepare a narrative description covering 

such matters as the independence of the accounts payable department and the receiving 

department from the purchasing department. The auditors might also use a questionnaire 

to obtain a description of accounts payable controls. Typical of the questions are the fol-

lowing: Is an accounts payable trial balance prepared monthly and reconciled to the gen-

eral ledger controlling account? Are monthly statements from vendors reconciled with 

accounts payable ledgers or unpaid vouchers? Are advance payments to vendors recorded 

as receivables and controlled in a manner that assures that they will be recovered by 

offset against vendors’ invoices? Are debit memos issued to vendors for discrepancies 

in invoice prices, quantities, or computations? Are debit balances in vendors’ accounts 

brought to the attention of the credit and purchasing departments?

After the auditors have prepared a fl owchart (or other description) of internal control, they 

determine whether the client is actually using the controls described to them; that is, they 

determine whether the controls have been implemented. The auditors will typically perform 

a walk-through of several purchase transactions and observe the implementation of the vari-

ous controls. Figure 14.3 (pages 578–579) illustrates the documents and accounts that the 

auditors typically encounter in their consideration of controls over purchase transactions.

As the auditors verify their understanding of internal control, they will observe and 

inquire about the segregation of duties for purchases and cash disbursements. They will also 

inspect the various documents and reconciliations that are important to the client’s inter-

nal control over accounts payable. For example, the reconciliations of monthly statements 

from vendors to the payables ledger will be inspected. Budgets for cash disbursements will

be inspected and the auditors will review the evidence of the follow-up on variances from 

budgeted amounts of disbursements. These procedures may serve as tests of controls that 

provide the auditors with suffi cient evidence to assess control risk for certain fi nancial state-

ment assertions about accounts payable as being at less than the maximum.

C. Assess the Risks of Material Misstatement and Design Further Audit Procedures.
Based on their understanding of the client and its environment, including internal control 

over accounts payable, the auditors develop their planned assessed levels of the risks of 
Obtain an understanding of inter-

nal control over accounts payable.

LO 14-5
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material misstatement for the assertions about accounts payable. To support these assess-

ments, the auditors may need to obtain additional evidence of the operating effectiveness 

of various controls. This evidence is obtained by performing tests of controls. In design-

ing these tests, the auditors should decide which ones will result in suffi cient reductions 

in substantive procedures to justify the time spent performing them.

The auditors’ assessment of control risk, along with their assessment of inherent 

risk, will be used to plan the nature, timing, and extent of substantive procedures 

for accounts payable. In designing planned substantive procedures, the auditors will 

FIGURE 14.3 Overview of the Purchases Cycle—Documents and Accounts
Purchases

Date: ____________________
     
Date Required:

_____________________

 Quantity

250

                   Description

Acme chrome faucets
  #278473

Approved By: 

______________________Don Warren

Department:

__________________

May 10, 20X0

General Stores

June 15, 20X0

PURCHASE ORDER
Morris Construction Co.

1212 Belaire Blvd.
Houston, TX 77062

To: ____________________
     ____________________
     ____________________

Carson Supply Co.
1671 21st St.
Houston, TX 77021

Date: ____________________
     
Ship via: _________________
     
Terms: ____________

May 12, 20X0

     SOS Delivery

  2/10. n/30

Enter our order for

 Qty

250

Description

Acme chrome
  faucets
  #278473

  Price

 $21.00

    Total

 $5,250.00

Morris Construction Co.

By: ____________________

AA09847

Mary Goyer

Date: ____________________
     
Order No: ________________
     
Carrier: ___________________

May 30, 20X0

     AA09847

  SOS Delivery

Bill Jones

 Quantity

250

                   Description

Acme chrome faucets
  #278473

Received By: 

______________________

Received From:

__________________
__________________
__________________

Carson Supply Co.
1671 21st St.
Houston, TX 77021

Morris Construction Co.
Purchase Requisition

1000985
Morris Construction Co.

Receiving Report

5874983
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 consider potential misstatements that may occur and the weaknesses in control or 

other factors that make the misstatements more likely, as illustrated in Figure 14.4 

(page 580).

D. Perform Further Audit Procedures—Tests of Controls.
Tests directed toward the effectiveness of controls help to evaluate the client’s internal 

control and determine whether the auditors can support their planned assessed levels of 

the risks of material misstatement for the assertions about accounts payable. A number of 

tests of controls relating to accounts payable have already been discussed in Chapters 10 

and 12. In this chapter, we briefl y recap several signifi cant tests.

1. Examples of Tests of Controls.
a. Verify a Sample of Postings to the Accounts Payable Control Account.
The validity of the amount in the general ledger control account for accounts payable is 

established by tracing postings to the voucher register and cash disbursements journal. 

Purchases

Accounts Payable

Cash

Purchases Discounts

5250.005250.00

5250.00

Morris Construction Co.
1212 Belaire Blvd.
Houston, TX 77062
                                                Date: June 15, 20X0

Allied Bank
Houston, Texas

Morris Construction Co.

____________________

Carson Supply Co.                    $5,145.00

Check

Cash Disbursements

INVOICE
Carson Supply Co.

1671 21st St.
Houston, TX 77021

 Qty

250

 Description

Acme chrome
  faucets
  #278473

  Price

 $21.00

    Total

$5,250.00

________
$5,250.00

3276485

Date: ___________________
     
PO No. _________________
     
Date shipped: ____________

Shipped via:

________________________

Morris Construction Co.
1212 Belaire Blvd.
Houston, TX 77062

  Same

  2/10, n/30

          June 5, 20X0

             AA09847

                    May 15, 20X0

        SOS Delivery

Five thousand one hundred forty-five and no/100

Robert Gomez

5145.00

105.00

Sold to: _____________________
           _____________________
           _____________________

Ship to: _____________________

Terms: ______________________    

Pay to the
order of  _____________________________   _________

________________________________________________.
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This work is performed before the balance sheet date as part of a general test of postings 

to all records. At the same time, the auditors should scrutinize all entries to the control 

account for the entire period under audit and should investigate any unusual entries.

b. Vouch to Supporting Documents a Sample of Postings in Selected Accounts 
of the Accounts Payable Subsidiary Ledger.
Testing the voucher register or the accounts payable ledgers by vouching specifi c items back 

through the cash payments journal, purchases journal, and other journals to original docu-

ments (such as purchase orders, receiving reports, invoices, and paid checks) is necessary 

to determine the operating effectiveness of certain controls. If the functions of purchasing, 

receiving, invoice verifi cation, and cash disbursement are delegated to separate departments 

and controls appear adequate, the vouching of individual items from the ledgers to the origi-

nal records may provide the auditors with suffi cient evidence to assess control risk for cer-

tain assertions (e.g., existence) related to accounts payable as being at a low level.

The auditors may also perform tests by following the audit trail in the opposite direc-

tion. By tracing a representative sample of entries from the source documents to the 

accounts payable ledger, the auditors can verify that accounts payable are completely and 

accurately recorded on a timely basis.

c. Test IT Application Controls.
When the client has established effective IT application controls for purchase transac-

tions, the auditors may fi nd it more effi cient to test these controls rather than to test a 

sample of purchase transactions. Batch processing controls might be tested by inspecting 

evidence of the reconciliations of batch control totals by the control group. In addition, a 

sample of the exception reports printed by the computer when the vendors’ invoices do 

not match purchasing and receiving information might be inspected, as well as evidence 

of follow-up on these exceptions.

Description of 
Misstatement Examples

Internal Control Weaknesses 
or Factors That Increase the Risk 

of the Misstatement

Inaccurate recording 
of a purchase or 
disbursement

Fraud:
•  A bookkeeper prepares a check to 

himself and records it as having been 
issued to a major supplier.

Error:
•  A disbursement is made to pay an 

invoice for goods that have not been 
received.

•  Inadequate segregation of duties of 
record keeping and preparing cash 
disbursements, or check signer does not 
review and cancel supporting documents

•  Ineffective controls for matching 
invoices with receiving documents 
before disbursements are authorized

Misappropriation 
of purchases

Fraud:
•  Goods are ordered but delivered to an 

inappropriate address and stolen.
•  Ineffective controls for matching 

invoices with receiving documents 
before disbursements are authorized

Duplicate recording 
of purchases

Error:
•  A purchase is recorded when an invoice 

is received from a vendor and recorded 
again when a duplicate invoice is sent 
by the vendor.

•  Ineffective controls for review and 
cancelation of supporting documents 
by the check signer

Late (early) record-
ing of cost of 
purchases—“cutoff 
problems”

Fraud:
•  Purchases journal “closed early” with 

this period’s purchases recorded as 
having occurred in subsequent period.

•  Ineffective board of directors, audit 
committee, or internal audit function; 
“tone at the top” not conducive to 
ethical conduct; undue pressure to meet 
earnings target

FIGURE 14.4 Potential Misstatements—Accounts Payable
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2. If Necessary, Revise the Risks of Material Misstatement Based on the Results 
of Tests of Controls.
Completion of the above audit procedures enables the auditors to perform a fi nal assess-

ment of the risk of material misstatement for each of the major fi nancial statement 

assertions about accounts payable. The auditors use the reassessment of control risk to 

determine whether it is necessary to modify their planned substantive procedures.

An assessment of low control risk for accounts payable often means that the auditors 

have found that serially numbered receiving reports are prepared promptly by the client 

for all goods received, that serially numbered vouchers are prepared and recorded in the 

voucher register, and that payments are made promptly on the due dates and immediately 

recorded in the cash payments journal and accounts payable subsidiary ledger. Finally, 

at the end of each month, an employee who does not participate in processing accounts 

payable compares the individual accounts in the accounts payable subsidiary ledger with 

vendors’ statements and also compares the total of the subsidiary record with the general 

ledger control account. This strong internal control would enable the auditors to mini-

mize substantive procedures for accounts payable.

On the other hand, an assessment of high control risk for accounts payable often 

means that the auditors have found that the subsidiary record of accounts payable is not 

in agreement with the general ledger control account, that receiving reports and vouchers 

are used haphazardly, that purchase transactions often are not recorded until payment is 

made, and that many accounts payable are long past due. In this situation, the auditors 

should undertake extensive substantive work if they are to determine that the balance 

sheet amount for accounts payable includes all liabilities in existence at the balance 

sheet date.

E. Perform Further Audit Procedures—Substantive Procedures.
1. Obtain or Prepare a Trial Balance of Accounts Payable as of the Balance Sheet 
Date and Reconcile with the General Ledger.
One purpose of this procedure is to determine that the liability fi gure appearing in the 

balance sheet is in agreement with the individual items comprising the detailed records. 

A second purpose is to provide a starting point for substantive procedures. The auditors 

will use the list of vouchers or accounts payable to select a representative group of items 

for careful examination.

The client company usually furnishes the auditors with a year-end trial balance. The 

auditors should verify the footing and the accuracy of individual amounts in the trial bal-

ance. If the schedule of individual items does not agree in total with the control account, 

the cause of the discrepancy should be investigated. In most situations, the auditors will 

arrange for the client’s staff to locate such errors and make the necessary adjustments. 

Agreement of the control account and the list of individual account balances is not abso-

lute proof of the total indebtedness; invoices received near the close of the period may 

not be refl ected in either the control account or the subsidiary records, and other similar 

errors may exist without causing the accounts to be out of balance.

2. Vouch Balances Payable to Selected Creditors by Inspection of Supporting 
Documents.
The vouching of selected creditors’ balances to supporting vouchers, invoices, purchase 

orders, and receiving reports is a substantive procedure that addresses the existence and valu-

ation of accounts payable. For companies that use a voucher system, the verifi cation of the 

individual vouchers is made most conveniently at the balance sheet date, when the vouchers 

will be together in the unpaid voucher fi le. The content of the unpaid voucher fi le changes 

daily; as vouchers are paid, they are removed from the fi le and fi led alphabetically by vendor. 

Consequently, it is important that the client maintain a list of year-end unpaid vouchers. This 

listing should show the names of vendors, voucher numbers, dates, and amounts.

3. Reconcile Liabilities with Monthly Statements from Creditors.
In some companies, it is a regular practice each month to reconcile vendors’ statements with 

the detailed records of payables. If the auditors fi nd that the client’s staff regularly  performs 

Assess the risks of material mis-

statement of accounts payable and 

design further audit procedures, 

including tests of controls and 

substantive procedures, to address 

the risks.

LO 14-6
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✓



582 Chapter Fourteen

this reconciliation, they may limit their review of vendors’ statements to  determining that 

the reconciliation work has been satisfactory.

If the client’s staff has not reconciled vendors’ statements and accounts payable, 

the auditors may do so on a selected basis. When the risk of material misstatement for 

accounts payable is high, the auditors may control incoming mail to assure that all ven-

dors’ statements received by the client are made available to the auditors. Among the 

discrepancies often revealed by reconciliation of vendors’ statements are charges by the 

vendor for shipments not yet received or recorded by the client. Although conceptually all 

goods on which title has passed should be included in inventory (thus items shipped FOB 

[free on board] shipping point as of year-end and not yet received should be included), 

normal accounting procedures often do not provide for recording invoices as liabilities 

until the merchandise has been received. In-transit shipments on which title has passed 

should be listed and a decision reached as to whether they are suffi ciently material to 

warrant year-end adjustment.

4. Confi rm Accounts Payable by Direct Correspondence with Vendors.
Although confi rmation of accounts payable is a widely used procedure, it is generally 

considered less necessary than is the confi rmation of accounts receivable. One reason is 

that for accounts payable the auditors will fi nd in the client’s possession externally cre-

ated evidence such as vendors’ invoices and statements that substantiate the accounts 

payable. Generally only limited external evidence (e.g., the customer’s purchase order) is 

on hand to support accounts receivable.

Another reason for the difference in signifi cance attached to confi rmation of accounts 

payable is that the greatest risk in the audit of liabilities is the possibility of unrecorded 

amounts. While confi rmation can provide evidence about completeness, it is a more 

effective procedure for establishing existence and valuation of an item. To make the con-

fi rmation procedure more effective at addressing the completeness of accounts payable, 

the auditors will often use a blank form, as illustrated by Figure 14.5. This form asks the 

vendor to fi ll in the amount of the liability rather than to confi rm a recorded amount.

Also, accounts payable confi rmation requests should be sent to vendors from whom 

substantial purchases have been made during the year, regardless of the size of their 

accounts at the balance sheet date (even to suppliers whose accounts show zero balances). 

These substantial suppliers may be identifi ed by reference to cash disbursement records 

or computer printouts of purchase volume by individual supplier, inquiry of purchasing 

department personnel, and examination of the accounts payable subsidiary ledger. Other 

accounts that often are confi rmed by the auditors include those for which monthly 

statements are not available, accounts refl ecting unusual transactions, accounts with 

parent or subsidiary corporations, and accounts secured by pledged assets.

5. Perform Analytical Procedures for Accounts Payable and Related Accounts.
To gain assurance as to the overall reasonableness of accounts payable, the auditor may 

compute ratios such as purchases divided by accounts payable and accounts payable 

divided by total current liabilities. These ratios are compared with ratios for prior years to 

disclose trends that warrant investigation.

The list of amounts payable to individual vendors should be reviewed to identify any 

companies from which the client does not ordinarily acquire goods or services. The 

amounts owed to individual creditors should also be compared with balances in prior 

years. By studying yearly variations in purchases and other accounts closely related to 

accounts payable, the auditors may become aware of errors in accounts payable. Finally, 

the portion of accounts payable that is past due at year-end should be compared with cor-

responding data for previous years.

The auditors may test purchase discounts by computing the ratio of cash discounts 

earned to total purchases during the period and comparing this ratio from period to period. 

Any signifi cant decrease in the ratio might indicate a change in terms of  purchases,  failure 

to take discounts, or fraudulent manipulation.
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6. Search for Unrecorded Accounts Payable.
Throughout the audit, the auditors should be alert for any unrecorded payables. For exam-

ple, the preceding three steps of this plan—reconciliation, confi rmation, and analytical 

 procedures—may disclose unrecorded liabilities. In addition to normal trade payables that 

may be unrecorded, other examples include unrecorded liabilities related to customers’ 

deposits recorded as credits to accounts receivable, obligation for securities purchased but 

not settled at the balance sheet date, unbilled contractor or architect fees for a building 

under construction at the audit date, and unpaid attorney or insurance broker fees.

In addition to the prior audit steps, when searching for unrecorded accounts payable 

the auditors will examine transactions that were recorded following year-end. A compari-

son of cash payments occurring after the balance sheet date with the accounts payable 

trial balance is generally the most effective means of disclosing unrecorded accounts 
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FIGURE 14.5
Accounts Payable 
Confi rmation

January 2, 20X2
Grayline Container, Inc.
4800 Madison Street
Dallas, Texas 75221

Dear Sirs:

      Our independent auditors, Nelson & Gray, CPAs, are performing an audit of 
our financial statements. For this reason, please inform them in the space 
provided below the amount, if any, owed to you by this company at December 
31, 20X1.

      Please attach an itemized statement supporting any balance owed, showing 
all unpaid items. Your reply should be sent directly to Nelson & Gray, CPAs, 
6500 Lane Avenue, New Orleans, Louisiana 70128. A stamped, addressed 
envelope is enclosed for your reply. Thank you.

                                                                    Sincerely,

                                                                    Robert W. James
                                                                    Controller

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

Nelson & Gray, CPAs

      Our records show that the amount of $________________ was owed to us 
by Package Systems, Inc., at December 31, 20X1, as shown by the itemized 
statement attached.

Date:______________                            Signature ________________________

                                                          Title ____________________________

P A C K A G E  S Y S T E M S , I N C .

9 2 0 0 C H A N N E L S T R E E T

N E W O R L E A N S , L O U I S I A N A 7 0 1 2 8

26,800

Jan. 6, 20X2

Robert W. James

Sharon Steele
Controller
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payable. All liabilities must eventually be paid and will, therefore, be refl ected in the 

accounts at least by the time they are paid. Regular monthly expenses, such as rent and 

utilities, are often posted to the ledger accounts directly from the cash disbursements 

journal without any account payable or other liability having been set up. Therefore, the 

auditors will often examine all cash disbursements over specifi c dollar amounts that are 

made by the client during the subsequent period.
The auditors should also consider potential sources of unrecorded payables such as the 

following:

 a. Unmatched invoices and unbilled receiving reports. These documents are called work 
in process in a voucher system. The auditors should review such unprocessed docu-

ments at the balance sheet date to ascertain that the client has recorded an account 

payable where appropriate.

 b. Vouchers payable entered in the voucher register subsequent to the balance sheet date. 

Inspection of these records may uncover an item that should have been recorded as of 

the balance sheet date.

 c. Invoices received by the client after the balance sheet date. Not all vendors send 

invoices promptly when goods are shipped or services are rendered. Accordingly, the 

auditors’ review of invoices received by the client in the subsequent period may dis-

close unrecorded accounts payable as of the balance sheet date.

 d. Consignments in which the client acts as a consignee. The consignee assumes liabil-

ity for consigned merchandise when those goods have been sold to third parties. Those 

sales, especially shortly before the year-end, may not have been set up as a liability 

to the consignor. While the auditors’ overall knowledge about the accounting for such 

consigned items will dictate the appropriate procedures, those related to the revenue 

cycle, such as tests of sales transactions around year-end, may reveal such sales.

A form of audit working paper used to summarize unrecorded accounts payable dis-

covered by the auditors is illustrated in Figure 14.6.

When the auditors discover unrecorded liabilities, the next question is whether the 

omissions are suffi ciently material to warrant proposing an adjusting entry. Will the 

adjustment cause a suffi cient change in the fi nancial statements to give a different impres-

sion of the company’s current position or of its earning power? As previously indicated in 

the discussion of the reconciliation of vendors’ statements with accounts payable, audi-

tors may choose not to propose adjustments for the purpose of adding shipments in transit 

to the year-end inventory unless the shipments are unusually large.

As a further illustration of the factors to be considered in deciding upon the materiality 

of an unrecorded transaction, let us use as an example the December 31 annual audit of a 

small manufacturing company in good fi nancial condition with total assets of $3 million 

and preadjustment net income of $100,000. The auditors’ procedures bring to light the 

following unrecorded liabilities:

 a. An invoice of $1,400, dated December 30 and bearing terms of FOB shipping point. 

The goods were shipped on December 30 but were not received until January 4. The 

invoice was also received and recorded on January 4.

In considering the materiality of this omission, the fi rst point is that net income is 

not affected. The adjusting entry, if made, would add equal amounts to current assets 

(inventories) and to current liabilities; hence it would not change the amount of work-

ing capital. The omission does affect the current ratio very slightly. The auditor would 

probably consider this transaction as not suffi ciently material to warrant adjustment.

 b. Another invoice for $4,000, dated December 30 and bearing terms of FOB shipping 

point. The goods arrived on December 31 and were included in the physical inventory 

taken that day. The invoice was not received until January 8 and was entered as a 

January transaction.

This error should be corrected because the inclusion of the goods in the physical 

inventory without recognition of the liability has caused an error of $4,000 in pretax 
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income for the year. Since the current liabilities are understated, both the amount of 

working capital and the current ratio are overstated. The owners’ equity is also over-

stated. These facts point to the materiality of the omission and constitute strong argu-

ments for an adjusting entry.

 c. An invoice for $1,500, dated December 31, for a new offi ce safe. The safe was installed 

on December 31, but the invoice was not recorded until paid on January 15.

Since the transaction involves only asset and liability accounts, the omission of an 

entry does not affect net income. However, working capital and the current ratio are 

affected by the error since the debit affects a noncurrent asset and the credit affects a cur-

rent liability. Most auditors would probably not propose an adjusting entry for this item.

 d. An invoice for $3,000, dated December 31, for advertising services rendered dur-

ing  October, November, and December. The invoice was not recorded until paid on 

 January 15.

The argument for treating this item as suffi ciently material to warrant adjustment is 

based on the fact that net income is affected, as well as the amount of working capital 

and the current ratio. The adjusting entry should probably be recommended in these 

circumstances.

The preceding examples suggest that a decision as to the materiality of an unrecorded 

transaction hinges to an important extent on whether the transaction affects net income. 

FIGURE 14.6 Search for Unrecorded Liabilities

LK
2/23/X4

LK
2/19/X4

Hayes Mfg. Co.—invoice and shipment in transit

Tax & Williams—unpaid legal fees—see M-4

Allen Enterprises—12/19 account sales for
consigned goods

Hart & Co.—machinery repairs (paid 1/1/X4)

Grant Co.—shipment received 12/31/X3 per
receiving report no. 2907; invoice not yet
received

Arthur & Baker—earned but unpaid architects‘ fee
for building under construction—see K-5

131 Inventories
501 Cost of Sales
156 Construction in Progress
401 Sales
518 Legal Expenses
527 Repairs Expense
203 Accounts Payable

To record unrecorded accounts payable at 12/31/X3

The above payables were identified principally in the audit of accounts payable.
See audit plan B-4 for procedures employed. In my opinion the $89,120
adjustment includes all material unrecorded accounts payable.

10,650.00
15,820.00
23,370.00
25,680.00
1,000.00
12,600.00

89,120.00

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

2581

2428
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Expense
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Construction
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$10,650.00

1,000.00
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12/31/X3
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-

-

-

A.J.E. #8

Date
Invoice
Number

THE PALERNO COMPANY
Unrecorded Accounts Payable

December 31, 20X3

M-1-1

Vendor and Description
Account
Charged Amount
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Assuming that an omitted transaction does affect net income and there is doubt as to 

whether the dollar amount is large enough to warrant adjustment, the auditors should bear 

in mind that about one-third of the effect of the error on net income may be eliminated by 

corporate income taxes. In other words, an adjusting entry to record an omitted expense 

item of $10,000 may reduce after-tax income by only $6,500. If the adjusting entry is not 

made, the only ultimate effect is a shift of $6,500 between the net incomes of two suc-

cessive years. Unless the client requests all adjusting entries, the auditors should avoid 

proposing adjusting entries for clearly inconsequential errors in the year-end cutoff of 

transactions. However, it should be borne in mind that a number of insignifi cant individual 

misstatements may be material in their cumulative effect on the fi nancial statements. There-

fore, the auditors will accumulate the effects of the adjusting entries not proposed (passed) 

to consider them with misstatements detected in other accounts, as discussed in Chapter 16.

7. Perform Procedures to Identify Accounts Payable to Related Parties.
Payables to a corporation’s offi cers, directors, stockholders, or affi liates require particu-

lar attention by the auditors since they are not the result of arm’s-length bargaining by 

parties of opposing interests. Here the auditors should consider the possibility that these 

payables relate to purchases of inventory or other asset items for which there may be 

valuation questions.

The independent auditors should search for such payables. All material payables to 

related parties must be disclosed in the fi nancial statements.

8. Evaluate Proper Balance Sheet Presentation and Disclosure of Accounts Payable.
Proper balance sheet presentation of accounts payable requires that any material amounts 

payable to related parties (directors, principal stockholders, offi cers, and employees) be 

listed separately from amounts payable to trade creditors.

Debit balances of substantial amount sometimes occur in accounts payable because 

of such events as duplicate payments made in error, return of merchandise to vendors 

after payment has been made, and advances to suppliers. If these debit balances are mate-

rial, a reclassifi cation entry should be made in the audit working papers so that the debit 

balances will appear as assets in the balance sheet rather than being offset against other 

accounts payable with credit balances.

If the client company acts as a consignee of merchandise, it is possible that sales of 

consigned goods shortly before the year-end may not have been set up as a liability to the 

consignor. An accurate determination of any amounts owing to consignors at the balance 

sheet date is one step in the proper balance sheet presentation of liabilities.

Accounts payable secured by pledged assets should be disclosed in the balance sheet 

(or a note thereto) and cross-referenced to the pledged assets.

Other Liabilities

Notes payable are discussed in the next chapter. In addition to the accounts payable previ-

ously considered, other items classifi ed as current liabilities include:

 1. Amounts withheld from employees’ pay.

 2. Sales taxes payable.

 3. Unclaimed wages.

 4. Customers’ deposits.

 5. Accrued liabilities.

Payroll deductions are numerous; among the more important are Social Security taxes 

and individual income taxes. Although the federal and state governments do not specify 

the exact form of records to be maintained, they do require that records of amounts 

earned and withheld be adequate to permit a determination of compliance with tax laws.
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Income taxes withheld from employees’ pay and not remitted as of the balance sheet 

date constitute a liability to be verifi ed by the auditors. Accrued employer payroll taxes 

may be audited at the same time. This verifi cation usually consists of tracing the amounts 

withheld to the payroll summary sheets, testing computations of taxes withheld and 

accrued, determining that taxes have been deposited or paid in accordance with federal 

and state laws and regulations, and reviewing quarterly tax returns.

Payroll deductions also are often made for union dues, charitable contributions, 

retirement plans, insurance, savings bonds, and other purposes. Besides verifying the 

liability for any such amounts withheld from employees and not remitted as of the bal-

ance sheet date, the auditors should review the adequacy of the withholding procedures 

and determine that payroll deductions have been properly authorized and accurately 

computed.

In most sections of the United States, business concerns involved in retail sales are 

required to collect sales taxes imposed by state and local governments. These taxes do 

not represent an expense to the business; the retailer merely acts as a collecting agent. 

Until the amounts collected from customers are remitted to the taxing authority, they 

constitute current liabilities of the business. The auditors’ verifi cation of this liability 

includes a review of the client’s periodic tax returns. The reasonableness of the liability 

also is tested by a computation applying the tax rate to total taxable sales. In addition, 

the auditors should examine a number of sales invoices to ascertain that customers are 

being charged the correct amount of tax. Debits to the liability account for remittances 

to the taxing authority should be traced to copies of the tax returns and vouched to the 

paid checks.

Unclaimed wages are, by their very nature, subject to misappropriation. The auditors, 

therefore, are concerned with the adequacy of internal control over this item. A list of 

unpaid wages should be prepared after each payroll distribution. The payroll checks 

should not be left for more than a few days in the payroll department. Prompt deposit in 

a special bank account provides much improved control. The auditors will analyze the 

Unclaimed Wages account for the purpose of determining that (1) the credits represent all 

unclaimed wages after each payroll distribution and (2) the debits represent only autho-

rized payments to employees, remittances to the state under unclaimed property laws, or 

transfers back to general cash funds through approved procedures.

Many companies require that customers make deposits on returnable containers. 

Public utilities and common carriers also may require deposits to guarantee payment 

of bills or to cover equipment on loan to the customer. A review of the procedures 

followed in accepting and returning deposits should be made by the auditors with a 

view to disclosing any shortcomings in internal control. In some instances, deposits 

shown by the records as refunded to customers may in fact have been abstracted by 

employees.

The verifi cation should include obtaining a list of the individual deposits and a compar-

ison of the total with the general ledger control account. If deposits are interest- bearing, 

the amount of accrued interest should also be tested for reasonableness. As a general rule, 

the auditors do not attempt to confi rm deposits by direct communication with customers; 

however, this procedure is desirable if the amounts involved are substantial or controls 

are considered to be defi cient.

Most accrued liabilities (expenses) represent obligations payable sometime during the 

succeeding period for services or privileges received before the balance sheet date. 

Examples include interest payable, accrued property taxes, accrued payrolls and payroll 

taxes, income taxes payable, and amounts accrued under service guarantees.

Sales Taxes 
Payable

Unclaimed Wages

Customers’ 
Deposits

Accrued Liabilities
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Accrued liabilities represent accounting estimates made by the client of amounts that will 

subsequently become payable. Recall from Chapter 5 that, in evaluating the reasonableness 

of accounting estimates, auditors use one or more of the following three basic approaches:

 1. Review and test management’s process of developing the estimate.

 2. Review subsequent events or transactions bearing on the estimate.

 3. Independently develop an estimate of the amount to compare to management’s estimate.

For most accrued liabilities, the audit approach will emphasize a review and test of 

management’s process of developing the estimates (see particularly audit plan steps 1 

through 5 below).

Issues such as management’s estimates (1) being based on highly subjective assump-

tions, and (2) often made through manual computations may make it diffi cult to establish 

control over accrued liabilities. As a result, these estimates may be particularly suscepti-

ble to misstatement, especially in circumstances in which management is under pressure 

to show increased earnings.

The basic auditing steps for accrued liabilities are:

 1. Examine any contracts or other documents on hand that provide the basis for the accrual.

 2. Appraise the accuracy of the detailed accounting records maintained for this category 

of liability.

 3. Identify and evaluate the reasonableness of the assumptions made that underlie the 

computation of the liability.

 4. Test the computations made by the client in setting up the accrual.

 5. Determine that accrued liabilities have been treated consistently at the beginning and 

end of the period.

 6. Consider the need for accrual of other accrued liabilities not presently considered (that 

is, test completeness).

 7. For signifi cant estimates, perform a retrospective analysis of the prior year’s estimates 

for evidence of management bias.

The following sections describe the nature of the audit of various accrued liabilities.

Accrued Property Taxes
Property tax payments are usually few in number and substantial in amount. It is, therefore, 

feasible for the audit working papers to include an analysis showing all of the year’s prop-

erty tax transactions. Tax payments should be verifi ed by inspection of the property tax 

bills issued by local government units and by reference to the related paid checks. If the tax 

accruals at the balance sheet date differ signifi cantly from those of prior years, an explana-

tion of the variation should be obtained. The auditors should verify that property tax bills 

have been received on all taxable property or that an estimated tax has been accrued.

Accrued Payrolls
The audit of payrolls from the standpoint of appraising the adequacy of controls and sub-

stantiating the expenditures for the period under audit is considered in Chapter 16. The 

present consideration of payrolls is limited to the procedures required for testing accrued 

payrolls at the balance sheet date.

Accrued gross salaries and wages appear on the balance sheets of virtually all con-

cerns. The accuracy of the amount accrued may be signifi cant in the determination of 

total liabilities and also in the proper matching of costs and revenue. The verifi cation 

procedure consists principally of comparing the amounts accrued to the actual payroll of 

the subsequent period and reviewing the method of allocation at the balance sheet date. 

Payments made at the fi rst payroll dates of the subsequent period are reviewed to deter-

mine that no signifi cant unrecorded payroll liability existed as of the balance sheet date.

Pension Plan Accruals
Auditing procedures for the accrued liability for pension costs may begin with a review 

of the copy of the pension plan in the auditors’ permanent fi le. Then consideration should 

be given to the provisions of the Employee Retirement Income Security Act (ERISA). 
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The auditors should determine that the client’s accrued pension liability is presented in 

accordance with FASB ASC 715, including consideration of service cost, interest cost, 

amortization of transition and service costs, and gains and losses on pension plan assets. 

In auditing these amounts, the auditors will obtain representations from an actuary and 

confi rm the activity in the plan with the trustee. In evaluating the evidence from the actu-

ary, the auditors should comply with the requirements of AICPA AU-C 620 (PCAOB 

336) for using the work of a specialist, as discussed in Chapter 5.

Postemployment Benefi ts Other Than Pensions
Under FASB ASC 715, companies must accrue, during the years that employees perform 

services, the expected cost of providing health and similar retirement benefi ts to the 

employees, their benefi ciaries, and their dependents. Determining the amount of these 

liabilities is a very complex procedure, because assumptions must be made about matters 

such as employee work lives and increases in medical costs. Since actuaries and other 

specialists develop these assumptions, the auditors should evaluate the assumptions and 

the specialists’ qualifi cations in accordance with AICPA AU-C 620 (PCAOB 336).

Accrued Vacation Pay
Closely related to accrued salaries and wages is the liability that may exist for accrued 

vacation pay. This type of liability arises from two situations: (1) An employee entitled 

by contract to a vacation during the past year may have been prevented from taking it by 

an emergency work schedule, and (2) an employee may be entitled to a future vacation of 

which part of the cost must be accrued to achieve a proper matching of costs and revenue.

The auditors’ verifi cation of accrued vacation pay may begin with a review of the 

permanent fi le copy of the employment contract or agreement stipulating vacation terms. 

The computation of the accrual should then be verifi ed both as to arithmetical accuracy 

and for agreement with the terms of the company’s vacation policy.

Product Warranty Liabilities
The products of many companies are sold with a guarantee of free service or replace-

ment during a rather extended warranty period. The costs of rendering such services 

should be recognized as expenses in the year the product is sold rather than in a later 

year in which the replacement is made or the repair service is performed. If this policy 

is followed, the company will make an annual charge to expense and a credit to a liabil-

ity account based on the amount of the year’s sales and the estimated future service or 

replacement cost. As repairs and replacements take place, the costs will be charged to 

the liability account.

The auditors should review the client’s annual provision for estimated future expen-

ditures and compute the percentage relationship between the amount in the liability 

account and the amount of the year’s sales. If this relationship varies sharply from year 

to year, the client should be asked for an explanation. The auditors should also review the 

charges to the liability account month by month and be alert for the improper recording 

of other expenses in this account. Sudden variations in the monthly charges to the liabil-

ity account require investigation. In general, the auditors should determine that the bal-

ance in the liability account for service guarantees moves in reasonable relationship with 

the trend of sales. The auditors also should be alert for changes in the client’s products or 

repair costs that might affect the amount of the warranty liability.

Current income tax laws prohibit the deduction of provisions for warranty liabilities; 

deductions are permitted only when actual expenditures are incurred. Accordingly, the 

auditors should ascertain that the client is properly allocating income taxes attributable to 

the nondeductible provisions.

Accrued Commissions and Bonuses
Accrued commissions to sales representatives and bonuses payable to managerial person-

nel also require verifi cation. The essential step in this case is reference to the authority for 

the commission or bonus. The basic contracts should be examined and traced to minutes 

of directors’ meetings. If the bonus or commission is based on the total volume of sales or 
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some other objective measure, the auditors should verify the computation of the accrual 

by applying the prescribed rate to the amount used as a base.

Income Taxes Payable
Federal, state, and foreign income taxes on corporations represent a material factor in 

determining both net income and fi nancial position. The auditors cannot express an opin-

ion on either the balance sheet or income statement of a corporation without fi rst obtain-

ing evidence that the provision for income taxes has been properly computed. In the 

audit of small and medium-size companies, it is customary for the audit engagement to 

include the preparation of the client’s tax returns. If the client’s staff or other persons have 

prepared the income tax returns, the auditors should nevertheless verify the reasonable-

ness of the tax liability if they are to express an opinion on the fairness of the fi nancial 

statements. In performing such a review of a tax return prepared by the client’s staff or by 

others, the auditors may sometimes discover an opportunity for a tax saving that has been 

overlooked; obviously such a discovery tends to enhance the client’s appreciation of the 

services rendered by the auditors.

The auditors should analyze the Income Taxes Payable account and vouch all amounts 

to income tax returns, paid checks, or other supporting documents. The fi nal balance in 

the Income Taxes Payable account will ordinarily equal the computed federal, state, and 

foreign taxes on the current year’s income tax returns, less any payments thereon.

The tax expected to be paid by a corporation often differs from the actual tax paid due 

to temporary differences between taxable income and pretax accounting income. These 

differences result in the need to establish deferred tax liabilities or assets. The auditors 

determine the amount of deferred tax liabilities using schedules referred to as “tax accrual” 

working papers, which usually are reviewed by one of the CPA fi rm’s tax specialists.

Besides reviewing the computation of the income tax liability for the current year, 

the auditors should determine the date on which income tax returns for prior years were 

examined by IRS agents, as well as the particulars of any disputes or additional assess-

ments. Review of the reports of revenue agents is also an essential step. In the fi rst audit 

of a new client, the auditors should review any prior years’ income tax returns not yet 

examined by revenue agents to make sure that there has been no substantial underpay-

ment of taxes that would warrant presentation as a liability.

Accrued Professional Fees
Fees of professional fi rms include charges for the services of attorneys, public accoun-

tants, consulting engineers, and other specialists who often render services of a continu-

ing nature but present bills only at infrequent intervals. By inquiry of offi cers and by 

review of corporate minutes, the auditors may learn of professional services received for 

which no liability has yet been refl ected in the accounts. Review of the expense account 

for legal fees is always essential because it may reveal damage suits, tax disputes, or 

other litigation warranting disclosure in the fi nancial statements.

Focus on the Airline Industry
The frequent fl yer travel award programs in the airline industry are similar to product warranty 
liabilities in the sense that a free service is associated with the purchase of airline tickets. These 
programs provide an excellent example of the accounting and auditing diffi culties involved with 
many accrued liabilities. In these programs, travelers earn frequent fl ier mileage, for fl ying with 
the airline, which may be exchanged for fl ight awards.

In accounting for these programs, estimates must be made of the percentage of the mileage 
that will ultimately be redeemed as well as the expected cost of providing the travel. Currently, 
airlines account for the awards by the incremental cost method, which calculates the airline’s 
liability as the incremental cost associated with transporting a passenger in an otherwise empty 
seat. While auditors may easily test computations and determine that the liability has been 
treated consistently at the beginning and end of the period, determining the reasonableness of 
the estimates of redemption rates and future costs is more diffi cult. Generally, they must use ana-
lytical procedures that focus on the prior experience of the client and other airline companies.
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Accrued expenses—interest, taxes, rent, and wages—are included in the current liability 

section of the balance sheet and sometimes combined into one fi gure. Income taxes pay-

able, however, may be suffi ciently material to be listed as a separate item. Deferred fed-

eral income taxes resulting from tax allocations should be classifi ed as current liabilities 

(or assets) if they relate to the next year. Otherwise, deferred federal income taxes are 

classifi ed as noncurrent.

Deferred credits to revenue for such items as rent or interest collected in advance that 

will be included in earnings in the succeeding period are customarily included in current 

liabilities. Deposits on contracts and similar advances from customers also are accorded 

the status of current liabilities because the receipt of an advance increases the current 

assets total and because the goods to be used in liquidating the advance are generally 

included in current assets.

The nature and amount of trade accounts payable may change greatly within a few 

weeks’ time; consequently, the auditors’ verifi cation of these rapidly changing liabilities 

is most effective when performed immediately after the balance sheet date. As empha-

sized at the beginning of this chapter, failure to record a liability will cause an overstate-

ment of fi nancial position. Audit work on accounts payable performed before the balance 

sheet date is of little value if the client fails to record important liabilities coming into 

existence during the remaining weeks of the year under audit. For this reason, many audi-

tors believe that most of the audit work on accounts payable should be performed after 
the balance sheet date. Certainly, the auditors’ search for unrecorded liabilities must be 

made after the balance sheet date because this search is concentrated on the transactions 

occurring during the fi rst few weeks of the new year.

Some current liability accounts other than accounts payable are more suitable for pre-

liminary audit work. The documents relating to accrued property taxes, for example, may 

be available in advance of the balance sheet date. Amounts withheld from employees’ 

pay also can be reviewed before the end of the year. The propriety of amounts withheld 

and of amounts remitted to the tax authorities during the year can be verifi ed before the 

pressure of year-end work begins. The working papers relating to such liability accounts 

then may be completed very quickly after the end of the accounting period.

Balance Sheet 
Presentation

Time of 
Examination

This chapter explained the fundamental controls over accounts payable and purchase 

transactions. It also discussed the auditors’ consideration of these controls and the sub-

stantive procedures for accounts payable and purchases. To summarize:

 1. Accounts payable are short-term obligations arising from the purchase of goods and 

services in the ordinary course of the business.

 2. The purchases cycle includes initiating and authorizing purchases, ordering goods 

and services, and recording and paying accounts payable. Effective internal control 

over purchase transactions is best achieved by having separate departments respon-

sible for purchasing, receiving, and accounting for the transactions. In this man-

ner, payments are made only for those purchases that are properly authorized and 

received.

 3. The auditors’ principal objectives for the substantive procedures for accounts pay-

able and purchases are to (a) substantiate the existence of recorded accounts pay-

able and the occurrence of purchase transactions, (b) establish the completeness of 

accounts payable and purchase transactions, (c) determine that the client has obliga-

tions to pay the recorded accounts payable, (d) verify the cutoff of purchase transac-

tions, (e) determine the appropriate valuation and accuracy of accounts payable, and 

( f ) determine that the presentation and disclosure of accounts payable and purchases 

are appropriate.

Chapter 
Summary
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 4. In auditing accounts payable and other liabilities, it is important for the auditors to 

remember that an understatement of liabilities will exaggerate the fi nancial strength 

of a company in the same way as an overstatement of assets. Therefore, the auditors’ 

substantive procedures primarily focus on the objective of determining the complete-

ness of recorded amounts. A number of these procedures involve inspecting docu-

ments related to transactions occurring during the subsequent period to determine 

whether these items should have been recorded as liabilities at year-end.

 5. Accrued liabilities represent obligations payable for services received before the bal-

ance sheet date that will be paid in the subsequent period. Examples include accrued 

warranty liabilities, accrued payroll, and accrued pension liabilities. The substan-

tive procedures to audit these liabilities generally include inspection of documents, 

recomputation, and analytical procedures.

Accrued liabilities (accrued expenses) (572) Short-term obligations for services of a continuing 

nature that accumulate over time. Examples include interest, taxes, rent, salaries, and pensions. They 

generally are not evidenced by invoices or statements.

Confi rmation (582) Direct communication with vendors or suppliers to determine the amount of an 

account payable. Represents high-quality evidence because it is a document created outside the client 

organization and transmitted directly to the auditors.

Consignment (584) A transfer of goods from the owner to another person who acts as the sales agent 

of the owner.

Subsequent period (584) The time extending from the balance sheet date to the date of the auditors’ 

report.

Trade accounts payable (591) Current liabilities arising from the purchase of goods and services 

from trade creditors, generally evidenced by invoices or statements received from the creditors.

Vendor’s statement (575) A monthly statement prepared by a vendor (supplier) showing the beginning 

balance, charges during the month for goods or services, amounts collected, and ending balance. This 

externally created document should correspond (except for timing differences) with an account in the 

client’s accounts payable subsidiary ledger.

Voucher (573) A document authorizing a cash disbursement. A voucher usually provides space 

for the initials of employees performing various approval functions. The term voucher may also be 

applied to the group of supporting documents used as a basis for recording liabilities or for making cash 

disbursements.

Voucher register (579) A journal used in a voucher system to record liabilities requiring cash payment 

in the near future. Every liability recorded in a voucher register corresponds to a voucher authorizing 

future payment.

Key Terms 
Introduced or 
Emphasized in 
Chapter 14

 14–1. If a corporation overstates its earnings, are its liabilities more likely to be overstated or under-

stated? Explain.

 14–2. Lawsuits against CPA fi rms are most likely to allege that the auditors were negligent in not 

detecting which of the following? (a) overstatement of liabilities and earnings, (b) understate-

ment of assets and earnings, or (c) overstatement of owners’ equity. Explain the reasoning 

underlying your choice.

 14–3. Assume that a highly placed employee has stolen company assets and is now planning to 

conceal the fraud by failing to make an accounting entry for a large transaction. Would the 

omission probably be for a transaction creating an asset or a liability? Explain.

 14–4. Suggest two reasons why the adjustments proposed by independent auditors more often than 

not call for reducing recorded earnings.

 14–5. Compare the auditors’ approach to the verifi cation of liabilities with their approach to the 

verifi cation of assets.

Review 
Questions
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 14–6. The auditors usually fi nd in the client’s possession documentary evidence, such as invoices, 

supporting both accounts receivable and accounts payable. Is there any difference in the qual-

ity of such evidence for accounts receivable and for accounts payable? Explain.

 14–7. Describe briefl y an internal control activity that would prevent a paid disbursement voucher 

from being presented for payment a second time.

 14–8. The operating procedures of a well-managed accounts payable department will provide for 

the verifi cation of several specifi c points before a vendor’s invoice is recorded as an approved 

liability. What are the points requiring verifi cation?

 14–9. List the major responsibilities of an accounts payable department.

 14–10. In achieving adequate internal control over operations of the accounts payable department, a 

company should establish procedures that will ensure that extensions and footings are proved 

on all invoices and that the propriety of prices is reviewed. What is the most effective means 

of assuring consistent performance of these duties?

 14–11. Which do you consider the more signifi cant step in establishing strong internal control over 

accounts payable transactions: the approval of an invoice for payment, or the issuance of a 

check in payment of an invoice? Explain.

 14–12. For which documents relating to the accounts payable operation would you recommend the 

use of serial numbers as an internal control activity?

 14–13. What internal control activity would you recommend to call attention to a failure to pay 

invoices within the discount period?

 14–14. During the verifi cation of the individual invoices composing the total of accounts payable 

at the balance sheet date, the auditors discovered some receiving reports indicating that the 

merchandise covered by several of these invoices was not received until after the balance sheet 

date. What action should the auditors take?

 14–15. As part of the investigation of accounts payable, auditors sometimes vouch entries in selected 

creditors’ accounts back through the journals to original documents, such as purchase orders, 

receiving reports, invoices, and paid checks. What is the principal purpose of this procedure?

 14–16. Outline a method by which the auditors may test the propriety of cash discounts taken on 

accounts payable.

 14–17. Is the confi rmation of accounts payable by direct communication with vendors as useful and 

important an audit procedure as such confi rmation of accounts receivable? Explain.

 14–18. Whitehall Company records its liabilities in an accounts payable subsidiary ledger. The auditors 

have decided to select some of the accounts for confi rmation by direct communication with ven-

dors. The largest volume of purchases during the year has been made from Ranchero Company, 

but at the balance sheet date this account has a zero balance. Under these circumstances, should 

the auditors send a confi rmation request to Ranchero Company, or would they accomplish more 

by limiting their confi rmation to accounts with larger year-end balances?

 14–19. Vendors’ statements and accounts payable confi rmations are both forms of documentary evi-

dence created outside the client organization and useful in audit work on accounts payable. 

Which of these two represents higher-quality evidence? Why?

 14–20. Explain how the auditors coordinate the year-end cutoff of accounts payable with their obser-

vation of the year-end physical inventory.

 14–21. Identify three audit procedures (other than “Search for unrecorded accounts payable”) that are 

concerned directly or indirectly with disclosing unrecorded accounts payable.

 14–22. What do you consider to be the most important single procedure in the auditors’ search for 

unrecorded accounts payable? Explain.

 14–23. What is the purpose of the auditors’ review of cash payments subsequent to the balance sheet 

date?

 14–24. Most auditors are interested in performing as many phases of an audit as possible in advance of the 

balance sheet date. The verifi cation of accounts payable, however, generally is regarded as some-

thing to be done after the balance sheet date. What specifi c factors can you suggest that make the 

verifi cation of accounts payable less suitable than many other accounts for interim work?

 14–25. What documentary evidence created outside the client’s organization is particularly important 

to the auditors in verifying accrued property taxes?

 14–26. What differences should auditors expect to fi nd in supporting evidence for accrued liabilities 

as contrasted with accounts payable?
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 14–27. Auditors usually send confi rmations to obtain evidence about accounts receivable and accounts 

payable.

 a. Is confi rmation presumptively required for accounts receivable, accounts payable, or both?

 b. Are accounts receivable requests, accounts payable requests, or both mailed by the audi-

tors (as opposed to client personnel)?

 c. Which assertion do confi rmation results most directly address—existence or complete ness?

 14–28. In the course of your initial audit of the fi nancial statements of Sylvan Company, you deter-

mine that of the substantial amount of accounts payable outstanding at the close of the period, 

approximately 75 percent is owed to six creditors. You have requested that you be  permitted 

to confi rm the balances due to these six creditors by communicating with the creditors, 

but the president of the company is unwilling to approve your request on the grounds that 

 correspondence in regard to the balances—all of which contain some overdue items—might 

give rise to demands on the part of the creditors for immediate payment of the overdue items 

and thereby embarrass Sylvan Company.

Given these circumstances, what alternative procedure would you adopt in an effort to sat-

isfy yourself that the accounting records show the correct amounts payable to these creditors?

(AICPA, adapted)

 14–29. The subsequent period in an audit is the time extending from the balance sheet date to the date 

of the auditors’ report.

Discuss the importance of the subsequent period in the audit of trade accounts payable.

 14–30. Early in your fi rst audit of Star Corporation, you notice that sales and year-end inventory are almost 

unchanged from the prior year. However, cost of goods sold is less than in the preceding year, and 

accounts payable also are down substantially. Gross profi t has increased, but this increase has not 

carried through to net income because of increased executive salaries. Management informs you 

that sales prices and purchase prices have not changed signifi cantly during the past year, and there 

have been no changes in the product line. Star Corporation relies on the periodic inventory system. 

Your initial impression of internal control is that several weaknesses may exist.

Suggest a possible explanation for the trends described, especially the decrease in accounts 

payable while sales and inventory were constant and gross profi t increased. Explain fully the 

relationships involved.

 14–31. During the course of any audit, the auditors are always alert for unrecorded accounts payable 

or other unrecorded liabilities.

For each of the following audit areas, (1) describe an unrecorded liability that might be dis-

covered and (2) state what auditing procedure or procedures might bring it to light.

 a. Construction in progress (property, plant, and equipment).

 b. Prepaid insurance.

 c. License authorizing the client to produce a product patented by another company.

 d. Minutes of directors’ meetings.

 14–32. Describe the audit steps that generally would be followed in establishing the propriety of the 

recorded liability for federal income taxes of a corporation you are auditing for the fi rst time. 

Consideration should be given to the status of (a) the liability for prior years and (b) the liabil-

ity arising from the current year’s taxable income.

LO 14-1, 6

LO 14-4, 6

LO 14-6

Required:

LO 14-1, 3, 4, 6

LO 14-1, 4, 6

Required:

LO 14-1, 6

Questions 
Requiring 
Analysis

Objective 
Questions

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

 14–33. Multiple Choice Questions

Select the best answer for each of the following and explain the reason for your selection.

 a. Which of the following procedures is least likely to be completed before the balance sheet date?

 (1) Confi rmation of receivables.

 (2) Search for unrecorded liabilities.

 (3) Observation of inventory.

 (4) Review of internal accounting control over cash disbursements.

 b. An audit of the balance in the accounts payable account is ordinarily not designed to:

 (1) Detect accounts payable that are substantially past due.

 (2) Verify that accounts payable were properly authorized.

LO 14-6

LO 14-2, 4, 6
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 (3) Ascertain the reasonableness of recorded liabilities.

 (4) Determine that all existing liabilities at the balance sheet date have been recorded.

 c. Which of the following is the best audit procedure for determining the existence of unre-

corded liabilities?

 (1) Examine confi rmation requests returned by creditors whose accounts appear on a sub-

sidiary trial balance of accounts payable.

 (2) Examine unusual relationships between monthly accounts payable balances and 

recorded purchases.

 (3) Examine a sample of invoices a few days prior to and subsequent to year-end to ascer-

tain whether they have been properly recorded.

 (4) Examine selected cash disbursements in the period subsequent to year-end.

 d. Auditor confi rmation of accounts payable balances at the balance sheet date may be unnec-

essary because:

 (1) This is a duplication of cutoff tests.

 (2) Accounts payable balances at the balance sheet date may not be paid before the audit 

is completed.

 (3) Correspondence with the audit client’s attorney will reveal all legal action by vendors 

for nonpayment.

 (4) There is likely to be other reliable external evidence available to support the balances.

 e. A client erroneously recorded a large purchase twice. Which of the following internal con-

trol measures would be most likely to detect this error in a timely and effi cient manner?

 (1) Footing the purchases journal.

 (2) Reconciling vendors’ monthly statements with subsidiary payable ledger accounts.

 (3) Tracing totals from the purchases journal to the ledger accounts.

 (4) Sending written quarterly confi rmation to all vendors.

 f. For effective internal control, the accounts payable department should compare the infor-

mation on each vendor’s invoice with the:

 (1) Receiving report and the purchase order.

 (2) Receiving report and the voucher.

 (3) Vendor’s packing slip and the purchase order.

 (4) Vendor’s packing slip and the voucher.

 g. When confi rming accounts payable, the approach is most likely to be one of:

 (1) Selecting the accounts with the largest balances at year-end, plus a sample of other 

accounts.

 (2) Selecting the accounts of companies with whom the client has previously done the 

most business, plus a sample of other accounts.

 (3) Selecting a random sample of accounts payable at year-end.

 (4) Confi rming all accounts.

 h. In an audit, the valuation of year-end accounts payable is most likely addressed by:

 (1) Confi rmation.

 (2) Examination of cash disbursements immediately prior to year-end.

 (3) Examination of cash disbursements immediately subsequent to year-end.

 (4) Analytical procedures applied to vouchers payable at year-end.

 i. Ordinarily, the most signifi cant assertion relating to accounts payable is:

 (1) Completeness.

 (2) Existence.

 (3) Presentation.

 (4) Valuation.

 j. The least likely approach in auditing management’s estimate relating to an accrued liability is to:

 (1) Independently develop an estimate of the amount to compare to management’s estimate.

 (2) Review and test management’s process of developing the estimate.

 (3) Review subsequent events or transactions bearing on the estimate.

 (4) Send confi rmations relating to the estimate.

LO 14-4, 6

LO 14-1, 4, 6

LO 14-1, 3, 5

LO 14-3, 5

LO 14-3, 6

LO 14-2, 6

LO 14-1, 2

LO 14-1, 6
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 k. To determine that each voucher is submitted and paid only once, when a payment is 

approved, supporting documents should be canceled by the:

 (1) Authorized members of the audit committee.

 (2) Accounting department.

 (3) Individual who signs the checks.

 (4) Chief executive offi cer.

 l. In performing a test of controls, the auditors vouch a sample of entries in the purchases 

journal to the supporting documents. Which assertion would this test of controls most 

likely test?

 (1) Completeness.

 (2) Existence.

 (3) Valuation.

 (4) Rights.

 14–34. Simulation

The following fl owchart depicts the activities relating to the purchasing, receiving, and 

accounts payable departments of Model Company, Inc. Assume that you are a supervising 

assistant assigned to the Model Company audit.

LO 14-3, 5

LO 14-2, 6

LO 14-1, 2, 5
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Joe Werell, a beginning assistant, analyzed the fl owchart and has supplemented the fl ow-

chart by making certain inquiries of the controller. He has concluded that the internal control 

over purchasing, receiving, and accounts payable is strong and has provided the following list 

of what he refers to as internal control strengths. Review his list and for each internal control 

strength indicate whether you agree or disagree that each represents a strength. For those in 

which you disagree, briefl y explain why.

Internal Control Strengths Prepared by Joe Werell

 a. The department head of the requisitioning department selects the appropriate supplier.

 b. Proper authorization of requisitions by department head is required before purchase orders 

are prepared.

 c. Purchasing department makes certain that a low-cost supplier is always chosen.

 d. Purchasing department assures that requisitions are within budget limits before purchase 

orders are prepared.

 e. The adequacy of each vendor’s past record as a supplier is verifi ed.

 f. Secure facilities limit access to the goods during the receiving activity.

 g. Receiving department compares its count of the quantity of goods received with that listed 

on its copy of the purchase order.

 h. A receiving report is required for all purchases, including purchases of services.

 i. The requisitioning department head independently verifi es the quantity and quality of the 

goods received.

 j. Requisitions, purchase orders, and receiving reports are matched with vendor invoices as 

to quantity and price.

 k. Accounts payable department personnel recompute the mathematical accuracy of each 

invoice.

 l. The voucher register is independently reconciled to the control accounts monthly by the 

originators of the related vouchers.

 m. All supporting documentation is marked “paid” by accounts payable immediately prior to 

making it available to the treasurer.

 n. All supporting documentation is required for payment and is made available to the 

treasurer.

 o. The purchasing, receiving, and accounts payable functions are segregated.

 14–35. Simulation

The auditors of SSC Company, a nonpublic company, are working on both audit objectives for 

the various accounts and documentation requirements. Parts (a) through (d) of this question 

relate to objectives, while part (e) addresses documentation.

The auditors have established the objectives listed below as a part of the audit. For each 

objective, select a substantive procedure (from the list of substantive procedures) that will 

help achieve that objective. Each of the procedures may be used once, more than once, or not 

at all.

 a. Determine the existence of year-end recorded accounts payable and that the client has 

obligations to pay these liabilities.

 b. Establish the completeness of recorded accounts payable.

 c. Determine that the presentation and disclosure of accounts payable are appropriate.

 d. Determine that the valuation of warranty loss reserves is measured in accordance with 

GAAP.

 1. Obtain a trial balance of payables and reconcile with the accounts payable subsidiary 

ledger.

 2. Vouch sales from throughout the year.

 3. Vouch purchases recorded after year-end.

 4. Vouch sales recorded shortly before year-end.

 5. Vouch major warranty expenses paid during 20X8.

 6. Inquire of management concerning the existence of related party transactions.

 7. Test the computations made by the client to set up the accrual.

 8. Test the reasonableness of general and administrative labor rates.

Purchasing

Receiving

Accounts Payable

LO 14-2, 6

Audit Objectives

Substantive Procedures



598 Chapter Fourteen

 9. Confi rm outstanding year-end balances of payables.

 10. Confi rm warranty expenses payable as of year-end.

Note: Part (e) is possible to work in a meaningful way only if you have the professional stan-
dards available—preferably in electronic form.

 e. The auditors believe that it will be necessary to depart from a requirement relating to 

accounts payable that is considered presumptively mandatory. Provide the AU-C section 

and paragraph(s) that address documentation requirements in this situation. You need only 

present the requirement, not the application and other explanatory material.

 14–36. In applying audit procedures and evaluating the results of those procedures, auditors may 

encounter specifi c information that may raise a question concerning the existence of non-

compliance with laws and related party transactions. Indicate whether each of the following is 

more likely related to noncompliance with a law (NL) or a related party transaction (RP).

(a)  Purchases have been made from a vendor at a price well above the market price for the 

goods involved.

(b)  A purchasing agent’s spouse has the same name as a major vendor of the company.

(c)  Unexplained payments have been made to government offi cials.

(d)  The company exchanged certain real estate property for similar real estate property.

(e)  A purchasing agent of the company has received large cash payments from a major vendor 

of the company.

LO 14-1, 4, 6

Statement

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

 14–37. The following are typical questions that might appear on an internal control questionnaire for 

accounts payable.

 1. Are monthly statements from vendors reconciled with the accounts payable listing?

 2. Are vendors’ invoices matched with receiving reports before they are approved for 

payment?

 a. Describe the purpose of each of the above internal control activities.

 b. Describe the manner in which each of the above procedures might be tested.

 c. Assuming that the operating effectiveness of each of the above procedures is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of the risk of material misstatement.

 14–38. As part of your fi rst audit of the fi nancial statements of Marina del Rey, Inc., you have decided 

to confi rm some of the accounts payable. You are now in the process of selecting the indi-

vidual companies to whom you will send accounts payable confi rmation requests. Among the 

accounts payable you are considering are the following:

LO 14-1, 3, 5

Required:

LO 14-1, 3, 6

Company
Amount Payable 

at Year-End
Total Purchases from 
Vendor during Year

Dayco, Inc. $   — $1,980,000
Gearbox, Inc. 22,650 46,100
Landon Co. 65,000 75,000
Western Supply 190,000 2,123,000

 a. Which two of the above four accounts payable would you select as the most important to 

confi rm? Explain your choice in terms of the audit objectives in sending accounts payable 

confi rmation requests.

 b. Assume that you are selecting accounts receivable to be confi rmed. Assume also that the 

four companies listed above are customers of your client rather than suppliers and that the 

dollar amounts are accounts receivable balances and total sales for the year. Which two 

companies would you select as the most important to confi rm? Explain your choice.

 14–39. Taylor, CPA, is engaged in the audit of Rex Wholesaling for the year ended December 31. 

Taylor obtained an understanding of internal control relating to the purchasing, receiving, 

Required:

LO 14-1, 3, 6
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trade accounts payable, and cash disbursement cycles and has decided not to proceed with 

tests of controls. Based upon analytical procedures, Taylor believes that the trade accounts 

payable on the balance sheet as of December 31 may be understated.

Taylor requested and obtained a client-prepared trade accounts payable schedule listing the 

total amount owed to each vendor.

What additional substantive audit procedures should Taylor apply in examining the trade 

accounts payable?

 14–40. Nancy Howe, your staff assistant on the April 30, 20X2, audit of Wilcox Company, was 

transferred to another audit engagement before she could complete the audit of unrecorded 

accounts payable. Her working paper, which you have reviewed and are satisfi ed is complete, 

appears below.

Required:

LO 14-1, 3, 6

Apr.30,X2

Hill & Harper—unpaid legal fees at Apr. 30, X2
(see lawyer’s letter at M-4)

Drew Insurance Agency—unpaid premium
on fire insurance for period Apr. 1, X2-
Mar. 31, X5 (see insurance broker letter
at J-1-1)

Mays and Sage, Stockbrokers—advice for
100 shares of Madison Ltd. common
stock (settlement date May 7, X2)

Lane Company—shipment received Apr. 30, X2
per receiver no. 3361 and included 
in Apr. 30, X2, physical inventory;
invoice not yet received (amount is per
purchase order)

Wilcox Company
Unrecorded Accounts Payable

April 30, 20X2

1000

1800

2125

5863

10788

Apr.1,X2

Invoice
Date Vendor and Description Amount

y-Examined document described.

      In my opinion, the $10,788 adjustment includes
all material unrecorded accounts payable.

N.A.H.
May 29, X2

y

y

– y

– y

—

M-1-1

Prepare a proposed adjusting journal entry for the unrecorded accounts payable of Wilcox 

Company at April 30, 20X2. The amounts are material. (Do not deal with income taxes.)

 14–41. Your client, Software and Stuff (Software), has developed a new electronic game. One part 

of the game uses software developed by another company, Component of Yuma (Compo-

nent). Software signed an agreement with Component that provides that Software will pay 

Component a royalty of $1.00 per game sold. At year-end you note that a material liability is 

payable by Software to Component under the terms of the royalty agreement. Provide a list of 

Required:

LO 14-1, 3, 4, 6



600 Chapter Fourteen

procedures that should be performed on the royalty liability and the related royalty expense 

for the year.

 14–42. You have just been assigned as a member of the audit team of Bozarkana Company (a new cli-

ent) and are considering accounts payable. Bozarkana Company uses a computerized voucher 

system for payables. As a starting point, you asked Bill Bozarkana, the controller, for a sum-

mary of payables and received the following schedule of more than 1,000 unpaid vouchers at 

year-end:

LO 14-1, 3, 
4, 6

In-Class 
Team Case

File Name Information in Table Comment

Purchase 
requisitions

Purchase requisition number
Date requisitioned
Item number
Item description
Quantity

The table includes one row for 
each purchase requisition—only 
one type of item per requisition 
may be requisitioned.

Purchase orders Purchase order number
Date ordered
Purchase requisition number
Vendor number
Item number
Quantity
Cost

The table includes multiple rows 
for each purchase order—one 
for each item ordered.

Receiving reports Receiving report number
Date shipped
Date received
Item number
Quantity

The table includes multiple rows 
for each receiving report—one 
for each item received.

Vendor master Vendor number
Vendor name
Vendor address

The table includes one line for 
each vendor.

Cash disbursements Disbursement number
Vendor number
Check number or electronic funds 

transfer number
Voucher number
Amount

The table includes one line for 
each check or funds transfer 
(electronic payment).

Bill Bozarkana has indicated that the schedule is a listing of the vouchers payable fi le as 

of year-end and that the total is the result of a separate question (query) of that fi le asking for 

total payables. You have the schedule in electronic and hard-copy form. Vouchers are issued 

sequentially, and voucher number 2335643 was the last one issued prior to year-end. You also 

Voucher#
Vendor 
Number

Purchase 
Order#

Receiving 
Report#

Date 
Payment Due Amount

2334555 2133 654444 106500 1/2/0Y $ 2,020.21
2334558 1098 654579 106820 1/2/0Y 12,344.56
2334567 2133 654593 106920 1/2/0Y 322.43

2335643 2231 655456 107654 1/28/0Y 2,346.62

  TOTAL PAYABLE $2,225,980.83

∙∙∙
∙∙∙
∙∙∙
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Appendix 14A

Illustrative Audit Case: 
Keystone Computers & Networks, Inc.

Part IV: Consideration of Internal Control
This part of the audit case of Keystone Computers & Networks, Inc. (KCN), illustrates the nature of 

internal control over the acquisition cycle and the way in which auditors assess control risk for this 

cycle. The following working papers are included:

 • A fl owchart description of the acquisition cycle of the company and the related controls prepared by 

the staff of Adams, Barnes & Co. (ABC), CPAs. This fl owchart focuses on the (accounting) informa-

tion system and control activities.

 • ABC’s working paper for the assessment of control risk for accounts payable and purchases as it 

would appear before any tests of controls are performed. This working paper identifi es the prescribed 

controls and weaknesses for the revenue cycle. It also relates the controls and weaknesses to the vari-

ous fi nancial statement assertions about accounts payable and purchases.

You should read through the information to obtain an understanding of typical controls for this cycle. 

You may also wish to review the planning documentation presented on pages 240–247 of Chapter 6 to 

refresh your knowledge about the nature of the company’s business and its environment. The Control 

Environment, Risk Assessment, and Monitoring Questionnaire on pages 489–490 and the Organiza-

tional Chart of KCN on page 491 can be used to help refresh your memory about these components 

of internal control.

have obtained the information relating to the following other computer fi les, which are avail-

able to you in electronic form, as shown on the previous page.

The client has made copies of these fi les available so that you and the assistant can perform 

the necessary steps on the fi les. Furthermore, you have compared these copies to the client’s 

copies and fi nd that they are identical. Finally, you may assume that tests of controls have 

been performed on the controls related to the dates on the fi les. The controls were found to be 

effective.

 a. Discuss how you would establish samples in the following situations:

 (1) Randomly select 30 vouchers as of year-end and obtain the necessary information to 

send confi rmations.

 (2) Randomly select 30 accounts with balances payable (per vendor) as of December 31.

 (3) Select all accounts (per vendor) with which the company has disbursed more than 

$500,000 during the year, but whose balance at year-end is zero.

 b. Provide detailed guidance on the following:

 (1) All purchases are sent to Bozarkana Company “FOB shipping point.” Identify a pro-

cedure for testing whether any items shipped to the client prior to year-end have been 

omitted from vouchers payable as of year-end.

 (2) Select all disbursements over $300,000 in the fi rst two weeks of January, and, for 

those not included as liabilities as of December 31, determine whether title to the 

goods had passed as of year-end, resulting in an unrecorded liability.

Required:
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 Existence   Rights Valuation Presentation
 or   and and and
Internal Controls Occurrence Completeness Cutoff Obligations Accuracy Disclosure

Sales

1.  Separation of duties for 
authorization of purchases, 
receiving merchandise,       
approving payment to  
vendors, and signing checks.  

2.  Computer assigns number 
to purchase orders, receiving    
reports, and checks.      

3.  Computer matches 
information from vendors’ 
invoices with purchase     
orders and receiving data.     

4.  Computer tests numerical 
accuracy of vendors’      
invoices.     

5.  Approval of vendors’ 
invoices prior to payment.     

6.  Checks are mailed by the 
check signer.     

7.  Monthly reconciliation of 
bank accounts by an 
employee who is 
independent of invoice      
processing, cash 
disbursements, cash receipts, 
petty cash, and general 
ledger functions.    

8.  Comparison of actual 
disbursements to budgeted 
amounts and investigation       
of variances.      

Internal Control Weakness     

1.  Approved vendors are 
selected by purchasing 
manager who also purchases      X 
goods. 

2.  Vendors’ statements are 
not reconciled to the  X X   X 
accounting records. 

Planned Assessed Level  
of Control Risk Low Moderate Moderate Low Moderate Maximum

KEYSTONE COMPUTERS & NETWORKS, INC. 
Assessment of Control Risk—Acquisition Cycle 

12/31/X5



Accounts Payable and Other Liabilities 603

KEYSTONE COMPUTERS & NETWORKS, INC. 
Internal Control—Acquisition Cycle 

12/31/X5

Computer 
Generates
Receiving

Report

Receiving
Report

Goods
Arrive

Prenumbered
Requisition
Is Received

from Work Order
Manager

Receives
Vendor's
Invoice

Purchase
Order Looked

Up in the
Computer

System
Vendor's
Invoice

Information
Keyed into
Computer

Compares
Checks to

Listing

Signs Checks
and Initials
Each Item
on Listing

Mails
Checks

to Vendors

Computer
Matches
Purchase,
Receiving,

and Invoice
Information

Computer
Processes

Payment and
Updates Cash
Disbursements

and Open
Payables File

If Purchase
Order Is Located,

Goods Are
Accepted

Items Received
Keyed into
Computer

Purchase
Order

Vendor's
Invoice

Listing
of Approved

Disbursements

Exception
Report

Purchase
Information
Keyed into
Computer

Computer
Generates

Purchase Order

Faxed
to

Supplier

Filed
by
#

Filed
by
#

Filed
by

Date

Filed
by

Date

Initialed
Disbursement

Listing

Computer
Listing

of Authorized
Disbursements

Unsigned Checks

Unsigned Checks

Purchasing Manager
Janis Taylor

Receiving Clerk
Wayne York

Treasurer
James Edwards

Accounts Payable Clerk
Tom Easton

Cash
Disbursements

File

Open
Payables

File

Notes: 
 1.  The company uses Microsoft Dynamics GP, a commercial accounting software package 

that has not been modifi ed.
 2. Approved vendors are selected by the purchasing manager.
 3.  The company has a local area network, with computer terminals in the sales, 

purchasing, work order, receiving, and accounting departments.
 4.  Purchase order data are entered on an online terminal that applies the following 

application controls:
 • The purchasing manager’s password is verifi ed before information is accepted.
 •  Vendor numbers are agreed by computer to approved vendor master fi le list before 

purchase order is generated.
 • Computer assigns sequential numbers to purchase order.
 5.  Receiving information is entered on an online terminal that applies the following controls:
 • The receiving clerk’s password is verifi ed before information is accepted.
 • Computer assigns sequential numbers to purchase order.
 6.  Vendors’ invoice information is entered on an online terminal that applies the following controls:
 • The accounts payable clerk’s password is verifi ed before information is accepted.
 • The computer recomputes the individual items and the total amount of the invoice.
 7.  Computer agrees with purchase order, receiving, and invoice data and produces an exception report for any situation 

in which the documents do not match. Accounts payable clerk  follows up on exceptions and describes resolution on report.
 8. Computer updates cash disbursements and open payables fi les.
 9.  The accounting manager reconciles the cash and open payables accounts to the general ledger on a monthly basis.
10. The accounting manager reconciles the bank account on a monthly basis.
11. Cash disbursements are budgeted and the controller analyzes and explains variances.
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 14A–1. A summary of the controls for the acquisition cycle of Keystone Computers & Networks, Inc., 

appears on pages 602–603.

 a. For the following three controls over the acquisition cycle, indicate one type of error or 

fraud that the control serves to prevent or detect. Organize your solution as follows:

Required:
LO 14-1, 3, 

5, 6

Appendix 14A 
Problems

Control Error or Fraud Controlled

1.  Computer matches information from vendors’ 
invoice with purchase order and receiving data.

2.  The computer assigns numbers to receiving reports.
3.  Checks are mailed by check signer.

Control Tests of Controls

1.  Computer matches information from vendors’ 
invoice with purchase order and receiving data.

2. The computer assigns numbers to receiving reports.
3.  Checks are mailed by check signer.

 b. For each of the controls described above, indicate how the auditors could test the control. 

Organize your answer as follows:

 14A–2. As indicated on the control risk assessment working paper on page 602, the auditors identifi ed 

two weaknesses in internal control over the acquisition cycle of KCN. Describe the implica-

tions of each of the two weaknesses in terms of the type of errors or fraud that could result.

 14A–3. The auditors’ working paper that relates control strengths and weaknesses to the assertions 

about purchases and accounts payable is presented on page 602. This working paper also 

presents the auditors’ planned assessed level of control risk for each of the assertions.

Prepare an audit plan for tests of the controls over the acquisition cycle. (Note: You may 

want to use the tests of controls plan for the revenue cycle, which is on pages 496–497, as a guide.)

LO 14-1, 4, 5

LO 14-3, 5, 6



CHAPTER

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 15-1                 Describe the nature 
of debt.

 LO 15-2                 Describe the auditors’ 
objectives in auditing 
debt.

 LO 15-3                 Use the understand-
ing of the client and 
its environment to 
consider inherent risks 
(including fraud risks) 
related to debt.

 LO 15-4                 Obtain an understand-
ing of internal control 
over the fi nancing 
cycle.

 LO 15-5                 Assess the risks of 
material misstatement 
of debt and design fur-
ther audit procedures 
to address the risks.

 LO 15-6                 Describe the nature of 
equity accounts.

 LO 15-7                 Describe the auditors’ 
objectives in the audit 
of equity accounts.

 LO 15-8                 Obtain an understand-
ing of the  fundamental 
controls over capital 
stock and other types 
of equity accounts.

 LO 15-9                 Describe further audit 
procedures for equity 
accounts.

Business corporations obtain substantial amounts of their fi nancial resources by incur-

ring debt and issuing capital stock. The acquisition and repayment of capital is some-

times referred to as the fi nancing cycle. This transaction cycle includes the sequence 

of procedures for authorizing, executing, and recording transactions that involve bank 

loans, mortgages, bonds payable, and capital stock as well as the payment of interest 

and dividends. In this chapter, we present material on the auditors’ approach to both 

debt and equity capital accounts.

Debt

Long-term debt usually is substantial in amount and often 

extends for periods of 20 years or more. Debentures, secured 

bonds, and notes payable (sometimes secured by mortgages 

or trust deeds) are the principal types of long-term debt. Debenture bonds are backed 

only by the general credit of the issuing corporation and not by liens on specifi c assets. 

Since in most respects debentures have the characteristics of other corporate bonds, we 

shall use the term bonds to include both debentures and secured bonds payable.

The formal document creating bond indebtedness is called 

the indenture or trust indenture. When creditors supply 

capital on a long-term basis, they often insist upon placing cer-

tain restrictions on the borrowing company. For example, the 

indenture often includes a restrictive covenant that prohibits the company from declaring 

dividends unless the amount of working capital is maintained above a specifi ed amount. 

The acquisition of plant and equipment, or the increasing of managerial salaries, may be 

permitted only if the current ratio is maintained at a specifi ed level and if net income 

reaches a designated amount. Another device for protecting the long-term creditor is the 

requirement of a sinking fund or redemption fund to be held by a trustee. If these restric-

tions are violated, the indenture may provide that the entire debt is due on demand.

The auditors’ objectives in the audit of debt are to:

 1. Use the understanding of the client and its environment to 

consider inherent risks, including fraud risks, related to debt.

 2. Obtain an understanding of internal control over debt.

 3. Assess the risks of material misstatement and design tests of controls and substan-

tive procedures that:

 a. Substantiate the existence of debt and the occurrence 

of the related transactions.

 b. Establish the completeness of recorded debt.

 c. Verify the cutoff of transactions affecting debt.

 d. Determine that the client has obligations to pay the recorded debt.

 e. Establish the proper valuation of debt and the accuracy of transactions affecting 

debt.

 f. Determine that the presentation and disclosure of information about debt are 

appropriate, including disclosure of major provisions of loan agreements.

Source and Nature 
of Debt

The Auditors’ 
Objectives in 
Auditing Debt

15Debt and Equity Capital

Describe the nature of debt.

LO 15-1

Describe the auditors’ objectives 

in auditing debt.

LO 15-2
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In conjunction with the audit of debt, the auditors will also obtain evidence about 

interest expense, interest payable, and bond discount and premium.

Many of the principles related to accounts payable also apply to the audit of other 

forms of debt. As is the case for accounts payable, the understatement of debt is con-

sidered to be a major potential audit problem. Related to disclosure of debt, the auditors 

should determine whether the company has met all requirements and restrictions imposed 

upon it by debt agreements.

A major business risk related to debt is ensuring that the client obtains capital in an effec-

tive and effi cient manner. This risk is not indicative of a risk of material misstatement of 

the fi nancial statements and, therefore, is not of primary concern to the auditors. However, 

other business risks do equate to risks of material misstatement. As an example, manage-

ment must be concerned with the business risk of noncompliance with debt covenants. 

This is also a concern of the auditors because noncompliance may affect the classifi cation 

of debt and related disclosures. Many of the principles related to accounts payable also 

apply to the audit of debt. As is the case for accounts payable, the understatement of debt, 

whether due to error or fraud, is considered to be a major potential inherent risk.

Authorization by the Board of Directors
Effective internal control over debt begins with the authorization to incur the debt. The 

bylaws of a corporation usually require that the board of directors approve borrowing. 

The treasurer of the corporation will prepare a report on any proposed fi nancing, explain-

ing the need for funds, the estimated effect of borrowing upon future earnings, the esti-

mated fi nancial position of the company in comparison with others in the industry both 

before and after the borrowing, and alternative methods of raising the funds. Authoriza-

tion by the board of directors will include review and approval of such matters as the 

choice of a bank or trustee, the type of security, registration with the SEC, agreements 

with investment bankers, compliance with requirements of the state of incorporation, and 

listing of bonds on a securities exchange. After the issuance of long-term debt, the board 

of directors should receive a report stating the net amount received and its disposition as, 

for example, acquisition of plant assets, addition to working capital, or other purposes.

Use of an Independent Trustee
Bond issues are always for large amounts—usually many millions of dollars. Therefore, 

only relatively large companies issue bonds; small companies obtain long-term capital 

through mortgage loans or other sources. Any company large enough to issue bonds and 

able to fi nd a ready market for the securities will almost always utilize the services of a 

large bank as an independent trustee.

The trustee is charged with the protection of the creditors’ interests and with monitor-

ing the issuing company’s compliance with the provisions of the indenture. The trustee 

also maintains detailed records of the names and addresses of the registered owners of the 

bonds, cancels old bond certifi cates and issues new ones when bonds change ownership, 

follows procedures to prevent overissuance of bond certifi cates, distributes interest pay-

ments, and distributes principal payments when the bonds mature. Use of an independent 

trustee largely solves the problem of internal control over bonds payable. Internal control 

is strengthened by the fact that the trustee does not have access to the issuing company’s 

assets or accounting records and the fact that the trustee is a large fi nancial institution 

with legal responsibility for its actions.

Interest Payments on Bonds and Notes Payable
Many corporations assign the entire task of paying interest to the trustee for either bearer 
bonds or registered bonds. Highly effective control is then achieved, since the company 

will issue a single check for the full amount of the semiannual interest payment on the 

Assessment of 
the Inherent Risks 
Related to Debt

Use the understanding of the cli-

ent and its environment to con-

sider inherent risks (including 

fraud risks) related to debt.

LO 15-3

Internal Control 
over Debt

Obtain an understanding of inter-

nal control over the fi nancing 

cycle.

LO 15-4
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entire bond issue. In the case of bearer bonds (coupon bonds), the trustee upon receipt of 

this check will make payment for coupons presented, cancel the coupons, and fi le them 

numerically. A second count of the coupons is made at a later date; the coupons then are 

destroyed and a cremation certifi cate is delivered to the issuing company. The trustee 

does not attempt to maintain a list of the holders of coupon bonds, since these securi-

ties are transferable by the mere act of delivery. If certain coupons are not presented for 

payment, the trustee will hold the funds corresponding to such coupons for the length of 

time prescribed by statute. In the case of registered bonds, the trustee will maintain a cur-

rent list of holders and will remit interest checks to them in the same manner as dividend 

checks are distributed to stockholders.

For a note payable, there generally is only one recipient of interest. Companies control 

that disbursement in the same manner as other cash disbursements, without using a trustee.

A copy of the loan agreement or the indenture relating to a bond issue should be placed 

in the auditors’ permanent fi le. A listing of the restrictions placed on the company is 

extracted from these documents to facilitate the auditors’ tests of compliance with the 

debt provisions. Analyses of ledger accounts for notes and bonds payable, and the related 

accounts for interest and discount or premium, should be obtained for the current work-

ing papers fi le or the permanent fi le. In addition, the auditors should include documenta-

tion of internal control and risk assessment for debt. A lead schedule is often not required 

for short-term notes payable or for long-term debt.

Audit of Debt

After obtaining an understanding of the client and its environment, including internal con-

trol, the auditors will assess the risks of material misstatement and design further audit 

procedures for debt. This audit plan does not provide for the usual distinction between 

tests of controls and substantive procedures. This is because individual transactions will 

generally be examined for all large debt agreements. To document internal control, the 

auditors will usually prepare a written description, as well as an internal control question-

naire. Questions included on a typical questionnaire are the following: (1) Are amounts of 

new debt authorized by appropriate management? (2) Is an independent trustee used for 

all bond issues? (3) Does a company offi cial monitor compliance with debt provisions?

Because transactions are few in number but large in dollar amount, the auditors are 

generally able to substantiate the individual transactions. Therefore, testing of controls 

occurs through what actually amounts to dual-purpose transaction testing. As discussed 

further in Chapter 18, in an integrated audit, more controls will be tested.

Audit procedures appropriate for the verifi cation of debt include the following:

 1. Obtain or prepare analyses of debt accounts and related interest, premium, and dis-

count accounts.

 2. Examine copies of notes payable and supporting documents.

 3. Confi rm debt with payees or appropriate third parties.

 4. Vouch borrowing and repayment transactions to supporting documents.

 5. Perform analytical procedures to test the overall reasonableness of interest-bearing 

debt and interest expense.

 6. Test the valuation of debt, computation of interest expense, interest payable, and 

amortization of discount or premium.

 7. Evaluate whether debt provisions have been met.

 8. Trace authority for issuance of debt to the corporate minutes.

 9. Review notes payable paid or renewed after the balance sheet date.

 10. Perform procedures to identify notes payable to related parties.

Audit 
Documentation

Assess the risks of material mis-

statement of debt and design fur-

ther audit procedures to address 

the risks.

LO 15-5
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 11. Send confi rmation letters to fi nancial institutions to obtain information about fi nanc-

ing arrangements.

 12. Evaluate proper fi nancial statement presentation and disclosure of debt and related 

transactions.

Figure 15.1 relates these substantive procedures to their primary audit objectives.

1. Obtain or Prepare Analyses of Debt Accounts and Related Interest, Premium, 
and Discount Accounts.
A notes payable analysis shows the beginning balance of each individual note, additional 

notes issued and payments on notes during the year, and the ending balance of each 

note. In addition, the beginning balances of interest payable or prepaid interest, interest 

expense, and interest paid and the ending balances of interest payable or prepaid interest 

may be presented in the analysis working paper.

An analysis of the Notes Payable account will serve a number of purposes: (a) The 

payment or other disposition of notes listed as outstanding in the previous year’s audit 

can be verifi ed, (b) the propriety of individual debits and credits can be established, and 

(c) the amount of the year-end balance of the account is proved through the step-by-step 

examination of all changes in the account during the year.

In the fi rst audit of a client, the auditors will analyze the ledger accounts for Bonds 

Payable, Bond Issue Costs, and Bond Discount (or Bond Premium) for the years since the 

bonds were issued. The working paper is placed in the auditors’ permanent fi le; in later 

audits, any further entries in these accounts may be added to the analysis.

The accounts of the fi nancing cycle are often relatively free of material misstatement. 

When misstatements occur, they may be due to improper reporting of debt (e.g., a loan 

is recorded with a debit to cash and a credit to a revenue account), incomplete recording 

of debt (e.g., a loan is not recorded and the proceeds are maintained “off the books”), or 

improper amortization of loan-related discount and premium accounts. In some situa-

tions, note disclosures related to debt are incomplete.

The auditors should also understand the risks involved when clients have complex orga-

nizational structures involving numerous or unusual legal entities or contractual arrange-

ments and transactions involving related parties. In these cases, questions arise as to proper 

recording of the transactions. Also, the auditors should realize that a lack of compliance 

with the provisions of a debt agreement usually makes the debt involved entirely due and 

payable on demand.

Primary Audit 

Objective:

Valuation           ✓

FIGURE 15.1
Objectives of Major 
Substantive Procedures 
for Debt Transactions 
and Balances

Substantive Procedures Primary Audit Objectives

Obtain analyses of debt and related accounts. Valuation

Examine copies of notes payable and supporting 
documents.

Confi rm debt.
Vouch borrowing and repayment transactions.

Completeness
Existence and obligations
Accuracy
Cutoff

Perform analytical procedures.
Test computations of interest expense, interest payable, 

and amortization of discount and premium.

Completeness
Existence and obligations
Valuation

Evaluate whether debt provisions have been met.
Trace authority for issuance of debt to corporate minutes.
Review notes payable paid or renewed after the balance 

sheet date.
Perform procedures to identify notes payable to related 

parties.
Send confi rmation letters about fi nancing arrangements.
Evaluate fi nancial statement presentation and disclosure.

Presentation and disclosure
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2. Examine Copies of Notes Payable and Supporting Documents.
The auditors should examine the client’s copies of notes payable and supporting docu-

ments such as mortgages and trust deeds. The original documents will be in the posses-

sion of the payees, but the auditors should make certain that the client has retained copies 

of the debt instruments and that their details correspond to the analyses described in the 

fi rst procedure of this audit plan.

3. Confi rm Debt with Payees or Appropriate Third Parties.
Notes payable to fi nancial institutions are confi rmed as part of the confi rmation of cash 

deposit balances. The standard confi rmation form illustrated in Chapter 10 includes a 

request that the fi nancial institution confi rm all borrowings by the depositor.

Confi rmation requests for notes payable to payees other than fi nancial institutions 

should be drafted on the client’s letterhead stationery, signed by the controller or other 

appropriate executive, and mailed by the auditors. Payees should be requested to confi rm 

dates of origin, due dates, unpaid balances of notes, interest rates, dates to which interest 

has been paid, and collateral for the notes.

The auditors may also substantiate the existence and amount of a mortgage liability 

outstanding by direct confi rmation with the mortgagee. The information received should 

be compared with the client’s records and the audit working papers. When no change in 

the liability account has occurred in the period under audit, the only major procedure nec-

essary will be this confi rmation with the creditor. At the same time that the mortgagee is 

asked to confi rm the debt, it may be asked for an indication of the company’s compliance 

with the mortgage or trust deed agreement.

Bond transactions usually can be confi rmed directly with the trustee. The trustee’s 

reply should include an exact description of the bonds, including maturity dates and 

interest rates; bonds retired, purchased for the treasury, or converted into stock during the 

year; bonds outstanding at the balance sheet date; and sinking fund transactions and 

balances.

4. Vouch Borrowing and Repayment Transactions to Supporting Documents.
The auditors should obtain evidence that transactions in debt accounts were valid. To 

accomplish this objective, the auditors vouch the cash recorded as received from the issu-

ance of notes, bonds, or mortgages to the validated copy of the bank deposit slip and 

to the bank statement. Any remittance advices supporting these cash receipts are also 

examined. The auditors can fi nd further support for the net proceeds of a public issue by 

referring to the underwriting contract and to the prospectus fi led with the SEC.

Debits to a Notes Payable or a Mortgages Payable account generally represent pay-

ments in full or in installments. The auditors should examine these payments; in so doing, 

they also will account for payments of accrued interest. The propriety of installment pay-

ments should be verifi ed by reference to the repayment schedule set forth in the note or 

mortgage copy in the client’s possession.

A comparison of canceled notes payable with the debit entries in the Notes Payable 

account provides further assurance that notes indicated as paid during the year have, in 

fact, been retired. The auditors’ inspection of these notes should include a comparison 

of the maturity date of the note with the date of cash disbursement. Failure to pay notes 

promptly at maturity is suggestive of fi nancial weakness.

There is seldom any justifi cation for a paid note to be missing from the fi les; a receipt 

for payment from the payee of the note is not a satisfactory substitute. If, for any reason, 

a paid note is not available for inspection, the auditors should review the request for a 

check or other vouchers supporting the disbursement and should discuss the transaction 

with an appropriate offi cial.

In examining the canceled notes, the auditors should also trace the disposition of any 

collateral used to secure these notes. A convenient opportunity for diversion of pledged 

securities or other assets to an unauthorized user might be created at the time these assets 

are returned by a secured creditor.

Primary Audit 

Objectives:

Existence           

Completeness    ✓

Obligations         ✓

Accuracy           ✓

Cutoff                 ✓

✓

Primary Audit 

Objectives:

Existence           

Completeness    ✓

Obligations         ✓

Accuracy           ✓

Cutoff                 ✓

✓

Primary Audit 

Objectives:

Existence           

Completeness    ✓

Obligations         ✓

Accuracy           ✓

Cutoff                 ✓

✓
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5. Perform Analytical Procedures to Test the Overall Reasonableness of Interest-
Bearing Debt and Interest Expense.
One of the most effective ways to determine the overall reasonableness of interest- bearing 

debt is to examine the relationship between recorded interest expense and the average 

principal amount of debt outstanding during the year. If the client is paying interest on 

debt that is not recorded, this relationship will not be in line with the interest rate at which 

the client company should be able to borrow. Therefore, the auditors can use these proce-

dures as a test of the completeness of recorded interest-bearing debt.

The auditors also compare the year-end amount of interest-bearing debt with the 

amount in the prior year’s balance sheet. A similar comparison is made of interest expense 

for the current year and the preceding year.

6. Test the Valuation of Debt, Computations of Interest Expense, Interest Payable, 
and Amortization of Discount or Premium.
Unless management elects the fair value option, debt is valued at its outstanding face 

value plus or minus any unamortized premium or discount. To test valuation, the auditors 

test the amounts of amortization of debt premiums or discounts. In addition, the auditors 

test the accuracy of the client’s computations of interest expense and interest payable, 

including examining paid checks supporting interest payments. An analysis of interest 

payments is another means of bringing to light any unrecorded interest-bearing liabilities.

The fair value option, as presented in Chapter 5, is available for companies that wish to 

value these fi nancial liabilities at market value. As indicated in Chapter 5, depending upon 

the circumstances involved, valuation may be with observable inputs (e.g., market prices) or 

unobservable inputs (discounted cash fl ows). When the fair value option has been selected, 

the auditors should evaluate the propriety of the valuation techniques and the inputs.

7. Evaluate Whether Debt Provisions Have Been Met.
In the fi rst audit of a client or upon the issuance of a new bond issue, the auditors will 

obtain a copy of the bond indenture for the permanent fi le. The indenture should be care-

fully studied, with particular attention to such points as the amount of bonds authorized, 

interest rates and dates, maturity dates, descriptions of property pledged as collateral, 

provisions for retirement or conversion, duties and responsibilities of the trustee, and any 

restrictions imposed on the borrowing company.

The indenture provisions may require maintenance of a sinking fund, maintenance of 

stipulated minimum levels of working capital, and insurance of pledged property. The 

indenture also may restrict dividends to a specifi ed proportion of earnings, limit manage-

ment compensation, and prohibit additional long-term borrowing, except under stipulated 

conditions. The auditors will perform tests to evaluate whether the company is in compli-

ance with these provisions. For example, the auditors will examine evidence of insurance 

coverage, vouch payments to the sinking fund, and compare the amounts of management 

compensation and dividends paid to amounts allowed by the agreements.

If the company has not complied fully with the requirements, the auditors should 

inform both the client and the client’s legal counsel of the violation. In some cases of 

violation, the entire bond issue may become due and payable on demand, and hence a 

current liability. When the client is in violation of an indenture provision and the penalty 

is to make the debt become payable upon demand, the client usually will be able to obtain 

a waiver of compliance with the provision. In other words, creditors often choose not 

to enforce contract terms fully. To enable the liability to be presented as long term, the 

waiver must waive compliance for a period of one year from the balance sheet date. Even 

if an appropriate waiver of compliance is obtained, the matter should be disclosed in the 

notes to the client’s fi nancial statements.

Auditors do not judge the legality of a bond issue; this is a problem for the client’s 

attorneys. The auditors should be familiar, however, with the principal provisions of the 

federal Securities Act of 1933 and the corporate blue sky laws of the client’s state of 

incorporation. They should determine that the client has obtained an attorney’s opinion 
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on the legality of the bond issuance. In doubtful cases, they should obtain representations 

from the client’s legal counsel.

8. Trace Authority for Issuance of Debt to the Corporate Minutes.
The authority to issue debt generally lies with the board of directors. To determine that 

the bonds outstanding were properly authorized, the auditors should read the passages 

in the minutes of directors’ (and stockholders’) meetings concerning the issuance of debt. 

The minutes usually will cite the applicable sections of the corporate bylaws permitting 

the issuance of debt instruments and may also contain reference to the opinion of the com-

pany’s counsel concerning the legality of the issue.

9. Review Notes Payable Paid or Renewed after the Balance Sheet Date.
If any of the notes payable outstanding at the balance sheet date are paid before comple-

tion of the audit engagement, such cash payments provide the auditors with additional 

evidence on the liability. Renewal of notes maturing shortly after the balance sheet date 

may alter the auditors’ thinking as to the proper classifi cation of these liabilities.

In the discussion of notes receivable in Chapter 11, emphasis was placed on the neces-

sity of close scrutiny of loans to offi cers, directors, and affi liates because of the absence 

of arm’s-length bargaining in these related party transactions. Similar emphasis should be 

placed on the examination of notes payable to insiders or affi liates, although the oppor-

tunities for self-dealing are more limited than with receivables. The auditors should scan 

the notes payable records for the period between the balance sheet date and the comple-

tion of the audit so that they may be aware of any unusual transactions, such as the rees-

tablishment of an insider note that had been paid just prior to the balance sheet date.

10. Perform Procedures to Identify Notes Payable to Related Parties.
As has been the case in other portions of the audit, the auditors should perform proce-

dures to determine that any related party debt is properly disclosed. Note here that the 

lower number of transactions makes discovery of such transactions less diffi cult than in 

accounts with a large number of transactions such as accounts payable.

11. Send Confi rmation Letters to Financial Institutions to Obtain Information 
about Financing Arrangements.
Financing arrangements and transactions can be very complex, and the details of these 

arrangements and transactions must be adequately disclosed in the notes to the fi nancial 

statements. If the auditors determine that additional evidence is needed to verify these 

details, they will send a separate confi rmation letter to the fi nancial institution. For exam-

ple, confi rmation letters may be used to obtain information about lines of credit, contingent 
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the fi nancial statements, the auditors were unable to 
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bondholders foreclosed on the pledged assets, the abil-
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company’s ability to meet its obligations and remain a 
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liabilities, compensating balance arrangements, letters of credit, or futures contracts. These 

letters are signed by the client and specifi cally addressed to the client’s loan offi cer or 

another offi cial at the fi nancial institution that is knowledgeable about the information. This 

expedites a response to the confi rmation and enhances the quality of the evidence received. 

Figure 15.2 provides an example of a letter to confi rm information about lines of credit.

12. Evaluate Proper Financial Statement Presentation and Disclosure of Debt 
and Related Transactions.
Because of the interest of creditors in the current liability section of the balance sheet 

and the inferences that may be drawn from various uses of notes payable, adequate 
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January 31, 20X5

Mr. Richard M. Smith
Senior Loan Officer
First United Bank
2330 Fourth Ave.
Los Angeles, CA 90010

Dear Mr. Smith:

In connection with an audit of the financial statements of Wallace Manufacturing, Inc., as of 
December 31, 20X4, and for the year then ended, we have advised our independent auditors of 
the information listed below, which we believe is a complete and accurate description of our 
line of credit from your financial institution as of the close of business on December 31, 20X4. 
Although we do not request or expect you to conduct a comprehensive, detailed search of 
your records, if during the process of completing this confirmation additional information about 
other lines of credit from your financial institution comes to your attention, please include such 
information below.

1. The company has available at your financial institution a line of credit totaling $47 million. 
2. The current terms of the line of credit are contained in the letter dated May 11, 20X2.
3. The amount of unused line of credit, subject to the terms of the related letter, at December
 31, 20X4, was $19 million.
4. The interest rate at the close of business on December 31, 20X4, was 9.2%.
5. There are no requirements for compensating balances in connection with this line of credit.

      Please confirm whether the information about the line of credit presented above is correct 
by signing below and returning this letter directly to our independent auditors, Warren & Clark, 
CPAs, 2100 Century Blvd., Los Angeles, CA 90053.

Sincerely,
Wallace Manufacturing, Inc.

By: _____________________
     Robert Barr
     Controller
__  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __  __    

Dear Warren & Clark, CPAs:

The above information regarding the line of credit agrees with the records of this financial 
institution. Although we have not conducted a comprehensive, detailed search of our records, 
no information about other lines of credit came to our attention. [Note exceptions below or in 
an attached letter.]
_________________________________________________________________________________
_________________________________________________________________________________
_________________________________________________________________________________
_________________________________________________________________________________

First United Bank

By: ________________________________________________________     __________________
                                (Officer and Title)                                                   (Date)

Richard Smith, Senior Loan Officer 2/20/X5

Robert Barr

Wallace Manufacturing, Inc.
1400 Main St.

Los Angeles, CA 90015

FIGURE 15.2
Illustrative Letter for 
Confi rmation of Lines 
of Credit
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informative disclosure is extremely important. Classifi cation of notes by types of payees, 

as well as by current or long-term maturity, is necessary. Notes payable to banks, notes 

payable to trade creditors, and notes payable to offi cers, directors, stockholders, and affi l-

iates should be listed separately.

Secured liabilities and pledged assets should be cross-referenced to one another with 

an explanation in the notes to the fi nancial statements. In the event of fi nancial diffi culties 

and dissolution, creditors expect to share in the assets in proportion to their respective 

claims; if certain assets, such as current receivables, have been pledged to one creditor, 

the risk to unsecured creditors is increased. Current liabilities should include not only 

those notes maturing within a period of 12 months (or a longer operating cycle) but also 

any installments currently payable on long-term obligations such as mortgages.

The essential point in balance sheet presentation of long-term liabilities is that they be 

adequately described, including details about the types of debt, amounts authorized and 

issued, interest rates, maturity dates, and any conversion or subordination features.

Long-Term Debt Payable in the Current Period
Long-term liabilities include all debts that will not be liquidated with the use of cur-

rent assets. In other words, any bonds or notes falling due in the coming operating 

cycle that are to be paid from special funds or refi nanced will be classifi ed as long-term 

obligations regardless of maturity date. Before accepting a long-term classifi cation for 

maturing obligations, auditors should satisfy themselves that the client has both the 

intent and the ability to refi nance the obligation on a long-term basis. Intent and ability 

to refi nance are demonstrated by the client through either (1) refi nancing the obliga-

tion on a long-term basis before the issuance of the fi nancial statements, or (2) entering 

into a fi nancing agreement by that date, which clearly permits such refi nancing. Any 

debt maturing currently and payable from current assets should be classifi ed as a  current 

liability.

Restrictions Imposed by Long-Term Debt Agreements
The major restrictions imposed on the company by long-term loan agreements are signifi -

cant to the company’s investors and creditors. Consequently, the nature of the restrictions 

should be clearly set forth in a note to the fi nancial statements.

Unamortized Bond Premium or Discount
Unamortized premium should be added to the face amount of the bonds or debentures 

in the liability section of the balance sheet. Similarly, unamortized discount should be 

deducted from the face amount of the debt.

Analysis of the ledger accounts for debt and interest expense takes very little time in most 

audits because of the small number of entries. Consequently, most auditors prefer to wait 

until the end of the year before analyzing these accounts.

Audit procedures intended to reveal any unrecorded liabilities cannot ordinarily be 

performed in advance of the balance sheet date. Such steps as the evaluation of compli-

ance with debt provisions, tests of interest expense, and the investigation of notes paid or 

renewed shortly after the balance sheet date must necessarily await the close of the period 

being audited. The opportunities for performing audit work in advance of the balance 

sheet date are thus much more limited in the case of debt than for most of the asset groups 

previously discussed.

Equity Capital

Most of this section is concerned with the audit of stockholders’ equity accounts of cor-

porate clients; the audit of owners’ equity in partnerships and sole proprietorships is dis-

cussed briefl y near the end of the chapter.

Time of 
Examination—
Debt

Sources and 
Nature of Owners’ 
Equity
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Owners’ equity for corporate clients consists of capital stock accounts (preferred and 

common) and retained earnings. Balances in the capital stock accounts change when the 

corporation issues or repurchases stock. Transfer of ownership of shares from one share-

holder to another does not affect the account balances. Retained earnings are normally 

increased by earnings and decreased by dividend payments. Additionally, a few journal 

entries (e.g., prior period adjustments) may directly affect retained earnings. Transactions 

in the owners’ equity accounts are generally few in number, but material in amount. No 

change may occur during the year in the capital stock accounts, and perhaps only one or 

two entries will be made to the retained earnings account.

The auditors’ objectives in the audit of owners’ equity are to:

 1. Use the understanding of the client and its environment to consider inherent risks, 
including fraud risks, related to owners’ equity.

 2. Obtain an understanding of internal control over owners’ equity.

 3. Assess the risks of material misstatement and design tests of controls and substantive 

procedures that:

 a. Substantiate the existence of owners’ equity and the occurrence of the related 

transactions.

 b. Establish the completeness of recorded owners’ equity.

 c. Verify the cutoff of transactions affecting owners’ equity.

 d. Establish the proper valuation of owners’ equity and the accuracy of transactions 

affecting owners’ equity.

 e. Determine that the presentation and disclosure of information about owners’ equity 

are appropriate.

In conjunction with the audit of owners’ equity accounts, the auditors will also obtain 

evidence about the related accounts of dividends payable and capital stock discounts and 

premiums.

There are three principal elements of strong internal control over capital stock and divi-

dends: (1) the proper authorization of transactions by the board of directors and corporate 

offi cers, (2) the segregation of duties in handling these transactions (preferably the use of 

independent agents for stock registration and transfer and for dividend payments), and (3) 

the maintenance of adequate records.

Control of Capital Stock Transactions by the Board of Directors
All changes in capital stock accounts should receive formal advance approval by the 

board of directors. The board of directors must determine the number of shares to be 

issued and the price per share; if an installment plan of payment is to be used, the board 

must prescribe the terms. If plant and equipment, services, or any consideration other 

than cash is to be accepted in payment for shares, the board of directors must establish the 

valuation on the noncash assets received. Transfers from retained earnings to the Capital 

Stock and Paid-in Capital accounts, as in the case of stock dividends, are initiated by 

action of the board. In addition, stock splits and changes in par or stated value of shares 

require formal authorization by the board.

Authority for all dividend actions rests with the directors. The declaration of a divi-

dend must specify not only the amount per share but also the date of record and the date 

of payment.

Independent Registrar and Stock Transfer Agent
In appraising internal control over capital stock, the fi rst question that the auditors con-

sider is whether the corporation employs the services of an independent stock registrar 

and a stock transfer agent or handles its own capital stock transactions. Internal control 
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is far stronger when the services of an independent stock registrar and a stock transfer 

agent are utilized because the banks or trust companies acting in these capacities will 

have the experience, the specialized facilities, and the trained personnel to perform the 

work in an expert manner. Moreover, by placing the responsibility for handling capital 

stock certifi cates in separate and independent organizations, the corporation achieves to 

the fullest extent the internal control concept of separation of duties. The New York Stock 

Exchange and most other exchanges require that listed corporations utilize the services of 

an independent registrar.

The primary responsibility of the stock registrar is to avoid any overissuance of 

stock. The danger of overissuance is illustrated by the old story of a promoter who sold a 

25 percent interest in a new corporation to each of 10 investors. To prevent such frauds, 

the registrar must make certain that the issuance of stock is properly controlled. Histori-

cally, control was exerted over the issuance of paper stock certifi cates related to stock 

transactions. Currently, most frequently, paper stock certifi cates are not issued and the 

control involved relates to the associated electronic records.

Corporations with actively traded securities also employ independent stock transfer 
agents. Although the stock transfer agent maintains a record of the total shares out-

standing, its primary responsibility is maintaining detailed stockholder records (name 

and address of each stockholder) and carrying out transfers of stock ownership.

The Stock Certifi cate Book and Stockholders Ledger
If the corporation does not utilize the services of an independent registrar and stock trans-

fer agent, the board of directors usually assigns these functions to the secretary of the 

company. The board of directors should designate offi cers who are authorized to (1) sign 

stock certifi cates, (2) maintain records of stockholders, (3) maintain custody of unis-

sued certifi cates, and (4) sign dividend checks. The stock certifi cates should be serially 

numbered by the printer, and from the time of delivery to the company until issuance, 

they should be in the exclusive custody of the designated offi cer. The signatures of two 

offi cers are generally required on stock certifi cates.

The certifi cates often are prepared in and torn from bound books called stock 
 certifi cate books, with attached stubs similar to those in a checkbook. Each stub shows 

the certifi cate number and contains blank spaces for entering the number of shares repre-

sented by the certifi cate, the name of the stockholder, and the serial number of any previ-

ously issued certifi cate surrendered in exchange for the new one. Certifi cates should be 

issued in numerical sequence and not signed or countersigned until the time of issuance. 

When outstanding shares are transferred from one holder to another, the old certifi cate is 

surrendered to the company. The designated offi cer cancels the old certifi cate by perforat-

ing and attaching it to the corresponding stub in the certifi cate book.

The stock certifi cate book is not in itself an adequate record of the capital stock out-

standing. The certifi cates appear in the book in serial number order, and a single stock-

holder may own several certifi cates listed at various places in the certifi cate book. 

A transfer journal may be used to record transfers of shares between shareholders. 

A stockholders ledger provides a separate record for each stockholder, thus making 

it possible to determine at a glance the total number of shares owned by any one person. 

This record may be used in compiling the list of dividend checks or for any other com-

munication with shareholders.

Internal Control over Dividends
The nature of internal control over the payment of dividends, as in the case of stock issu-

ance, depends primarily upon whether the company performs the function of dividend 

payment itself or utilizes the services of an independent dividend-paying agent. If an 

independent dividend-paying agent is used, the corporation will provide the agent with a 

certifi ed copy of the dividend declaration and a check for the full amount of the dividend. 

The bank or trust company serving as stock transfer agent is usually appointed to distrib-

ute the dividend, since it maintains the detailed records of stockholders. The agent issues 
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dividend checks to the individual stockholders and sends the corporation a list of the 

payments made. The use of an independent dividend-paying agent is to be recommended 

from the standpoint of internal control, as it materially reduces the possibility of fraud or 

error arising in connection with the distribution of dividends.

In a small corporation that does not use the services of a dividend-paying agent, the 

responsibility for payment of dividends is usually lodged with the treasurer and the sec-

retary. After declaration of a dividend by the board of directors, the secretary prepares a 

list of stockholders as of the date of record, the number of shares held by each, and the 

amount of the dividend each is to receive. The total of these individual amounts is proved 

by multiplying the dividend per share by the total number of outstanding shares.

Dividend checks controlled by serial numbers are drawn payable to individual stock-

holders in the amounts shown on the list described above. If the stockholders ledger is 

maintained on a computer master fi le, the dividend checks may be prepared by the com-

puter directly from this record. The stockholder list and dividend checks are submitted to 

the treasurer for approval and signature. The checks should be reconciled by the treasurer 

with the total of shares outstanding and mailed without again coming under control of the 

offi cer who prepared them.

Cash in the amount of the total dividend is then transferred from the general bank 

account to a separate dividend bank account. As the individual dividend checks are paid 

from this account and returned by the bank, they should be matched with the check stubs 

or marked paid in the dividend check register. A list of outstanding checks should be 

prepared monthly from the open stubs or open items in the check register. This list should 

agree in total with the balance remaining in the dividend bank account. Companies with 

numerous stockholders prepare dividend checks in machine-readable form, so that the 

computer may perform the reconciliation of outstanding checks.

In addition to the lead schedule for owners’ equity accounts, the auditors prepare an 

analysis of each equity account for the permanent fi le. A detailed analysis is essential 

for all aspects of a stock option plan: options authorized, issued, and outstanding. For 

a closely held corporation not served by a transfer agent, the auditors will often prepare 

for the permanent fi le a list of shareholders and the number of shares owned by each. In 

addition, documentation will include descriptions of internal control and the auditors risk 

assessment.

Audit Plan—Capital Stock

The following procedures are typical of the procedures required in many engagements 

for the verifi cation of capital stock:

 1. Obtain an understanding of internal control over capital stock transactions.

 2. Examine articles of incorporation, bylaws, and minutes for provisions relating to 

 capital stock.

 3. Obtain or prepare analyses of the capital stock accounts.

 4. Account for all proceeds from stock issues.

 5. Confi rm shares outstanding with the independent registrar and stock transfer agent.

 6. For a corporation acting as its own stock registrar and transfer agent, reconcile the 

stockholder records with the general ledger.

 7. Determine that appropriate accounting is applied to employee stock compensation 

plans.

 8. Determine that compliance with restrictions and preferences pertaining to capital 

stock and disclosures are appropriate.

Capital stock transactions are usually few in number; consequently, the auditors usu-

ally substantiate all transactions in audits of nonpublic companies. In public company 
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integrated audits, the auditors will rely on controls because they must be tested to attest 

to internal control. In addition to the preceding steps, the auditors should determine the 

appropriate fi nancial statement presentation of capital stock. This topic is discussed 

later in this chapter, along with the fi nancial statement presentation of other elements of 

 owners’ equity.

1. Obtain an Understanding of Internal Control over Capital Stock Transactions.
Although the examination of capital stock consists primarily of substantive procedures, the 

auditors, even in the audits of nonpublic companies, should acquire an understanding of 

the client’s procedures for authorizing, executing, and recording capital stock transactions. 

This may be achieved by preparing a written description or fl owchart of the system or 

by fi lling in an internal control questionnaire. If the questionnaire approach is employed, 

typical questions to be answered might include the following: Does the company utilize 

the services of an independent registrar and stock transfer agent? Are stockholders ledgers 

and transfer journals maintained? Are entries in owners’ equity accounts reviewed peri-

odically by an appropriate offi cer?

2. Examine Articles of Incorporation, Bylaws, and Minutes for Provisions Relating 
to Capital Stock.
In a fi rst audit, copies of the articles of incorporation and bylaws obtained for the per-

manent fi le should be read carefully. The information required by the auditors for each 

issue of capital stock includes the number of shares authorized and issued; the par or 

stated value; dividend rates, if any; call and conversion provisions; stock splits; and stock 

options. The auditors will also review minutes of the meetings of directors and stock-

holders for authorizations of transactions related to the company’s stock. By gathering 

evidence on these points, the auditors obtain assurance that capital stock transactions 

and dividend payments have been in accordance with legal requirements and specifi c 

authorizations by stockholders and directors. Also, they will be able to judge whether the 

balance sheet contains all necessary information to describe adequately the various stock 

issues and other elements of corporate capital.

3. Obtain or Prepare Analyses of the Capital Stock Accounts.
In an initial audit engagement, capital stock accounts should be analyzed from the begin-

ning of the corporation to provide the auditors with a complete historical picture of cor-

porate capital. Analysis of capital stock includes an appraisal of the nature of all changes 

and the vouching of these changes to the supporting documents and records. All changes 

in capital stock should bear the authorization of the board of directors.

The analyses of capital stock accounts may be prepared in a manner that permits 

additions during later audit engagements. After the initial audit, if the analyses are 

kept in the auditors’ permanent fi le, all that will be necessary is to record the current 

period’s increases and decreases and to vouch these transactions. The auditors then will 

have working papers showing all changes in capital stock from the inception of the 

corporation.

The auditors also should analyze the Treasury Stock account and prepare a list show-

ing the number of shares of treasury stock on hand. Any certifi cates on hand then may 

be inspected. If certifi cates are not available, the transactions should be confi rmed with 

the transfer agent.

In their review of treasury stock transactions, the auditors should refer to permanent 

fi le copies of the minutes of directors’ meetings to determine (a) that the acquisition or 

reissuance of treasury stock was authorized by directors and (b) that the price paid or 

received was in accordance with prices specifi ed by the board.

4. Account for All Proceeds from Stock Issues.
Closely related to the analyses of capital stock accounts is the audit procedure of 

 accounting for the receipt and proper disposition of all funds derived from the issuance 

of capital stock. The proceeds should be traced to the cash records and bank statements. 
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SEC registration statements and contracts with underwriters may also be available as 

evidence of the amounts received from stock issues.

When assets other than cash are received as consideration for the issuance of capital 

stock, the entire transaction requires careful study. Generally, the value of assets and 

services received in exchange for capital shares is established by action of the board of 

directors. The auditors should determine that these accounting estimates made by the cli-

ent result in a reasonable valuation.

5. Confi rm Shares Outstanding with the Independent Registrar and Stock 
Transfer Agent.
The number of shares issued and outstanding on the balance sheet date may be con-

fi rmed by direct communication with the independent registrar and stock transfer agent. 

The confi rmation request should be written by the client on the client’s letterhead, but it 

should be mailed by the auditors. Confi rmation replies should be sent directly to the audi-

tors, not to the client. All information contained in these replies should be traced to the 

corporate records. It is essential that the general ledger controlling accounts agree with 

the amount of stock issued as reported by the independent registrar and stock transfer 

agent. Because of the strong controls usually maintained over stock transactions, it is not 

customary to communicate with individual stockholders in establishing the number of 

shares outstanding.

6. For a Corporation Acting as Its Own Stock Registrar and Transfer Agent, 
Reconcile the Stockholder Records with the General Ledger.
When a corporation acts as its own transfer agent and registrar, the auditors should adopt 

alternative procedures to obtain evidence that is not available by direct confi rmation with 

outside parties. These procedures include (a) accounting for stock certifi cate numbers, 

(b) examining canceled certifi cates, and (c) reconciling the stockholders ledger and stock 

certifi cate book with the general ledger.

The audit working papers should include a record of the last certifi cate number issued 

during the year. Reference to the working papers for the preceding audit, combined with 

the verifi cation of certifi cate numbers issued during the current period, will enable the 

auditors to account for all certifi cates by serial number.

A working paper prepared during the auditors’ examination of the stock certifi cate 

book of a small closely held corporation is designed to be utilized during several audits; 

it may be retained in the permanent fi le or forwarded to successive current fi les. Addition-

ally, it is desirable for the auditors to inspect the unissued certifi cates to determine that all 

certifi cates purported to be unissued are actually on hand and blank.

Adequate internal control for corporations not utilizing the services of an independent 

registrar and stock transfer agent requires that all canceled stock certifi cates be perforated 

or marked in a manner precluding the possibility of further use. Canceled certifi cates 

should be attached to the corresponding stubs in the stock certifi cate book and perma-

nently preserved. If reacquired certifi cates are not canceled properly, the danger exists 

that they may be reissued fraudulently by offi cers or employees. Auditors, therefore, 

will examine all canceled stock certifi cates on hand, noting in particular that they have 

been voided. The general ledger account for capital stock shows the total par value or 

stated value of all shares outstanding, plus any treasury shares. The stockholders ledger 

includes an account for each stockholder. The stock certifi cate book contains all canceled 

certifi cates and also open stubs for outstanding certifi cates. The auditors should reconcile 

these three records (general ledger control account, stockholders ledger, and stock cer-

tifi cate book) to establish the amount of outstanding stock and to rule out the possibility 

of an overissuance of shares. If this verifi cation were not made, it would be possible for 

a dishonest offi cial to issue unlimited amounts of stock and withhold the proceeds from 

such sales.

A trial balance of the subsidiary stockholder records may be obtained from the client 

or prepared by the auditors and compared with the general ledger controlling account. 

Primary Audit 

Objectives:

Existence           

Occurrence        ✓

Cutoff                 ✓

✓

Primary Audit 

Objectives:

Existence           

Occurrence        ✓

Completeness    ✓

Cutoff                 ✓

✓
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In conjunction with this procedure, the total shares outstanding, as shown by the stock 

 certifi cate book stubs, should also be reconciled with the control account and with the 

subsidiary trial balance. These procedures assure the auditors of the accuracy of the 

 ledger account balances for capital stock.

7. Determine That Appropriate Accounting Is Applied to Employee Stock 
Compensation Plans.
Many corporations grant stock options or other similar instruments to offi cers and 

employees through incentive-type compensation plans. Accounting standards now 

require companies to recognize the compensation cost related to these awards. Specifi -

cally, the compensation cost is measured as the fair value of the options on the date they 

are granted to the employee. This cost is then recognized as compensation expense over 

the period in which the options vest.

The accounting for these instruments at fair value presents a particular challenge 

for the auditors. Because options are not traded on a market, the fair values of the 

options are determined by using option pricing models, such as the Black Scholes and 

the binomial models. Estimates of fair value or variability of stock prices are often 

determined by reference to the behavior of stock and option prices of comparable com-

panies. The auditors should determine that the assumptions underlying the estimates 

of fair value are reasonable. In addition, they should obtain evidence that the computa-

tions are accurate. Chapter 5 describes the guidance for auditing fi nancial statement 

items that are measured at fair value. In this area, the auditors may decide to use the 

work of a specialist.

8. Determine That Compliance with Restrictions and Preferences Pertaining 
to Capital Stock and Disclosures Are Appropriate.
When stock options are granted, the corporation must hold a portion of the authorized but 

unissued stock in reserve so that it will be in a position to fulfi ll the option agreements. 

Similarly, corporations with convertible debentures or convertible preferred stock out-

standing must hold in reserve a suffi cient number of common shares to meet the demands 

of preferred stockholders and debenture holders who may elect to convert their securities 

into common stock.

The auditors should become thoroughly familiar with the terms of any stock options 

and stock purchase plans and with the conversion features of debenture bonds and pre-

ferred stock, so that they can determine appropriate measurement and adequate disclo-

sure of these agreements. The auditors should also verify the shares issued during the 

year through conversion or exercise of stock options and should ascertain that the num-

ber of shares held in reserve at the balance sheet date does not exceed the corporation’s 

authorized but unissued stock.

Primary Audit 

Objectives:

Valuation           

Accuracy            ✓

Presentation       ✓

✓

Primary Audit 

Objective:

Presentation        ✓

Several years ago, fi nancial 
headlines revealed that a 
number of companies have 

engaged in “backdating” of stock option grants to offi -
cers and employees. Some of these companies announced 
restatements of previously issued fi nancial statements 
as a result of the practice. The PCAOB has indicated that 

auditors should be alert to the risk that a company may not 
have properly accounted for stock options and, as a result, 
may have materially misstated its fi nancial statements. In 
cases where the risk of misstatement is signifi cant, the audi-
tors should react to the risk by considering assigning more 
experienced staff to the audit and evaluating the nature of 
the audit procedures to be performed for the options.

Illustrative Case Backdating of Stock Options
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Retained Earnings and Dividends

Audit work on retained earnings and dividends includes two major steps: (1) the analysis 

of retained earnings and any appropriations of retained earnings and (2) the review of 

dividend procedures for both cash and stock dividends.

On a fi rst-year audit, the analysis of retained earnings and any appropriations of 

retained earnings should cover the entire history of these accounts. Such an analysis is 

prepared for the permanent fi le and is updated during each annual audit. Credits to the 

Retained Earnings account ordinarily represent amounts of net income transferred from 

the Income Summary account. Debits to the Retained Earnings account ordinarily include 

entries for net losses, cash and stock dividends, and the creation or enlargement of appro-

priated reserves. Appropriations of retained earnings require specifi c authorization by the 

board of directors. The only verifi cation necessary for these entries is to ascertain that the 

dates and amounts correspond to the actions of the board.

In the verifi cation of cash dividends, the auditors usually will perform the following 

steps:

 1. Determine the dates and amounts of dividends authorized.

 2. Verify the amounts paid.

 3. Determine the amount of any preferred dividends in arrears.

 4. Review the treatment of unclaimed dividend checks.

The auditors’ analysis of dividend declarations may reveal the existence of cash 

dividends declared but not paid. These dividends must be shown as liabilities in the 

balance sheet. The auditors also may review the procedures for handling unclaimed 

dividends and ascertain that these items are recognized as liabilities. The amount of 

any accumulated dividends in arrears on preferred stock should be computed. If a 

closely held company has irregular dividend declarations or none at all, the auditors 

should consider whether the federal penalty surtax on reasonably accumulated retained 

earnings might be assessed. In the verifi cation of stock dividends, there is an addi-

tional responsibility of determining that the proper amounts have been transferred from 

retained earnings to capital stock and paid-in capital accounts for both large and small 

stock dividends.

The presentation of capital stock in the balance sheet should include a complete descrip-

tion of each issue. Information to be disclosed includes the title of each issue; par or 

stated value; dividend rate, if any; dividend preference; conversion and call provisions; 

number of shares authorized, issued, and in treasury; dividends in arrears, if any; and 

shares reserved for stock options or for conversions.

Treasury stock preferably is shown in the stockholders’ equity section, at cost, as 

a deduction from the combined total of paid-in capital and retained earnings. In many 

states, an amount of retained earnings equivalent to the cost of the treasury shares must 

be restricted. A note to the fi nancial statements discloses this restriction.

Changes in retained earnings during the year may be shown in a separate statement 

or combined with the income statement. A combined statement of income and retained 

earnings often is presented. In this form of presentation, the amount of retained earn-

ings at the beginning of the year is added to the net income fi gure, dividends paid are 

subtracted from the subtotal, and the fi nal fi gure represents the new balance of retained 

earnings.

One of the most signifi cant points to consider in determining the presentation of 

retained earnings in the balance sheet is the existence of any restriction on the use of this 

retained income. Agreements with banks, bondholders, and other creditors very com-

monly impose limitations on the payment of dividends. These restrictions must be fully 

disclosed in the notes to fi nancial statements.

Financial 
Statement 
Presentation of 
Stockholders’ 
Equity
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The details of the audit of long-term debt and equity accounts were discussed in this 

chapter. The chapter includes a description of the controls for these types of accounts and 

the audit procedures that auditors use to substantiate long-term debt and equity accounts. 

To summarize:

 1. The fi nancing cycle involves those activities of the company that are designed to 

obtain capital funds. It typically involves the issuance and repayment of debt and 

equity, as well as payment of interest and dividends. A primary concern for both of 

The transactions involving stockholders’ equity accounts generally are few in number, 

but material in amount. Because so few transactions occur, it usually is effi cient to make 

the analysis after the close of the period. In the fi rst audit of a new client, however, some 

preliminary work can be done in terms of obtaining and reviewing copies of the articles 

of incorporation and bylaws and analyzing the capital accounts.

For a continuing client, the auditors will often fi nd that audit time required will be 

small in relation to the dollars in these accounts and much less than is required for assets, 

liabilities, revenue, or expense. Thus, while the capital stock account often has a larger 

balance than the cash account, the audit work required for capital stock is usually far less.

Audit of Partnerships and Sole Proprietorships

Perhaps the most common reason for a small business to arrange for an independent audit 

is the need for audited fi nancial statements in order to obtain a bank loan. Often, when 

approached by the owners of a small business applying for a loan, a banker will request 

audited fi nancial statements as an aid to reaching a decision on the loan application.

Procedures for the Audit of Partners’ Accounts
A most signifi cant document underlying the partnership form of organization is the part-

nership contract. The auditors are particularly interested in determining that the distribu-

tion of net income has been carried out in accordance with the profi t-sharing provisions of 

the partnership contract. Maintenance of partners’ capital accounts at prescribed levels and 

restriction of drawings by partners to specifi ed amounts are other points often covered in 

the contract; compliance with these clauses should be verifi ed by the auditors in determining 

the propriety of the year’s entries in the capital accounts. Partners’ loan accounts also require 

reference to the partnership contract to determine the treatment intended by the partners.

Occasionally, the auditors may fi nd that a partnership is operating without any written 

agreement of partnership. This situation raises a question of whether profi ts have been 

divided in accordance with the understanding existing between the partners. For their 

own protection, the auditors may wish to obtain from each partner a written statement 

confi rming the balance in his or her capital account and approval of the method used 

in dividing the year’s earnings. They may also suggest that the fi rm develop a written 

 partnership agreement.

Procedures for the Audit of Sole Proprietorships
In general, the same principles described for the audit of corporate capital are applicable to 

the examination of the capital accounts and drawing accounts of a sole proprietorship or part-

nership. Analyses are made of all proprietorship accounts from the beginning of the business; 

the initial capital investment and any additions are traced to the cash and asset records; and 

the net income or loss for the period and any withdrawals are verifi ed. In the case of a sole 

proprietorship, a common source of diffi culty is the practice of intermingling business and 

personal transactions, making it necessary for the auditors to segregate personal net worth 

from business capital. Adjustments may also be required to transfer from expense accounts 

to the owner’s drawing account any personal expenditures paid with company funds.

Time of 
Examination— 
Stockholders’ 
Equity

Chapter 
Summary
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these types of transactions is proper authorization by the appropriate offi cial in the 

company or by the board of directors.

 2. Control over the issuance of bonds by a company is enhanced when an independent 

trustee represents the interest of the bondholders. The responsibilities of the trustee 

include monitoring the company’s compliance with the requirements of the bond agree-

ment and processing the payments of interest and principal to individual bondholders.

 3. Capital stock transactions are best controlled by employing a registrar/transfer agent 

who monitors the issuance of the company’s stock and handles transfers of shares 

between investors. In smaller companies, capital stock is controlled through the 

maintenance of a stock certifi cate book and a stockholders ledger.

 4. After the auditors obtain an understanding of the client and its environment, includ-

ing internal control over the fi nancing cycle, they will often perform only limited 

tests of controls because of the limited number of transactions typically involved. 

In audits of nonpublic companies, it is usually more effi cient to assess control risk 

at a high level and perform detailed substantive procedures for transactions. Internal 

controls must be tested in an integrated audit of a public company.

 5. In the audit of debt, the auditors’ primary substantive procedures will include vouch-

ing selected transactions occurring during the period, examining debt agreements, 

confi rming balances and terms, and evaluating compliance with restrictive covenants.

 6. The auditors’ primary substantive procedures for equity transactions will typically 

include vouching the major equity transactions occurring during the period, confi rm-

ing the number of shares outstanding with the registrar, and evaluating the company’s 

compliance with stock option plan requirements and other restricting agreements.

Debenture bond (605) An unsecured bond, dependent upon the general credit of the issuer.

Sinking fund (609) Cash or other assets set aside for the retirement of a debt.

Stock certifi cate book (615) A book of serially numbered certifi cates with attached stubs. Each 

stub shows the corresponding certifi cate number and provides space for entering the number of shares 

represented by the certifi cate, the name of the shareholder, and the serial number of the certifi cate 

surrendered in exchange for the new one. Surrendered certifi cates are canceled and replaced in the 

certifi cate book.

Stock registrar (615) An institution charged with responsibility for avoiding overissuance of a 

corporation’s stock. Every new certifi cate must be presented to the registrar for examination and 

registration before it is issued to a stockholder.

Stock transfer agent (615) An institution responsible for maintaining detailed records of shareholders 

and handling transfers of stock ownership.

Stockholders ledger (615) A record showing the number of shares owned by each stockholder. This 

is the basic record used for preparing dividend payments and other communications with shareholders.

Treasury stock (617) Shares of its own stock acquired by a corporation for the purpose of being 

reissued at a later date.

Trust indenture (605) The formal agreement between bondholders and the issuer as to the terms of 

the debt.

Key Terms 
Introduced or 
Emphasized in 
Chapter 15

 15–1. What does the trust indenture used by a corporation in creating long-term bonded indebted-

ness have to do with the payment of dividends on common stock?

 15–2. Long-term creditors often insist upon placing certain restrictions upon the borrowing com-

pany for the term of the loan. Give three examples of such restrictions, and indicate how each 

restriction protects the long-term creditor.

 15–3. Most corporations with bonds payable outstanding utilize the services of a trustee. What rela-

tion, if any, does this practice have to the maintenance of adequate internal control?

 15–4. What information should be requested by the auditors from the trustee responsible for an issue 

of debentures payable?

Review 
Questions
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 15–5. Palmer Company has issued a number of notes payable during the year, and several of these 

notes are outstanding at the balance sheet date. What sources of information should the audi-

tors use in preparing a working paper analysis of the notes payable? 

 15–6. Is the confi rmation of notes payable usually correlated with any other specifi c phase of the 

audit? Explain. 

 15–7. What is the principal reason for testing the reasonableness of the Interest Expense account in 

conjunction with the verifi cation of notes payable? 

 15–8. In addition to verifying the recorded liabilities of a company, the auditors should also give con-

sideration to the possibility that other unrecorded liabilities exist. What specifi c steps may be 

taken by the auditors to determine that all their client’s interest-bearing liabilities are recorded? 

 15–9. Audit procedures for examination of accounts receivable and notes receivable often include 

investigation of selected transactions occurring after the balance sheet date as well as transac-

tions occurring during the year under audit. Are the auditors concerned with notes payable 

transactions subsequent to the balance sheet date? Explain. 

 15–10. “Auditors are not qualifi ed to pass on the legality of a bond issue; this is a question for the 

company’s attorneys. It is therefore unnecessary for the auditors to inspect the bond inden-

ture.” Criticize the quotation. 

 15–11. Mansfi eld Corporation has outstanding an issue of 30-year bonds payable. There is no sinking 

fund for these bonds. Under what circumstances, if any, should this bond issue be classifi ed as 

a current liability? 

 15–12. Two assistant auditors were assigned by the auditor-in-charge to the verifi cation of long-term 

liabilities. Some time later, they reported to the auditor-in-charge that they had determined 

that all long-term liabilities were properly recorded and that all recorded long-term liabilities 

were genuine obligations. Does this determination constitute a suffi cient examination of long-

term liabilities? Explain. 

 15–13. Compare the auditors’ examination of owners’ equity with their work on assets and current 

liabilities. Among other factors to be considered are the relative amounts of time involved and 

the character of the transactions to be inspected. 

 15–14. What do you consider to be the most important control a corporation can adopt with respect to 

capital stock transactions? 

 15–15. What is the primary responsibility of an independent registrar with respect to capital stock? 

 15–16. In the audit of a small corporation not using the services of an independent stock registrar and 

stock transfer agent, what use is made of the stock certifi cate book by the auditors? 

 15–17. Describe the signifi cant features of a stock certifi cate book, its purpose, and the manner in 

which it is used. 

 15–18. You have been retained to perform an audit of Valley Products, a small corporation which has 

not been audited during the previous 10 years of its existence. How will your work on the 

Capital Stock account in this initial audit differ from that required in a repeat engagement? 

 15–19. Your new client, Black Angus Valley Ranch, is a small corporation with fewer than 100 stock-

holders. It does not utilize the services of an independent stock registrar or transfer agent. For 

your fi rst audit, you want to obtain or prepare a year-end list of stockholders showing the num-

ber of shares owned by each. From what source or record should this information be obtained? 

Explain. 

 15–20. Corporations sometimes issue their own capital stock in exchange for services and various 

assets other than cash. As an auditor, what evidence would you look for to determine the pro-

priety of the values used in recording such transactions? 

 15–21. In your second annual audit of a corporate client, you fi nd a new account in the general ledger 

called Treasury Stock, which has a balance of $306,000. Describe the procedures you would 

follow to verify this item. 

 15–22. In auditing the fi nancial statements of Foster Company, you observe a debit entry for $200,000 

labeled as Dividends in the Retained Earnings account. Explain in detail how you would 

 verify this entry. 

 15–23. Name three situations that might place a restriction on retained earnings, limiting or preventing 

dividend payments. Explain how the auditors might become aware of each such restricting factor. 

 15–24. Comment on the desirability of audit work on the owners’ equity accounts before the balance 

sheet date.
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 15–25. Delta Company has issued stock options to four of its offi cers, permitting them to purchase 

5,000 shares each of common stock at a price of $25 per share at any time during the next fi ve 

years. The president asks you what effect, if any, the granting of the options will have upon the 

balance sheet presentation of the stockholders’ equity accounts. 

 15–26. What errors are commonly encountered by the auditors in their examination of the capital and 

drawing accounts of a sole proprietor?

 15–27. The only long-term liability of Range Corporation is a note payable for $1 million secured 

by a mortgage on the company’s plant and equipment. You have audited the company annu-

ally for the three preceding years, during which time the principal amount of the note has 

remained unchanged. The maturity date is 10 years from the current balance sheet date. You 

are informed by the president of the company that all interest payments have been made 

promptly in accordance with the terms of the note. Under these circumstances, what audit 

work, if any, is necessary with respect to this long-term liability during your present year-end 

audit?

 15–28. During your annual audit of Walker Distributing Co., your assistant, Jane Williams, reports 

to you that, although a number of entries were made during the year in the general ledger 

account Notes Payable to Offi cers, she decided that it was not necessary to audit the account 

because it had a zero balance at year-end.

  Do you agree with your assistant’s decision? Discuss.

 15–29. You are engaged in the audit of the fi nancial statements of Armada Corporation for the year 

ended August 31, 20X0. The balance sheet, refl ecting all your audit adjustments accepted by 

the client to date, shows total current assets, $8,000,000; total current liabilities, $7,500,000; 

and stockholders’ equity, $1,000,000. Included in current liabilities are two unsecured notes 

payable—one payable to United National Bank in the amount of $900,000 due October 31, 

20X0; the other payable to First State Bank in the amount of $800,000 due September 30, 

20X0. On September 30, the last scheduled date for your audit fi eldwork, you learn that 

Armada Corporation is unable to pay the $832,000 maturity value of the First State Bank note, 

that Armada executives are negotiating with First State Bank for an extension of the due date 

of the note, and that nothing defi nite has been decided as to the extension.

 a. Should this situation be disclosed in the notes to Armada Corporation’s August 31  fi nancial 

statements?

 b. After the question of fi nancial statement disclosure has been resolved to the auditors’ sat-

isfaction, might this situation have any effect upon the audit report?

 15–30. You are retained by Columbia Corporation to audit its fi nancial statements for the fi scal year 

ended June 30. Your consideration of internal control indicates a fairly satisfactory condition, 

although there are not enough employees to permit an extensive separation of duties. The 

company is one of the smaller units in its industry, but it has realized net income of about 

$500,000 in each of the last three years.

Near the end of your fi eldwork, you overhear a telephone call received by the president of 

the company while you are discussing the audit with him. The telephone conversation indi-

cates that on May 15 of the current year the Columbia Corporation made an accommodation 

endorsement of a 60-day $430,000 note issued by a major customer, Brill Corporation, to its 

bank. The purpose of the telephone call from Brill was to inform your client that the note had 

been paid at the maturity date. You had not been aware of the existence of the note before 

overhearing the telephone call.

 a. From an ethical standpoint, do you think the auditors would be justifi ed in acting on infor-

mation acquired in this manner?

 b. Should the balance sheet as of June 30 disclose the contingent liability? Give reasons for 

your answer.

 c. Prepare a list of auditing procedures that might have brought the contingency to light. 

Explain fully the likelihood of detection of the accommodation endorsement by each pro-

cedure listed. 

 15–31. Valley Corporation established a stock option plan for its offi cers and key employees this year. 

Because the options granted have a higher option price than the stock’s current market price, 

the company has not recognized any cost for the options in the fi nancial statements. However, 

a note to the fi nancial statements includes all required disclosures.

LO 15-1, 5

LO 15-1, 4, 5

Required:

LO 15-1, 5

Required:

LO 15-1, 4, 5

Required:

LO 15-6, 7, 8, 9
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 a. Do you believe that Valley’s management has appropriately accounted for the stock option 

plan? Explain your answer.

 b. What responsibility do the auditors have for the information in the notes to the fi nancial 

statements?

 c. List the audit procedures, if any, that you believe should be applied to the stock option 

plan.

Required:

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

 15–32. Multiple Choice Questions

Select the best answer choice for each of the following, and justify your selection in a brief 

statement.

 a. Which of the following is least likely to be an audit objective for debt?

 (1) Determine the existence of recorded debt.

 (2) Establish the completeness of recorded debt.

 (3) Determine that the client has rights to receive proceeds relating to the redemption of 

debt.

 (4) Determine that the valuation of debt is in accordance with generally accepted account-

ing principles.

 b. The auditors would be most likely to fi nd unrecorded long-term liabilities by analyzing:

 (1) Interest payments.

 (2) Discounts on long-term liabilities.

 (3) Premiums on long-term liabilities.

 (4) Recorded long-term liability accounts.

 c. A likely reason that consideration of client compliance with debt provisions is important 

to an audit is that violation of such debt provisions may affect the total recorded:

 (1) Number of debt restrictions.

 (2) Current liabilities.

 (3) Long-term assets.

 (4) Capital stock.

 d. A transfer agent and a registrar are most likely to provide the auditor with evidence on:

 (1) Restrictions on the payment of accounts payable.

 (2) Shares issued and outstanding.

 (3) Preferred stock liquidation value.

 (4) Transfers occurring between management and related parties.

 e. The audit procedure of confi rmation is least appropriate with respect to:

 (1) The trustee of an issue of bonds payable.

 (2) Holders of common stock.

 (3) Holders of notes receivable.

 (4) Holders of notes payable.

 f. An auditor is most likely to trace treasury stock purchase transactions to the:

 (1) Numbered stock certifi cates on hand.

 (2) Articles of incorporation.

 (3) Year’s interest expense.

 (4) Minutes of the audit committee.

 g. In the continuing audit of a manufacturing company of medium size, which of the follow-

ing areas would you expect to require the least amount of audit time?

 (1) Owners’ equity.

 (2) Revenue.

 (3) Assets.

 (4) Liabilities.

LO 15-2

LO 15-5
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 h. The auditors can best verify a client’s bond sinking fund transactions and year-end 

balance by:

 (1) Recomputation of interest expense, interest payable, and amortization of bond dis-

count or premium.

 (2) Confi rmation with individual holders of retired bonds.

 (3) Confi rmation with the bond trustee.

 (4) Examination and count of the bonds retired during the year.

 i. The auditors’ plan for the examination of long-term debt should include steps that require 

the:

 (1) Verifi cation of the existence of the bondholders.

 (2) Examination of copies of debt agreements.

 (3) Inspection of the accounts payable subsidiary ledger.

 (4) Investigation of credits to the bond interest income account.

 j. All corporate capital stock transactions should ultimately be traced to the:

 (1) Minutes of the board of directors.

 (2) Cash receipts journal.

 (3) Cash disbursements journal.

 (4) Numbered stock certifi cates.

 k. Which of the following is most likely to be an audit objective in the audit of owners’ equity?

 (1) Establish that recorded owners’ equity includes all long-term debt and equity balances.

 (2) Determine that common stock is valued at current market value.

 (3) Determine that the presentation and disclosure of owners’ equity are appropriate.

 (4) Determine that the existence of recorded owner’s equity is in conformity with equity 

accounting rule valuations.

 l. In an audit of a sole proprietorship, a common diffi culty is lack of:

 (1) Segregation of personal net worth and business capital.

 (2) Availability of the owner.

 (3) Agreement as to the distribution between retained earnings and owners’ capital.

 (4) Proper measures of dividends.

 m. Which of the following questions would an auditor most likely include on an internal con-

trol questionnaire for notes payable?

 (1) Are assets that collateralize notes payable critically needed for the entity’s continued 

existence?

 (2) Are two or more authorized signatures required on checks that repay notes payable?

 (3) Are the proceeds from notes payable used for the purchase of noncurrent assets?

 (4) Are direct borrowings on notes payable authorized by the board of directors?

 n. The primary responsibility of a bank acting as registrar of capital stock is to:

 (1) Ascertain that dividends declared do not exceed the statutory amount allowable in the 

state of incorporation.

 (2) Account for stock certifi cates by comparing the total shares outstanding to the total in 

the shareholders’ subsidiary ledger.

 (3) Act as an independent third party between the board of directors and outside investors 

concerning mergers, acquisitions, and the sale of treasury stock.

 (4) Verify that stock is issued in accordance with the authorization of the board of direc-

tors and the articles of incorporation.

 o. Where an independent stock transfer agent is not employed and the corporation issues its 

own stocks and maintains stock records, canceled stock certifi cates should:

 (1) Be defaced to prevent reissuance and attached to their corresponding stubs.

 (2) Not be defaced but segregated from other stock certifi cates and retained in a canceled 

certifi cates fi le.

 (3) Be destroyed to prevent fraudulent reissuance.

 (4) Be defaced and sent to the secretary of state.

LO 15-1, 4, 5
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 p. An auditor most likely would inspect loan agreements under which an entity’s inventories 

are pledged to support management’s fi nancial statement assertion of:

 (1) Presentation and disclosure.

 (2) Valuation or allocation.

 (3) Existence or occurrence.

 (4) Completeness.

 q. An auditor usually obtains evidence of stockholders’ equity transactions by reviewing the 

entity’s:

 (1) Minutes of board of directors meetings.

 (2) Transfer agent’s records.

 (3) Canceled stock certifi cates.

 (4) Treasury stock certifi cate book.

 15–33. Match the following defi nitions (or partial defi nitions) to the appropriate term. Each term may 

be used once or not at all.

Defi nition (or Partial Defi nition) Term

 a.  An institution charged with responsibility for 
avoiding overissuance of a corporation’s stock

 b.  An institution responsible for maintaining detailed 
records of shareholders and handling changes of 
ownership of stock ownership

 c.  Cash or other assets set aside for the retirement of 
a debt

 d.  Shares of its own stock acquired by a corporation 
for the purpose of being reissued at a later date

 e.  The formal agreement between bondholders and 
the issuer as to the terms of the debt

1.  Common stock
2.  Debenture bond
3.  Sinking fund
4.  Stock certifi cate 

book
5.  Stock certifi cate 

holder
6.  Stock registrar
7.  Stock transfer agent
8.  Treasury stock
9.  Trust indenture

LO 15-5

LO 15-8

LO 15-1, 5, 6, 8

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

 15–34. Your client, Summerford, Inc., has a debt agreement with Valley City Bank that includes a 

number of restrictions and covenants. Violation of any restriction or covenant results in the 

entire amount of the debt becoming due immediately. For each of the following, provide audit 

procedures that will address whether Summerford has met the restriction or covenant.

 a. A current ratio of at least 1.5 to 1 must be maintained at year-end.

 b. No dividends may be paid in years in which there is a net loss. When there is net income, 

no more than one-half of the net income may be paid out in dividends.

 c. The accounts receivable and inventory serve as security on the loan.

 d. The total of the president’s and vice president’s salaries may not exceed $800,000 during 

the duration of the loan.

 e. Monthly payments as per the agreement are due by the 10th of the following month.

 15–35. Robert Hopkins was the senior offi ce employee at the Griffi n Equipment Company. He 

enjoyed the complete confi dence of the owner, William Barton, who devoted most of his 

attention to sales, engineering, and production problems. All fi nancial and accounting mat-

ters were entrusted to Hopkins, whose title was offi ce manager. Hopkins had two assistants, 

but their only experience in accounting and fi nancial work had been gained under Hopkins’s 

supervision. Barton had informed Hopkins that it was his responsibility to keep him (Barton) 

informed on the fi nancial position and operating results of the company but not to bother him 

with details.

The company was short of working capital and would occasionally issue notes payable in 

settlement of past-due open accounts to suppliers. The situations warranting the issuance of 

notes were decided upon by Hopkins, and the notes were drawn by him for signature by Bar-

ton. Hopkins was aware of the weakness in internal control and fi nally devised a scheme for 

defrauding the company through understating the amount of notes payable outstanding. He 

prepared a note in the amount of $24,000 payable to a supplier to whom several invoices were 

LO 15-1, 2, 5

LO 15-1, 2, 3, 4, 5

Problems
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past due. After securing Barton’s signature on the note and mailing it to the creditor, Hopkins 

entered the note in the Notes Payable account of the general ledger as $4,000, with an offset-

ting debit of $4,000 to Accounts Payable. Subsequently, when funds became available to the 

company, he paid the $20,000 of accounts payable that remained on the books.

Several months later when the note matured, a check for $24,000 plus interest was issued 

and properly recorded, including a debit of $24,000 to the Notes Payable account. Hopkins 

then altered the original credit in the account by changing the fi gure from $4,000 to $24,000. 

He also changed the original debit to Accounts Payable from $4,000 to $24,000. This altera-

tion caused the Notes Payable account to have a balance in agreement with the total of other 

notes outstanding. To complete the fraud, Hopkins called the supplier to whom the check had 

been sent and explained that the check should have been for only $4,000 plus interest.

Hopkins explained to the supplier that the note of $24,000 originally had been issued in 

settlement of a number of past-due invoices, but that while the note was outstanding, checks 

had been sent in payment of all the invoices. “In other words,” said Hopkins over the tele-

phone, “we made the mistake of giving you a note for those invoices and then going ahead 

and sending you checks for them as soon as our cash position had improved. Then we paid the 

note at maturity. So please excuse our mistakes and return the overpayment.” After review-

ing the record of invoices and checks received, the supplier agreed he had been overpaid by 

$20,000 plus interest and promptly sent a refund, which Hopkins abstracted without making 

any entry in the accounts.

 a. Assuming that an audit by CPAs was made while the note was outstanding, do you think 

that the $20,000 understatement of the Notes Payable account would have been detected? 

Explain fully the reasoning underlying your answer.

 b. If the fraud was not discovered while the note was outstanding, do you think that an audit 

subsequent to the payment of the note would have disclosed the fraud? Explain.

 c. What controls would you recommend for Griffi n Equipment Company to avoid fraud of 

this type?

 15–36. You have received confi rmations from the transfer agent and the registrar of Lowe Company 

as to the number of authorized and outstanding shares as of December 31, 20X1, Lowe’s 

year-end.  

 a. Which fi nancial statement assertions do these confi rmations most directly address?

 b. Provide a listing of additional auditing procedures likely to be necessary in the audit of 

Lowe’s common stock outstanding.

 15–37. You are engaged in the audit of Phoenix Corp., a new client, at the close of its fi rst fi scal 

year, April 30, 20X1. The accounts had been closed before the time you began your year-end 

fi eldwork.

You review the following stockholders’ equity accounts in the general ledger:

Required:

LO 15-6, 8, 9

LO 15-6, 8, 9

Capital Stock

  5/1/X0 CR1 500,000
  4/28/X1 J12-5 50,000

Paid-in Capital in Excess of Stated Value

  5/1/X0 CR1 250,000
  2/2/X1 CR10 2,500

Retained Earnings

4/28/X1 J12-5 50,000 4/30/X1 J12-14 800,000

Treasury Stock

9/14/X0 CP5 80,000 2/2/X1 CR10 40,000

Income Summary

4/30/X1 J12-13 5,200,000 4/30/X1 J12-12 6,000,000
4/30/X1 J12-14 800,000
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Other information in your working papers includes the following:

 1. Phoenix’s articles of incorporation fi led April 17, 20X0, authorized 100,000 shares of no-

par-value capital stock.

 2. Directors’ minutes include the following resolutions:

  4/18/X0 Established $50 per share stated value for capital stock.

  4/30/X0  Authorized issue of 10,000 shares to an underwriting syndicate for $75 per share.

  9/13/X0 Authorized acquisition of 1,000 shares from a dissident holder at $80 per share.

  2/1/X1  Authorized reissue of 500 treasury shares at $85 per share.

  4/28/X1  Declared 10 percent stock dividend, payable May 18, 20X1, to stockholders of 

record May 4, 20X1.

 3. The following costs of the May 1, 20X0, and February 2, 20X1, stock issuances were 

charged to the named expense accounts: Printing Expense, $2,500; Legal Fees, $17,350; 

Accounting Fees, $12,000; and SEC Fees, $150.

 4. Market values for Phoenix Corp. capital stock on various dates were:

  9/13/X0 $78.50 2/2/X1   $85.00

  9/14/X0 $79.00 4/28/X1 $90.00

 5. Phoenix Corp.’s combined federal and state income tax rates total 55 percent.

 a. Prepare the necessary adjusting journal entries at April 30, 20X1.

 b. Prepare the stockholders’ equity section of Phoenix Corp.’s April 30, 20X1, balance sheet.

Required:



CHAPTER

This chapter presents information about the manner in which auditors examine the 

client’s income statement accounts and the procedures and considerations involved in 

completing the audit engagement. These procedures and judgments, completed at or 

near the last day of fi eldwork, are important in determining the nature and content of 

the auditors’ report.

Auditing Operations

Today, with great emphasis being placed upon corporate earnings as an indicator 

of the health and well-being of corporations as well as of the overall economy, the 

income statement is of fundamental importance to management, stockholders, credi-

tors, employees, and the government. The relative level of corporate earnings is often 

a key factor in the determination of such issues as wage negotiations, income tax rates, 

subsidies, and government fi scal policies. In fact, accountants generally agree that the 

measurement of income is the most important single function of accounting. While this 

text has emphasized the relationships of revenues and expenses to various balance sheet 

accounts, this section presents additional details on the auditing of operations.

The doctrine of conservatism is a powerful force infl u-

encing decisions on revenues and expenses. The concept 

remains important in large part due to the subjectivity 

involved with many accounting estimates (as for expected 

future credit losses on receivables, lives of assets, and the 

warranty liability for products sold). Conservatism in the 

valuation of assets means that when two (or more) reason-

able alternative values are indicated, the accountant will 

choose the lower amount. For valuation of liabilities, the 

higher amount is chosen. Therefore, when applied to the income statement, the conser-

vatism concept results in a low or “conservative” income fi gure.

Most auditors have considerable respect for the doctrine of conservatism. In part, 

this attitude springs from the concept of legal liability to third parties. Financial state-

ments that understate fi nancial position and operating results almost never lead to legal 

action against the auditors involved. Nevertheless, auditors must recognize that over-

emphasis on conservatism in fi nancial reporting is a narrow and shortsighted approach 

to meeting the needs of our society. To be of greatest value, fi nancial statements should 

be neutral, rather than understate, fi nancial position and operating results. The FASB 

rejected conservatism as a desirable characteristic of accounting information, suggest-

ing that it is inconsistent with neutrality.

Auditors obtain evidence about many income statement accounts concurrently with 

related balance sheet accounts. Depreciation expense, for example, is most conveniently 

verifi ed along with the plant and equipment accounts. Once the existence and cost of 

depreciable assets are established, the verifi cation of depreciation expense is merely an 

additional step. On the other hand, to verify depreciation expense without fi rst establishing 

The Auditors’ 
Approach 
to Auditing 
Operations

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 16-1 Identify the audit objec-
tives for revenue and 
expense accounts.

 LO 16-2 Explain the relationships 
between revenue and 
expense accounts and 
balance sheet accounts.

 LO 16-3 Describe the nature of 
appropriate substan-
tive audit procedures to 
accomplish the objec-
tives for the audit of 
revenue and expense 
accounts.

 LO 16-4 Describe the fundamen-
tal controls over payroll.

 LO 16-5 Complete an audit plan 
for payroll.

 LO 16-6 Explain the types of 
procedures that are nec-
essary to complete the 
audit.

 LO 16-7 Describe the auditors’ 
responsibilities for the 
detection and evalua-
tion of various types of 
subsequent events.

 LO 16-8 Explain the steps 
involved in evaluating 
audit fi ndings.

 LO 16-9 Discuss the audi-
tors’ post-audit 
responsibilities.

16 Auditing Operations and 
Completing the Audit

Identify the audit objectives for 

revenue and expense accounts.

LO 16-1
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the nature and amount of assets owned and subject to depreciation would obviously be a 

cart-before-the-horse approach. The same line of reasoning suggests that the auditors’ work 

on inventories, especially in determining that inventory  transactions were accurately cut 

off at the end of the period, is a major step toward the verifi cation of the income statement 

fi gures for sales and cost of goods sold.

The auditors’ examination of operations should, however, be much more than an inciden-

tal by-product of the examination of assets and liabilities. They use a combination of cross-

referencing, analytical procedures, and analysis of specifi c transactions to bring to light 

errors, omissions, and inconsistencies not disclosed in the audit of balance sheet accounts.

Specifi cally, the objectives for the audit of revenues and expenses are to:

 1. Use the understanding of the client and its environment to consider inherent risks, 
including fraud risks, related to revenues and expenses.

 2. Consider internal control over revenues and expenses.

 3. Assess the risks of material misstatement of revenues and expenses and design further 

audit procedures that:

 a. Establish the occurrence of recorded revenue and expense transactions.

 b. Determine the completeness of recorded revenue and expense transactions.

 c. Establish the accuracy of revenue and expense transactions.

 d. Verify the cutoff of revenue and expense transactions.

 e. Determine that the presentation and disclosure of revenue and expense accounts are 

appropriate, including the proper classifi cation of amounts and the proper presenta-

tion of earnings-per-share data.

Revenue

The auditors’ review of revenue was considered in connection with accounts receivable in 

Chapter 11. In this section, we consider (1) the relationship of revenue to various balance 

sheet accounts and (2) the miscellaneous revenue account.

As pointed out previously, most revenue accounts are verifi ed by the auditors in conjunc-

tion with the audit of a related asset or liability. The following list summarizes the rev-

enue verifi ed in this manner:

Explain the relationships between 

revenue and expense accounts and 

balance sheet accounts.

LO 16-2

Relationship 
of Revenue to 
Balance Sheet 
Accounts Balance Sheet Item Revenue

Accounts receivable Sales
Notes receivable Interest
Securities and other investments Interest, dividends, gains on sales, share of 

investee’s income
Property, plant, and equipment Rent, gains on sale
Intangible assets Royalties

Miscellaneous revenue, by its very nature, is a mixture of minor items, some nonrecur-

ring and others likely to be received at irregular intervals. If the client’s personnel receive 

a cash payment and are not sure of the source, it is likely that it will be recorded as mis-

cellaneous revenue. Because of the nature of items often recorded in the Miscellaneous 

Revenue account, the auditors will obtain an analysis of the account. Among the items 

the auditors might fi nd improperly included as miscellaneous revenue are the following:

 1. Collections on previously written-off accounts or notes receivable, which should prop-

erly be recorded as a reduction of the allowance for uncollectible notes account.

 2. Write-offs of old outstanding checks or unclaimed wages. In many states, unclaimed 

properties revert to the state after statutory periods; in such circumstances, these write-

offs should be credited to a liability account rather than to miscellaneous revenue.

Miscellaneous 
Revenue
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 3. Proceeds from sales of scrap. Scrap sale proceeds generally should be applied to 

reduce cost of goods sold, under by-product cost accounting principles.

 4. Rebates or refunds of insurance premiums. These refunds should be offset against the 

related expense or unexpired insurance.

 5. Proceeds from sales of plant assets. These proceeds should be accounted for in the 

determination of the gain or loss on the assets sold.

The auditors should propose adjusting journal entries to classify correctly any material 

items of the types described in the preceding list that have been included in miscella-

neous revenue by the client. Before concluding the work on revenue, the auditors should 

perform analytical procedures and investigate unusual fl uctuations. Material amounts of 

unrecorded revenue, as well as signifi cant misclassifi cations affecting revenue accounts, 

may be discovered by these procedures.

Expenses

The auditors’ work relating to purchases and cost of goods sold was covered in Chapter 12. 

We are now concerned with audit procedures for other types of expenses.

Let us consider for a moment the expense accounts for which we have already outlined 

audit procedures in the chapters dealing with balance sheet topics:

Relationship 
of Expenses to 
Balance Sheet 
Accounts

Balance Sheet Item Expenses (and Costs)

Accounts and notes receivable Uncollectible accounts and notes expense
Inventories Purchases, cost of goods sold, and payroll
Property, plant, and equipment Depreciation, repairs and maintenance, and depletion
Intangible assets Amortization
Accrued liabilities Commissions, fees, bonuses, product warranty 

expenses, and others
Interest-bearing debt Interest

In the following sections, we shall complete our review of expenses by consider-

ing additional audit objectives and procedures for selling, general, and administrative 

expenses other than those listed above.

For other expenses not verifi ed in the audit of balance sheet accounts, the following sub-

stantive tests are appropriate:

 1. Perform analytical procedures related to the accounts.

 a. Develop an expectation of the account balance.

 b. Determine the amount of difference from the expectation that can be accepted with-

out investigation.

 c. Compare the company’s account balance with the expected account balance.

 d. Investigate signifi cant deviations from the expected account balance.

 2. Obtain or prepare analyses of selected expense accounts.

 3. Obtain or prepare analyses of critical expenses in income tax returns.

1. Perform Analytical Procedures Related to the Accounts.
a. Develop an Expectation of the Account Balance.
Auditors develop an expectation of the account balance by considering factors such 

as budgeted amounts, the prior-year audited balances, industry averages, relationships 

among fi nancial data, and relevant nonfi nancial data.

Substantive 
Procedures for 
Selling, General, 
and Administrative 
Expenses

Describe the nature of appropri-

ate substantive audit procedures 

to accomplish the objectives for 

the audit of revenue and expense 

accounts.

LO 16-3
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An effective budgeting program will reduce the risk of material misstatement, since 

budgets provide management with information as to expected amounts. The existence of 

these expected expense amounts increases the likelihood that errors will be detected by 

management, since any signifi cant discrepancy between budgeted and actual amounts 

receives timely attention.

The existence of a good budgeting program also helps the auditors in their audit of 

expense accounts. When the control over budgeting has been found to be effective, the 

budgeted amounts often provide the auditors with very good expected amounts for their 

analytical procedures.

One of the previously described audit objectives was to determine whether expenses 

had been correctly classifi ed. The classifi cation of such costs may affect net income. For 

example, manufacturing overhead costs may properly be carried forward as part of inven-

tory cost, whereas the expenses of selling, general, and administrative functions usually 

are deducted from revenue in the period incurred. The auditors’ review of the propriety 

of classifi cation of expenses can be linked conveniently with the comparison of amounts 

of the various expenses. Comparison of yearly totals is accomplished by inclusion of 

amounts for the preceding year on the auditors’ lead schedules or working trial balance, 

but this procedure may be supplemented by comparison of expenses on a month-by-

month basis.

Comparison of expense (as well as revenue) accounts with industry and nonfi nancial 

data is another means of bringing to light circumstances that require investigation. The 

auditors may also examine relationships between fi nancial and nonfi nancial information, 

such as between production records stated in gallons or pounds and the dollar amounts 

of sales.

b. Determine the Amount of Difference from the Expectation That Can Be 
Accepted without Investigation.
The auditors use their estimates of materiality to arrive at which differences are to be 

investigated and which might be expected to occur by chance. However, the extent of the 

assurance desired from the analytical procedure should also be considered.

c. Compare the Company’s Account Balance with the Expected Account Balance.
Comparisons of the revenue and expense accounts with expected amounts may reveal 

signifi cant differences that warrant investigation. Figure 16.1 illustrates a working paper 

that compares major income statement categories for the year under audit with the prior 

year amounts and industry averages.

d. Investigate Signifi cant Deviations from the Expected Account Balance.
The starting point for investigating signifi cant variations in expenses generally is inquiry 

of management. The auditors substantiate management’s explanations for signifi cant 

variations by various means, including analyses of accounts.

2. Obtain or Prepare Analyses of Selected Expense Accounts.
As a result of the above procedure, the auditors will have chosen certain expense accounts 

for further verifi cation. The client should be requested to furnish analyses of the accounts 

selected, together with related vouchers and other supporting documents, for the audi-

tors’ review.

Which expense accounts are most important for the auditors to analyze? The Ameri-

can Institute of Certifi ed Public Accountants (AICPA) has suggested investigation of 

(1) advertising, (2) research and development, (3) legal expenses and other professional 

fees, (4) maintenance and repairs, and (5) rents and royalties.1

1 See AICPA, Audit and Accounting Manual (New York, 2010), paragraph AAM 5400.170.
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    Concur
  C.M.

2/25/X4

        Footed.

        Agreed to the general ledger.

        Agreed to the prior year working papers.

        Amount is reasonable in relation to prior year results and industry statistics.

        See audit procedures performed on sales, R-1-2.

        Large increase in selling expenses is due to the addition of a salesperson to the sales staff. Based on a review

           of the payroll records, the increase in the amount appears reasonable.

        Decrease in tax rate is due to the realization of several thousand dollars in tax credits. See tax accrual

           working paper, 0-3.

Conclusion:

The comparative analysis revealed no unusual fluctuations that could not be adequately explained.

VMH
2/21/X4

R-1-4

Amount Percentage

20X2

CHEVIOT CORPORATION
Comparative Income Statement
Year Ended December 31, 20X3

20X3 Industry

Amount Percentage Percentage

Sales

Cost of goods sold

Gross profit

Selling expenses

General and
administrative
expenses

Income before taxes

Taxes

Net income

$5,487,842

3,746,583

1,741,259

554,841

796,347

390,071

128,732

261,339

$6,107,401

4,030,701

2,076,700

856,540

875,570

344,590

68,693

275,897

100%

68 

32 

10 

15 

7 

2 

5 

100%

66 

34 

14 

14 

6 

1 

5 

100%

65 

35 

15 
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3 
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FIGURE 16.1 Comparative Income Statement

The analyses of legal and other professional fees may disclose legal and audit fees 

properly chargeable to costs of issuing stock of debt instruments, or to costs of busi-

ness combinations. Also, the analysis of professional fees expense furnishes the names of 

attorneys to whom letters should be sent requesting information as to pending litigation 

and other loss contingencies. Figure 16.2 illustrates an analysis of the professional fees 

expense account.

3. Obtain or Prepare Analyses of Critical Expenses in Income Tax Returns.
Income tax returns generally require schedules for offi cers’ salaries, directors’ fees, taxes, 

travel and entertainment, contributions, and casualty losses. In addition to these, offi cers’ 

expense account allowances are presented in the analysis of offi cers’ salaries. Accord-

ingly, the auditors should obtain or prepare analyses of any of these expenses that were 

not analyzed when performing other audit steps. The auditors should bear in mind that 

details of these expenses will probably be closely scrutinized when the state or federal 

revenue agents examine the client’s tax returns.



Auditing Operations and Completing the Audit 635

The Audit of Payroll

The payroll in many companies is the largest operating cost and therefore deserves the close 

attention of management as well as the auditors. In the past, payroll frauds were common 

and often substantial. Today, however, such frauds may be more diffi cult to conceal for sev-

eral reasons: (1) extensive segregation of duties relating to payroll; (2) the use of computers, 

with proper controls, for preparation of payrolls; and (3) the necessity of fi ling frequent 

reports to the government listing employees’ earnings and tax withholdings.

The establishment of strong internal control over payroll remains important for several 

reasons. Although payroll frauds are less frequent today, the possibility of large-scale 

payroll fraud still exists. Such frauds may involve listing fi ctitious persons on the payroll, 

overpaying employees, and continuing employees on the payroll after their separation 

from the company. A second reason for emphasizing internal control over payroll is that 

a great mass of detailed information concerning hours worked and rates of pay must be 

Internal Control 
over Payroll

Describe the fundamental controls 

over payroll.

LO 16-4

KGL
2/15/X4

CMM
2/20/X4

R-3-7

Dec. 31, X3

Dec. 31, X3

      Footed and agreed to general ledger balance.

      Examined billing and copy of client’s check in payment thereof.

Conclusion:

  Professional fees expense is fairly presented in the adjusted amount of $34,800.

To capitalize May 2, X3, disbursement
as part of cost of land        K-1

6,000

$34,800

to R-3

6,000
                    6,000

AJE 41

Adjusted balance

AJE 41
Land
          Professional Fees
    To capitalize legal fees
     for acquiring land

Monthly retainer for legal
services—12 x $1,000

Fee for the audit

Fee for legal services relating
to acquisition of real property
adjoining Vancouver plant

Fee for legal services relating
to modification of installment
sales contract forms

Balance per Ledger

Hale and 
Hale

Jay & Wall,
CPAs

Hale and
Hale

Hale and
Hale

Various

CD 411

CD 602

DC 1018

Various

Mar. 5, X3

May 2, X3

Sept. 18, X3

Dec. 31, X3

Date Reference Payee

Acct. No. 547
CHEVIOT CORPORATION

Professional Fees Expense
Year Ended December 31, 20X3

Description Amount

$12,000

22,000

6,000

800

$40,800

`

`

FIGURE 16.2 Professional Fees Analysis
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processed quickly and accurately if workers are to be paid promptly and without error. 

Good employee relations demand that direct deposits to employee bank accounts or pay-

checks be processed on time and be free from error. As pointed out in previous chapters, 

internal control is a means of securing accuracy and dependability in accounting data as 

well as a means of preventing fraud.

Still another reason for emphasizing the importance of internal control over payroll is 

the existence of various payroll tax and income tax laws that require that certain payroll 

records be maintained and that payroll data be reported to the employee and to govern-

mental agencies. Complete and accurate records of time worked are also necessary if a 

company is to protect itself against lawsuits under the Fair Labor Standards Act.

To control payroll costs means to avoid waste and to obtain effi cient production from the 

dollars expended for services of employees. As a means of establishing control over payroll 

costs, many companies delegate to department heads and other supervisors responsibility 

for the control of costs in their respective units of the business. Budgets are prepared using 

estimates of departmental labor costs for the coming period. As the year progresses and 

actual labor costs are compiled, the controller submits monthly reports to top management 

comparing the budgeted labor costs and the actual labor costs for each department. The 

effectiveness of this control procedure will depend largely upon the extent to which top 

management utilizes these reports and takes action upon variances from the budget.

Most important of all controls over payroll is the division of payroll work among sev-

eral departments of the company. Payroll activities include the functions of (1) employ-

ment (human resources), (2) timekeeping, (3) payroll preparation and record keeping, 

and (4) distribution of pay to employees. For effective internal control, a separate depart-

ment of the company should handle each of these functions. These several phases of 

payroll activities will now be considered individually.

Employment (Human Resources)
The fi rst signifi cant step in establishing strong internal control over payroll should be taken 

by the human resources department when a new employee is hired. At this point, the autho-

rized rate of pay should be entered on a pay-rate record. The employee also should sign a 

payroll deduction authorization specifying any amounts to be withheld and a withholding 

tax exemption certifi cate. These records should be kept in the human resources department, 

but a notice of the hiring of the new employee, the rate of pay, and the payroll deductions 

should be sent to the payroll department. When a computer is used, this information will be 

keyed into an employee payroll master fi le. The human resources department, the payroll 

department, or data processing will enter the data into the computer system.

Under no circumstances should a name be added to the payroll without having received 

the formal authorization notice from the human resources department. When an employee’s 

rate of pay is changed, the new rate should be entered on the pay-rate record (often comput-

erized) that is maintained in the human resources department. An authorization for the new 

rate should be sent to the payroll department before the change can be made effective on the 

payroll. Upon termination of an employee, notice of termination should be sent from the 

human resources department to the payroll department. The work of the payroll department 

and the propriety of names and pay raises used in preparing the payroll, therefore, rest upon 

formal documents or computer input originating outside the payroll department.

Adequate internal control demands that the addition and removal of names from the 

company payroll, as well as rate changes and reclassifi cation of employees, be evidenced 

by written approval of an executive in the human resources department and by the head of 

the operating department concerned. To permit the payroll department to initiate changes 

in pay rates or to add names to the payroll without formal authorization from the human 

resources department increases the likelihood of fraud.

Timekeeping
The function of timekeeping consists of determining the number of hours (or units of 

production) for which each employee is to be paid. The use of electronic time-recording 

equipment is of considerable aid in establishing adequate internal control over the 
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time-keeping function. In addition, supervisors should maintain contact with subordinates 

and prepare time reports summarizing the use of labor.

Internal control can be improved by the practice of regular comparison of the time 

reports prepared by timekeepers or supervisors with time clock records showing the 

arrival and departure times of employees. If pay is based on piecework, a comparison 

may be made between the reports of units produced and the quantities that are added to 

the perpetual inventory records.

Salaried employees receiving a fi xed monthly or weekly salary may not be required to 

use time clocks. Some companies require salaried employees to fi ll out a weekly or semi-

monthly report indicating the time devoted to various activities. If a salaried employee 

is absent, the department head usually has authority to decide whether a pay reduction 

should be made.

Payroll Preparation and Record Keeping
In a manual system, the payroll department has the responsibility for computing the 

amounts to be paid to employees and for preparing all payroll records. It is important 

that the payroll department not perform the related functions of timekeeping, employ-

ment, or distribution of pay to employees. The output of the payroll department may 

be thought of as (1) the payroll checks or direct deposits (or pay envelopes, if wages 

are paid in cash); (2) individual employee statements of earnings and deductions; 

(3) a payroll journal; (4) an employees ledger, summarizing earnings and deductions 

for each employee; (5) a payroll distribution schedule, showing the allocation of pay-

roll costs to direct labor, overhead, and various departmental expense accounts; and (6) 

quarterly and annual reports to the government showing employees’ earnings and taxes 

withheld. If the client utilizes a centralized computer, many of these functions may be 

delegated to data processing.

In a computerized system, the payroll is calculated by the computer, using the work 

hours reported by the timekeeping department and the authorized pay rates and payroll 

deductions reported by the human resources department. In addition to preparing the pay-

roll journal, the payroll department prepares the payroll checks or the pay envelopes, if 

wages are paid in cash. Checks are then forwarded to the treasurer for signature.

Regardless of the system used, the auditors should expect the client’s system to include 

such basic records as time cards, payroll journals, labor distributions, and employee earn-

ings records. In a computerized system, some or all of these documents may exist only in 

computer-readable form.

Distributing Pay: Direct Deposit, Paychecks, or Cash
The distribution of pay through direct deposit, paychecks, or pay envelopes (with cash 

enclosed) should be performed by an individual who performs no other payroll activ-

ity. If pay is deposited directly into employee bank accounts, controls over that process 

are necessary, such as authorization of deposits by personnel in the treasurer’s depart-

ment. If pay is distributed as paychecks or pay envelopes, the task should be that of the 

paymaster.

Most companies that pay employees by check or direct deposit use a special payroll 

bank account. A voucher for the entire amount of the weekly payroll may be prepared in 

the general accounting department based on the payroll summary prepared in the payroll 

department. This voucher is sent to the treasurer, who issues a check on the general bank 

account for the amount of the payroll. The check is deposited in the special payroll bank 

account and checks or direct deposits to individual employees are drawn on the account. 

It also is the practice of some companies to require dual signatures on large checks and to 

have printed on the check a statement that this type of check is not valid if issued for an 

amount in excess of a specifi ed dollar amount.

If employees are paid in cash, the paymaster will use a copy of the payroll journal 

and the information on the payroll envelopes (both prepared by the payroll department) 

to fi ll the payroll envelopes with cash. The paymaster will require proof of identity when 

distributing checks or cash to employees and require them to sign a receipt for any cash 
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received. All checks or pay envelopes for an absent employee should be retained and nei-

ther returned to the payroll department nor turned over to another employee for delivery.

When wages are paid in cash, any unclaimed wages should be deposited in the bank 

and credited to a special liability account. Subsequent disbursement of these funds to 

employees then will be controlled by the necessity of drawing a check and preparing 

supporting documents. The dangers inherent in permitting unclaimed pay envelopes to be 

retained by the paymaster, returned to the payroll clerk, or intermingled with petty cash 

are apparent.

Typical of the questions to be posed by the auditors prior to the completion of an internal 

control questionnaire, a systems fl owchart, or other record of payroll controls are the fol-

lowing: Are employees paid by check or direct deposit? Is a payroll bank account main-

tained on an imprest basis? Are the activities of timekeeping, payroll compilation, payroll 

check signing, and paycheck distribution performed by separate departments or employ-

ees? Are all operations involved in the preparation of payrolls subjected to independent 

verifi cation before the paychecks are distributed? Are employee time reports approved by 

supervisors? Is the payroll bank account reconciled monthly by an employee having no 

other payroll duties?

After obtaining an understanding of the client and its environment, including internal 

control, the auditors will assess the risks of material misstatement and design further 

audit procedures, including:

 1. Perform tests of controls over payroll transactions for selected pay periods, including 

the following specifi c procedures:

 a. Compare names and wage or salary rates to records maintained by the human 

resources department.

 b. Compare time shown on payroll to time cards and time reports approved by 

supervisors.

 c. If payroll is based on piecework rates rather than hourly rates, reconcile earnings 

with production records.

 d. Determine basis of deductions from payroll and compare with records of deduc-

tions authorized by employees.

 e. Test extensions and footings of payroll.

 f. Compare total of payroll with total of payroll checks issued.

 g. Compare total of payroll with total of labor cost summary prepared by cost account-

ing department.

 h. If wages are paid in cash, compare receipts obtained from employees with payroll 

records.

 i. If wages are paid by check, compare paid checks with payroll and compare endorse-

ments to signatures on withholding tax exemption certifi cates.

 j. If wages are paid by direct deposit, compare listing of employee payments with 

payroll and direct deposit authorizations.

 k. Observe the use of time clocks by employees reporting for work and investigate 

time cards not used.

 2. Perform analytical procedures to test the reasonableness of payroll expense; for exam-

ple, develop an expectation about the amount of payroll expense by multiplying the 

amount of one pay period by the number of pay periods in the year.

 3. Investigate any extraordinary fl uctuations in salaries, wages, and commissions.

 4. Obtain or prepare a summary of compensation of offi cers for the year and compare to 

contracts, minutes of directors’ meetings, or other authorization.

 5. Test the period end accrual of payroll expense.

 6. Test computations of compensation earned under profi t-sharing or bonus plans.

Documentation of 
Internal Control 
for Payroll

Audit Plan 
for Payroll

Complete an audit plan for payroll.
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 7. Test commission earnings by examination of contracts and detailed supporting records.

 8. Test pension obligations by reference to authorized pension plans and supporting 

records.

Figure 16.3 relates these procedures to their primary audit objectives.

In addition to the preceding procedures, the auditors may plan a surprise observation 

of a regular distribution of paychecks to employees. The auditors’ objective in observ-

ing the distribution of checks or cash to employees on a regular payday is to determine 

that every name on the company payroll is that of a bona fi de employee presently on the 

job. This audit procedure is especially desirable if the various phases of payroll work are 

not suffi ciently segregated by departments to afford good internal control. The history of 

payroll frauds shows that permitting one person to have custody of employment records, 

time cards, paychecks, and employees’ earnings records has often led to the entering of 

fi ctitious names on the payroll and to other forms of fraud, such as use of excessive pay 

rates and continuance of pay after the termination of an employee. When performing this 

procedure, the auditors fi rst will determine that they have possession of all the checks or 

envelopes comprising the payroll. They will then accompany representatives of the client 

around the plant as all the checks or envelopes are distributed to employees. It is essential 

that the auditors establish the identity of each employee receiving payment.

The statement of cash fl ows is prepared from other fi nancial statements and from analy-

ses of increases and decreases in selected account balances. The amounts included in 

the statement of cash fl ows are audited in conjunction with the audit of balance sheet 

and income statement accounts. Thus, limited substantive procedures are necessary. The 

auditors merely compare the amounts included in the statement of cash fl ows to other 

fi nancial statement balances and amounts included in audit working papers.

Since receipts and payments must be classifi ed in the statement of cash fl ows as to 

whether they are from operating, investing, or fi nancing activities, the presentation and 

disclosure audit objective is especially important. The auditors should determine that the 

concept of cash or cash and cash equivalents analyzed in the statement agrees with an 

amount shown on the balance sheet. Finally, the auditors should ascertain that a statement 

of cash fl ows is presented for each year for which an income statement is presented.

Completing the Audit

The auditors’ report should not be dated prior to the date they have gathered suffi cient, 

appropriate evidence. This date is often the last day of fi eldwork but it may be a later date. 

Therefore, the auditors’ opinion on the fi nancial statements is based on all evidence gath-

ered by the auditors up to the date of the audit report and any other information that 

Audit of the 
Statement of 
Cash Flows

Explain the types of procedures 

that are necessary to complete the 

audit.
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comes to their attention between that date and the issuance of the fi nancial statements. To 

be effective, certain audit procedures described in previous chapters cannot be completed 

before the end of the audit. Among those procedures are the following:

 1. Search for unrecorded liabilities.

 2. Review the minutes of meetings.

 3. Perform fi nal analytical procedures.

 4. Perform procedures to identify loss contingencies.

 5. Perform the review for subsequent events.

 6. Obtain the representation letter.

As discussed in Chapter 14, auditors should be alert for unrecorded payables. The search 

for unrecorded liabilities includes procedures performed near the date of the auditors’ 

report, such as examining subsequent cash disbursements. These procedures are designed 

to detect liabilities that existed at year-end but were omitted from the liabilities recorded 

in the client’s fi nancial statements.

The auditors should review the minutes of meetings of stockholders and directors, 

including important subcommittees of directors such as the audit committee and the 

investment committee. This review includes meetings held through the date of the audit 

report. In completing the audit, the auditors should determine that they have considered 

all minutes, including those for meetings subsequent to year-end. They will also obtain 

written representation from management that all minutes have been made available.

The discussion of analytical procedures in Chapter 5 pointed out that they should be 

performed as a part of the auditors’ risk assessment as well as near the end of the audit. 

Those performed near the end of the audit assist the auditors in assessing the validity of 

the conclusions reached, including the opinion to be issued. This fi nal review may identify 

areas that need to be examined further as well as provide a consideration of the adequacy 

of data gathered in response to unusual or unexpected relationships identifi ed during the 

audit. AICPA AU-C 240 (PCAOB 316) specifi cally requires auditors to evaluate whether 

analytical procedures performed as substantive procedures or in the overall review stage 

indicate a previously unrecognized risk of material misstatement due to fraud.

A loss contingency may be defi ned as a possible loss, stemming from past events that 

will be resolved as to existence and amount by some future event. Central to the concept 

of a contingent loss is the idea of uncertainty—uncertainty as to both the amount of loss 

and whether, in fact, any loss has been incurred. This uncertainty is resolved when some 

future event occurs or fails to occur.

Most loss contingencies may also appropriately be called contingent liabilities. 
Loss contingencies, however, is a broader term, encompassing the possible impairment 

of assets as well as the possible existence of liabilities. The audit problems with respect 

to loss contingencies are twofold. First, the auditors should determine the existence of 

the loss contingencies. Because of the uncertainty factor, most loss contingencies do not 

appear in the accounting records, and a systematic search is required if the auditors are 

to have reasonable assurance that no important loss contingencies have been overlooked. 

Second, the auditors should appraise the probability that a loss has been incurred and its 

amount. This is made diffi cult both by the uncertainty factor and also by the tendency of 

the client management to maintain at least an outward appearance of optimism.

In FASB ASC 450-20, “Loss Contingencies,” the Financial Accounting Standards Board 

set forth the criteria for accounting for loss contingencies. Such losses should be refl ected 
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in the accounting records when both of the following conditions are met: (1) Information 

available prior to the issuance of the fi nancial statements indicates that it is probable that a 

loss has been sustained before the balance sheet date, and (2) the amount of the loss can be 

reasonably estimated. Recognition of the loss may involve either recognition of a liability 

or reduction of an asset. When a loss contingency has been accrued in the accounts, it is 

usually desirable to explain the nature of the contingency in a note to the fi nancial state-

ments and to disclose any exposure to loss in excess of the amount accrued.

Loss contingencies that do not meet both of the above criteria should still be disclosed 

in a note to the fi nancial statements when there is at least a reasonable possibility that a 

loss has been incurred. This disclosure should describe the nature of the contingency and, 

if possible, provide an estimate of the possible loss. If the amount of possible loss cannot 

be reasonably estimated, the disclosure should include either a range of loss or a state-

ment that an estimate cannot be made.

Certain contingent liabilities traditionally have been disclosed in fi nancial statement 

notes even though the possibility that a loss has occurred is remote. Such items include 

notes receivable discounted and guarantee endorsements. With the exception of those 

items for which disclosure is traditional, disclosure need not be made of loss contingen-

cies when the possibility of loss is remote.

The procedures undertaken by auditors to identify the existence of loss contingencies 

and to assess the probability of loss vary with the nature of the contingent item. Regard-

less of the procedures performed, it is important that they be extended to near the date of 

the auditors’ report, so that the auditors have the latest available information to evaluate 

the fi nancial statement presentation and disclosure of loss contingencies. To illustrate 

these types of procedures, we will discuss several of the more frequent types of contin-

gencies warranting fi nancial statement disclosure.

Litigation
Perhaps the most common loss contingency appearing in the fi nancial statements is that 

stemming from actual or potential litigation. AICPA AU-C 501 (PCAOB 337) provides 

guidance in this area and requires that auditors design and perform audit procedures to 

identify litigation, claims, and assessments that may give rise to a risk of material mis-

statement, including:

 • Inquiring about these matters with management and others in the organization, includ-

ing in-house legal counsel.

 • Obtaining from management a description and evaluation of litigation, claims, and 

assessments, including identifi cation of those matters referred to legal counsel.

 • Reviewing (1) minutes of meetings of those charged with governance, (2) docu-

ments in management’s possession regarding litigation, claims, and assessments, and 

(3) correspondence with legal counsel.

 • Reviewing legal expense accounts and invoices from legal counsel.

When actual or potential litigation is identifi ed, the auditors obtain evidence relevant to 

identifying the cause, degree of probability of an unfavorable outcome, and the amount 

of potential loss.

Unless the above audit procedures indicate no actual or potential litigation, claims, 

or assessments, the auditors should directly communicate with the client’s external legal 

counsel through a letter of inquiry prepared by management and sent by the auditors. 

The letter should ask legal counsel to reply as of a date approximating the estimated date 

of the audit report to allow the auditors to receive the most current information possible. 

The letter of inquiry asks legal counsel to corroborate the information provided by man-

agement and to comment on those areas where their views differ from those of management. 

Legal counsel is also requested to identify any pending claims, litigation, or assessments that 

have been omitted from management’s list. If in-house legal counsel has primary responsibil-

ity for any particular litigation, claim, or assessment, similar information should be requested 

of them, although this is not a substitute for seeking the information from external counsel.
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The note of another large corporation contained the following note concerning contin-

gent liabilities:

Income Tax Disputes
The necessity of estimating the income tax liability applicable to the year under audit was 

discussed in Chapter 14. In addition to the taxes relating to the current year’s income, uncer-

tainty often exists concerning the amount ultimately payable for prior years. A lag of two 

or three years often exists between the fi ling of income tax returns and the fi nal settlement 

after review by the Internal Revenue Service (IRS). Disputes between the taxpayer and the 

IRS may create contingent liabilities not settled for several more years. The auditors should 

determine whether internal revenue agents have examined any returns of the client since the 

preceding audit and, if so, whether any additional taxes have been assessed. In addition, the 

auditors should review any correspondence with the IRS and any other regulatory agencies.

Accommodation Endorsements and Other Guarantees of Indebtedness
The endorsement of notes of other concerns or individuals is very seldom recorded in the 

accounts, but may be refl ected in the minutes of directors’ meetings. The practice is more 

common among small concerns—particularly when one person has a proprietary interest in 

several companies. Offi cers, partners, and sole proprietors of small organizations should be 

questioned as to the existence of any contingent liability from this source. Inquiry should 

A number of suits are pending against the Company as the result of accidents in prior years 
involving airplanes manufactured by the Company. It is believed that insurance carried by the 
Company is suffi cient to protect it against loss by reason of suits involving the lives of passengers 
and damage to aircraft. Other litigation pending against the Company involves no substantial 
amount or is covered by insurance.

The Company is a party to a number of lawsuits and claims (some of which are for sub stantial 
amounts) arising out of the conduct of its business, including those relating to commercial trans-
actions, product liability, and environmental, safety, and health matters. While the ultimate 
results of lawsuits or other proceedings against the Company cannot be predicted with certainty, 
management does not expect that these matters will have a material adverse effect on the con-
solidated fi nancial position or results of operations of the Company.

The letter of inquiry should also include a list of certain unasserted claims on which 

individuals or organizations have not yet taken legal action against the company. An unas-

serted claim should be on the list if the legal counsel has devoted substantive attention to it 

and if it is (1) probable that a claim will be asserted and (2) reasonably possible that a loss 

will result. The letter of inquiry should request that the legal counsel comment on those 

matters on which its views concerning the description or evaluation of the matter differ 

from those stated by management. However, if management fails to list an unasserted 

claim, legal counsel is not required to describe the claim in the reply to the auditors; the 

lawyer is, however, generally required to inform the client of the omission and to consider 

resignation if the client fails to inform the auditors about the claim. For this reason, audi-

tors should always consider carefully the reasons for any legal counsel’s resignation.

What should the auditors do if the client’s legal counsel refuses to respond appropri-

ately to the letter of inquiry or management refuses to provide the auditors with permis-

sion to communicate with legal counsel? In these situations, the auditors should attempt 

to obtain evidence by performing alternative procedures. If the auditors are unable to 

obtain suffi cient appropriate audit evidence by performing alternative audit procedures, 

they should modify their opinion due to the lack of suffi cient appropriate audit evidence, 

as discussed in Chapter 17.

Illustration of Disclosure
The following note to the fi nancial statements of an aircraft manufacturer illustrates the 

disclosure of the contingent liability associated with pending litigation.
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Focus on the Electronics Industry
The electronics industry and other high-technology enterprises may fi nd themselves liable for 
remediation of environmental contamination. As described in an AICPA industry Audit Risk Alert, 
Superfund legally empowers the United States Environmental Protection Agency to seek recov-
ery from both current and previous owners or operators of a contaminated site, or anyone who 
generated or transported hazardous substances to or from such a site. The use of toxic or haz-
ardous materials in the electronics industry or the manufacturing of by-products that adversely 
affect the environment may create environmental cleanup issues. Various professional pro-
nouncements released interpret FASB No. 5 for environmental matters to help companies deter-
mine when it is appropriate to disclose or possibly accrue liabilities for such matters.

Commitments
Closely related to contingent liabilities are obligations termed commitments. The audi-

tors may discover during their audit any of the following commitments: inventory pur-

chase commitments, commitments to sell merchandise at specifi ed prices, contracts for 

the construction of plant and equipment, pension or profi t-sharing plans, long-term oper-

ating leases of plant and equipment, employee stock option plans, and employment con-

tracts with key offi cers. A common characteristic of these commitments is the contractual 

obligation to enter into transactions in the future.
To illustrate the relationship of a commitment to a loss contingency, assume that a 

manufacturer commits to sell a substantial part of its output at a fi xed price over the next 

three years. At the time of forming the agreement, the manufacturer, of course, believes 

the arrangement to be advantageous. However, it is possible that rising price levels may 

transform the fi xed price sales agreement into an unprofi table one, requiring sales to be 

made at prices below manufacturing cost. Such circumstances may warrant recognition 

of a loss in the fi nancial statements.

All classes of material commitments may be described in a single note to fi nancial 

statements, or they may be included in a “Contingencies and Commitments” note.

General Risk Contingencies
In addition to loss contingencies and commitments, all businesses face the risk of loss 

from numerous factors called general risk contingencies. A general risk contingency 

represents a loss that might occur in the future, as opposed to a loss contingency that 

might have occurred in the past. Examples of general risk contingencies are threat of a 

strike or consumer boycott, risk of price increases in essential raw materials, and risk of 

a natural catastrophe.

Since the events that might produce a loss actually have not occurred and they are 

part of the general business environment, general risk contingencies ordinarily need not 
be disclosed in fi nancial statements. The lack of insurance coverage is a general risk 

also be made as to whether any collateral has been received to protect the company. The 

auditors may also decide to confi rm written or oral guarantees or other contingent liabilities 

with appropriate fi nancial institutions, using a specially designed confi rmation letter.

Accounts Receivable Sold or Assigned with Recourse
When accounts receivable are sold or assigned with recourse, a guarantee of collectibil-

ity is given. Authorization of such a transaction should be revealed during the auditors’ 

reading of the minutes, and evidence of such agreements also may be found during the 

examination of transactions and correspondence with fi nancial institutions. Confi rmation 

by direct communication with the purchaser or assignee is necessary for any receivables 

sold or assigned.

Environmental Issues
Environmental remediation liability laws, written at all levels of government, are increas-

ingly leading to both contingent and accrued liabilities. The Resource, Conservation, and 

Recovery Act, Superfund, and various clean air and water acts create potential liability for 

companies, as illustrated in the following example focusing on the electronics industry.
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contingency. Neither the adequacy nor the lack of insurance coverage is required to be 

presented in fi nancial statements.

The Auditors’ Procedures for Loss Contingencies
An overview of the auditors’ procedures to detect and evaluate loss contingencies is 

described below.

 1. Review the minutes of directors’ meetings to the date of completion of fi eldwork. 

Important contracts, lawsuits, and dealings with subsidiaries are typical of matters 

discussed in board meetings that may involve loss contingencies.

 2. Send a letter of inquiry to the client’s lawyer requesting:

 a. A description (or evaluation of management’s description) of the nature of pending 

and threatened litigation and tax disputes.

 b. An evaluation of the likelihood of an unfavorable outcome in the matters described.

 c. An estimate of the probable loss or range of loss, or a statement that an estimate 

cannot be made.

 d. An evaluation of management’s description of any unasserted claims that, if 

asserted, have a reasonable possibility of an adverse outcome.

 e. A statement of the amount of any unbilled legal fees.

 3. Send confi rmation letters to fi nancial institutions to request information on contingent 

liabilities of the company.

 4. Review correspondence with fi nancial institutions for evidence of accommodation 

endorsements, guarantees of indebtedness, or sales or assignments of accounts receivable.

 5. Review reports and correspondence from regulatory agencies to identify potential 

assessments or fi nes.

 6. Obtain a representation letter from the client indicating that all liabilities known to 

offi cers are recorded or disclosed.

Evidence not available at the close of the period under audit often becomes available 

before the auditors fi nish their fi eldwork and issue their audit report. The CPA’s opin-

ion on the fairness of the fi nancial statements may be changed considerably by these 

subsequent events. The term subsequent event refers to an event occurring after the 

date of the balance sheet but prior to the date of the auditors’ report (the date on which 

the auditors have obtained suffi cient appropriate audit evidence to support their opinion). 

FASB ASC 855 divides subsequent events into two broad categories: (1) those providing 

additional evidence about facts existing on or before the balance sheet date (“recognized 

subsequent events”), and (2) those involving facts coming into existence subsequent to 

the balance sheet date (“nonrecognized subsequent events”).

Type 1 Subsequent Events
The fi rst type of subsequent event provides additional evidence as to conditions that 
existed at the date of the fi nancial statements. This type of subsequent event 

requires that the fi nancial statement amounts be adjusted to refl ect the changes in esti-

mates resulting from the additional evidence.

As an example, let us assume that a client’s accounts receivable at December 31 

included one large account and numerous small ones. While management regarded the 

large account’s balance as fully collectible at year-end, during the course of the audit the 

customer entered bankruptcy. The auditors’ procedures revealed that, although the bank-

ruptcy occurred early in January, the fi nancial strength of the customer had deteriorated 

before December 31, and the client was simply in error in believing the receivable to be 

fully collectible at that date. Accordingly, the auditors recommended an increase in the 

December 31 allowance for uncollectible accounts. Evidence becoming available after 

the balance sheet date through the date of issuance of the auditors’ report should be used 

in making judgments about the valuation of receivables.

Perform the 
Review for 
Subsequent 
Events

Describe the auditors’ respon-

sibilities for the detection and 

evaluation of various types of sub-

sequent events.

LO 16-7
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Other examples of this fi rst type of subsequent event include the following:

 1. Customers’ checks included in the cash receipts of the last day of the year prove to be 

uncollectible and are charged back to the client’s account by the bank. If the checks 

were material in amount, an adjustment of the December 31 cash balance may be nec-

essary to exclude the checks now known to be uncollectible.

 2. A new three-year union contract signed two weeks after the balance sheet date pro-

vides evidence that the client has materially underestimated the total cost to complete 

a long-term construction project on which revenue is recognized by the percentage-of-

completion method. The amount of income (or loss) to be recognized on the project in 

the current year should be recomputed using revised cost estimates.

 3. Litigation pending against the client is settled shortly after the balance sheet date, 

and the amount owed by the client is material. This litigation was to be disclosed in 

notes to the fi nancial statements, but no liability had been accrued because at year-

end no reasonable estimate could be made as to the amount of the client’s loss. Now 

that appropriate evidence exists as to the dollar amount of the loss, this loss contin-

gency meets the criteria for accrual in the fi nancial statements, rather than mere note 

disclosure.

Type 2 Subsequent Events
The second type of subsequent event involves conditions that arose after the date of 
the fi nancial statements. These events do not require adjustment to the dollar amounts 

shown in the fi nancial statements, but they should be disclosed in the fi nancial statement 
notes if the statements otherwise would be misleading. To illustrate, assume that shortly 

after the balance sheet date a client sustains an uninsured fi re loss destroying most of its 

plant assets. The carrying value of plant assets should not be reduced in the balance sheet 

because these assets were intact at year-end. However, people analyzing the fi nancial 

statements would be misled if they were not advised that most of the plant assets are no 

longer in a usable condition.

Other examples of nonrecognized subsequent events occurring after the balance sheet 

date but before the release of the fi nancial statements include:

 • Sale of a bond or capital stock.

 • A business combination with another company.

 • Settlement of litigation when the event giving rise to the claim took place after the bal-

ance sheet date.

 • Loss of plant or inventories due to a fi re

 • Losses on receivables resulting from conditions (e.g., a customer’s major casualty) 

arising after the balance sheet date.

 • Changes in the fair value of assets or liabilities or foreign exchange rate.

If the fi nancial statements would be misleading without such disclosure, any such sub-

sequent event should be reported in the fi nancial statement notes with an estimate of the 

fi nancial effect, or a statement that such an estimate cannot be made. Other subsequent 

events that relate less directly to accounting matters are less likely to be disclosed in the 

fi nancial statements (e.g., an employee strike, introduction of a new line of products, or 

death of an executive).

Pro Forma Statements as a Means of Disclosure
Occasionally subsequent events may be so material that supplementary pro forma fi nan-
cial statements should be prepared giving effect to the events as if they had occurred 

as of the balance sheet date. The pro forma statements (usually a balance sheet only) 

may be presented in columnar form next to the audited fi nancial statements. This form 

of disclosure is used only when the subsequent event has a signifi cant effect upon the 

asset structure or capital structure of the business. An example would be a business 

combination.
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Distinguishing between the Two Types of Subsequent Events
In deciding whether a particular subsequent event should result in an adjustment to the 

fi nancial statements or a note disclosure, the auditor should carefully consider when 
the underlying conditions came into existence. For example, assume that shortly after the 

balance sheet date, a major customer of the audit client declares bankruptcy, with 

the result that a large receivable previously considered fully collectible now appears to be 

uncollectible. If the customer’s bankruptcy resulted from a steady deterioration in fi nan-

cial position, the subsequent event provides evidence that the receivable actually was 

uncollectible at year-end, and the allowance for doubtful accounts should be increased. 

On the other hand, if the customer’s bankruptcy stemmed from a casualty (such as a fi re) 

occurring after year-end, the conditions making the receivable uncollectible came into 

existence after the balance sheet date. In this case, the subsequent event should be dis-

closed in a note to the fi nancial statements.

Audit Procedures Relating to Subsequent Events
For the period after year-end through the date of the auditors’ report, the auditors should 

perform audit procedures to obtain suffi cient appropriate audit evidence that all subse-

quent events that require adjustment or disclosures in the fi nancial statements have been 

identifi ed. During this period, the auditors should determine that proper cutoffs of cash 

receipts and disbursements and sales and purchases have been made, and they should 

examine data to aid in the evaluation of assets and liabilities as of the balance sheet date. 

In addition, the auditors should:

 1. Obtain an understanding of management’s procedures to ensure that subsequent events 

are identifi ed.

 2. Inquire of management (and those charged with governance) about whether subse-

quent events have occurred.

 3. Read available minutes of directors, stockholders, and appropriate committee meet-

ings that have been held after the date of the fi nancial statements and inquire about 

matters discussed at any such meeting for which minutes are not yet available.

 4. Read the company’s latest subsequent interim fi nancial statements, if any.

Generally, the auditors’ responsibility for performing procedures to gather evidence as 

to subsequent events extends only through the date of the audit report. However, even after 

completing normal audit procedures, the auditors are responsible for evaluating subsequent 

events that come to their attention prior to the report release date. Suppose, for example, 

that the auditors completed their work for a December 31 audit on February 3 and thereafter 

began drafting their report. On February 11, before issuing their report, the client informed 

the auditors that the client had settled a lawsuit on that day by a substantial payment. In 

such a circumstance, generally accepted accounting principles require that the liability be 

established in the December 31 balance sheet. If the adjustment does not also require a note 

disclosure, the audit report ordinarily continues to be dated as of the date the auditor had suf-

fi cient audit evidence,  February 3. If a related note disclosure is necessary, auditors have two 

methods available for dating the audit report. They may dual-date their report “February 3, 

except for Note X, as to which the date is February 11.” Alternatively, they might decide to 

return to the client’s facilities for further review of subsequent events through the date of the 

subsequent event, February 11; in this case, the audit report would bear that date only.

Dual-dating extends the auditors’ responsibility for disclosure through the later date 

only with respect to the specifi ed item. Using the later date for the date of the report 

extends the auditors’ responsibility with respect to all areas of the fi nancial statements. 

Finally, in the unusual circumstance in which the client does not agree to properly refl ect 

the event, the departure from generally accepted accounting principles may result in 

either a qualifi ed or adverse opinion.

Figure 16.4 summarizes the auditors’ responsibilities for subsequent events with 

respect to the balance sheet date, the date of the audit report, and date the auditors grant 

the client permission to use the audit report—the report release date.
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The Auditors’ S-1 Review in an SEC Registration
The Securities Act of 1933 (Section 11 [a]) extends the auditors’ liability in connection with 

the registration of new securities with the Securities and Exchange Commission (SEC) to 

the effective date of the registration statement—the date on which the securities may be 

sold to the public. In many cases, the effective date of the registration statement may be 

several weeks or even months later than the date the auditors completed their fi eldwork. 

Accordingly, on or as close as practicable to the effective date, the auditors return to the 

client’s facilities to conduct an S-1 review, so-called because of the “Form S-1” title of 

the traditional SEC registration statement for new securities issues. In addition to complet-

ing the subsequent events review described in the preceding section, the auditors should 

read the entire prospectus and other pertinent portions of the registration statement. They 

should also inquire of offi cers and other key executives of the client whether any events not 

reported in the registration statement have occurred that require amendment of the registra-

tion statement to prevent the audited fi nancial statements therein from being misleading.

Chapter 5 included a general description of the representation letter that the audi-

tors should obtain from management. The primary purpose of the representation letter 

is to have the client’s principal offi cers acknowledge that they are primarily responsible 

for the fairness of the fi nancial statements. Since the fi nancial statements must refl ect all 

material subsequent events, the representation letter should be dated as of the date of the 

audit report. As indicated in Chapter 5, while representation letters are part of the audit 

evidence the auditors obtain, they are not a substitute for the application of other neces-

sary audit procedures. Thus, for example, obtaining a management representation as to 

the reasonableness of the estimated allowance for doubtful accounts should not result in 

fewer other audit procedures relating to that account.

Throughout the course of the audit, the auditors accumulate and communicate to manage-

ment all misstatements identifi ed, other than those the auditors believe to be trivial. Because 

the fi nancial statements are the representations of management, management makes the 

fi nal decision as to whether to approve and record any adjustments and disclosures. In some 

circumstances, management may propose alternative amounts for the adjustments and dis-

closures. Since the auditors’ responsibility is to express an opinion on the fi nancial state-

ments, unresolved differences between the auditors and management with respect to such 
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adjustments may result in modifi cation of the auditors’ report. Also, if any adjusting entries 

are not recorded, management must represent to the auditors (in the representation letter) 

that management believes the adjustments to be immaterial. Of course the auditors should 

make their own conclusions about whether the amounts involved are material or immaterial.

Misstatements identifi ed by the auditors may include amounts that are known to be 

misstated, likely to be misstated, or both. Known misstatements are specifi c mis-

statements identifi ed during the course of the audit (e.g., the amount of misstatement in 

a particular account receivable that was confi rmed). Likely misstatements may be due 

to either extrapolation from audit evidence or differences in accounting estimates:

 • Extrapolation differences are generally projected misstatements determined through 

the use of sampling. As an example, if the book value of accounts receivable is 

$6,250,000 and the auditors, using audit sampling, estimate the audited value to be 

$6,100,000, the projected misstatement is $150,000 ($6,250,000 – $6,100,000). How-

ever, this amount should be decreased by the amount of the known misstatement (the 

actual misstatements identifi ed in the sample).

 • Accounting estimate differences are differences between management’s and the audi-

tors’ judgment concerning the appropriate amounts of accounting estimates. For these 

items, the estimated (likely) misstatement is the difference between management’s 

estimate and the closest amount that the auditors consider reasonable. An example 

would be a situation in which management estimates the company’s warranty liability 

to be $90,000 and the auditors develop an estimate of between $120,000 and $140,000 

for the liability. The likely misstatement is $30,000 ($120,000 – $90,000).

The auditors should request that management record the adjustment needed to correct 

all known misstatements other than those considered trivial.2 When the auditors identify 

a likely misstatement due to an extrapolation difference, they should request that manage-

ment examine the accounts involved in order to identify and correct other misstatements. 

When accounting estimates include what the auditors believe to be likely misstatements, 

the auditors should request that management review the assumptions and methods used 

in developing their estimate (e.g., the allowance for doubtful accounts).

As indicated, the auditors will request that management record any adjustments required 

to correct misstatements. When management refuses to correct these misstatements, the 

auditors should evaluate their importance. Any known material misstatements must be 

corrected, or the auditors cannot issue an unqualifi ed opinion on the fi nancial statements. 

In evaluating whether an individual misstatement is material, the auditors consider both 

quantitative and qualitative factors. For example, a $10,000 related party transaction 

might be considered material for a particular audit, whereas a misstatement of trade 

accounts receivable of the same amount might not be considered material. Immaterial 

misstatements that are discovered by the auditors and not corrected by the client are accu-

mulated in a working paper that is given a title such as “Adjusting Entries Passed.”

Evaluation Materiality—Considering Quantitative Factors
To issue an unqualifi ed opinion, the auditors must conclude that there is a low level of 

risk of material misstatement of the fi nancial statements. Prior to evaluating the effect of 

uncorrected misstatements, the auditors should reassess materiality to confi rm whether 

it remains appropriate in the context of the client’s actual fi nancial results. They will 

consider the quantitative and qualitative effects of uncorrected misstatements on relevant 

classes of transactions, accounts, and disclosures.

If the auditors estimate that the total of known and likely misstatements is material to the 

fi nancial statements, they will conclude that the risk of material misstatement is too high 

to issue an unqualifi ed opinion on the fi nancial statements. As this total approaches the 

Evaluate Audit 
Findings

Explain the steps involved in eval-

uating audit fi ndings.

LO 16-8

2 CPA fi rms often consider amounts of less than 3% or 5% of planning materiality as being trivial.
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materiality level, the auditors should consider whether there is a greater than acceptably low 

level of risk that undetected misstatements could cause the total to exceed the materiality 

level. If so, the auditors should reconsider the nature and extent of further audit procedures.

The auditors will conclude that the risk of material misstatement is suffi ciently low to 

issue an unqualifi ed opinion only when the aggregated misstatements (known and likely) 
are signifi cantly less than a material amount. The relationship between the aggregated 

misstatements and materiality is often documented in a working paper similar to that 

shown in Figure 16.5. As illustrated, the auditors should consider the effects of the aggre-

gated misstatements on the various components of the fi nancial statements, such as cur-

rent assets and net income. As we have emphasized, whether a misstatement is material 

depends on its specifi c effect on the fi nancial statements.

Notice that the misstatements in Figure 16.5 are adjusted for the effects of income 

taxes. To illustrate, consider the fi rst misstatement, which represents an overstatement 

of prepaid expenses of $6,500. If that adjustment is not made, net income before taxes 

will be overstated by that amount. However, since taxable income is also overstated by 

$6,500, the company’s income tax expense is overstated, in this case by $2,600 (40 per-

cent of $6,500). Note that the 40 percent rate is used because it represents the company’s 

marginal tax rate.

Evaluation Materiality—Considering Qualitative Factors
While a schedule such as that presented in Figure 16.5 is helpful for assessing the quan-

titative effects of misstatement, auditors should also consider qualitative factors when 

evaluating the materiality of such misstatements. Both AICPA AU-C 320 (PCAOB 312) 

and SEC Staff Accounting Bulletin No. 99, “Materiality,” provide examples of such quali-

tative factors. One or more misstatements are likely to be material from a qualitative 

perspective when they:

 • Arise from an item capable of precise measurement (e.g., the amount of a sale) rather 

than from an estimate (e.g., the amount in the allowance for doubtful accounts).

 • Mask a change in earnings or other trends.

 • Hide a failure to meet analysts’ consensus expectations for the company.

 • Change a loss into income, or vice versa.

 • Concern a particularly important segment or other portion of the registrant’s business.

 • Affect compliance with regulatory requirements, loan covenants, or other contractual 

requirements.

 • Increase management’s compensation.

 • Involve concealment of an unlawful transaction.

 • Are of an amount that management or the auditors believe would affect the stock’s price.

In addition, the SEC requires that management and auditors apply a reasonableness 

standard when considering fairness of fi nancial presentation. This somewhat ill-defi ned 

standard suggests that the need for proper presentation is not entirely a function of the 

above types of qualitative considerations. For example, the intentional misrecording of 

certain immaterial transactions might be considered unreasonable. Indeed, intentional 

misstatements may in some circumstances be unlawful; as such, they may require audi-

tor consideration, as discussed in Chapter 2. Note that the situation being considered by 

the SEC in this case is one in which a client intentionally misrecords items to manage 

earnings (e.g., reporting sales in the wrong year), as opposed to a situation in which 

an accounting expediency is being applied to an immaterial area (e.g., the expensing of 

immaterial offi ce supplies rather than listing them as an asset).

Evaluation Materiality—Considering the Effects of Prior Year Uncorrected Misstatements
When uncorrected misstatements exist from prior years, should those misstatements be 

included in this year’s materiality calculations? For example, assume that a client’s pre-

vious year fi nancial statements understated the estimated warranty payable by $60,000, 
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an immaterial amount. Furthermore, the auditors estimate that this year’s accrual is 

understated by an additional $70,000. In making materiality judgments, should the audi-

tors consider only this year’s $70,000? Or should they consider the total of $130,000 

($70,000 + $60,000)?

Historically, auditors have been allowed to use either of two approaches to make 

this decision: the rollover approach or the iron curtain approach. The rollover 
approach considers only the amount of the misstatement originating in the current year 

income statement—in this case, $70,000. In contrast, the iron curtain approach consid-

ers the balance sheet effect of correcting the total misstatement existing at the end of the 

year, regardless of when the misstatement originated—in this case, $130,000.

SEC Staff Accounting Bulletin No. 108 decreased the auditor’s fl exibility in choosing 

between these methods by requiring that both the rollover and iron curtain approaches be 

considered. If either approach results in a material misstatement, an adjustment must be 

made. Thus, if the $130,000 misstatement is considered material to the fi nancial statements, 

the client’s fi nancial statements should be adjusted. The adjustment may be disaggregated as:

 • $70,000 current year effect.

 • $60,000 balance sheet carryover misstatement that originated in the preceding year.

The current year fi nancial statements should be adjusted for $70,000. If the $60,000 

misstatement relating to the prior year (or years) is material to the current year, the prior 

year fi nancial statements should be adjusted, even if the amounts remain immaterial to 

those prior years. If the $60,000 is immaterial to this year’s fi nancial statements, it may 

be included as an expense on this year’s income statement rather than requiring restate-

ment of the prior year’s fi nancial statements.

Evaluating the Risks of Material Misstatement
At or near the completion of fi eldwork, the auditors should evaluate whether the accu-

mulated results of their procedures and observations affect the assessments of the risks of 

material misstatement made earlier in the engagement. In addition, the partner in charge 

of the engagement should determine that information or conditions indicative of risks of 

material misstatement due to fraud have been communicated to the audit team members.

Review the Financial Statement Disclosures
Throughout the audit, the auditors must recognize the need to determine that fi nancial 

statement note disclosures are adequate. These disclosure requirements arise in numerous 

pronouncements of the Financial Accounting Standards Board, such as FASB ASC 450-20 

on “Loss Contingencies” and FASB ASC 280-50 on reporting on segment information. In 

addition, the auditors should be aware of the requirements of AICPA Statement of Posi-
tion 94-6, “Disclosure of Certain Signifi cant Risks and Uncertainties.” That statement 

establishes disclosure requirements concerning (1) the nature of company operations, 

(2) the use of estimates in the preparation of fi nancial statements, (3) certain signifi cant 

estimates, and (4) current vulnerability due to concentrations (e.g., dependence upon a 

particular customer, supplier, or product).

It is not effective to rely on the auditors’ memories to evaluate the adequacy of disclo-

sures, and it is not effi cient for them to research the required disclosures each time they 

review a set of fi nancial statements. Thus, many CPA fi rms use disclosure  checklists 

that list all specifi c disclosures required by the FASB, the GASB, the FASAC, and the 

SEC. The auditors complete the checklist as a part of their review of the completed 

 fi nancial statements.

Client Approval of Adjusting Entries and Disclosures
During the course of the audit, the auditors may suggest various adjustments and dis-

closures concerning the fi nancial statements. However, because they are the representa-

tions of management, the fi nancial statements are not modifi ed to refl ect these items until 

management approves them. In some circumstances, management may propose differing 
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adjustments and disclosures. Since the auditors’ responsibility is to express an opinion on 

the fi nancial statements, unresolved differences between auditor and client with respect 

to such differences may result in modifi cation of the auditors’ report. If any adjusting 

entries are not recorded, management must represent to the auditors (in the representation 

letter) that management believes the adjustments are not material.

AICPA AU-C 300 (PCAOB 311) states that “the work performed by each assistant 

should be reviewed to determine whether it was adequately performed and documented 

and to evaluate the results, relative to the conclusions to be presented in the auditors’ 

report.” This review of the work of the audit staff is primarily accomplished through a 

review of the audit working papers. The seniors on audit engagements typically perform 

their review of the audit working papers as the papers are completed. While audit part-

ners and managers will generally communicate with seniors and other staff members 

throughout the audit, their review of the working papers generally is not completed 

until near (or after) completion of fi eldwork. The audit partner and manager will devote 

special attention to those accounts that have a higher risk of material misstatement, such 

as the signifi cant accounting estimates of inventory obsolescence and warranty obliga-

tions. Also, a fi nal consideration will be made of whether the results of procedures per-

formed throughout the audit, including while completing the audit, identify conditions 

and events that indicate there could be substantial doubt about the company’s ability to 

continue as a going concern. Finally, if a second partner review is required by the CPA 

fi rm’s quality control policies, this review is usually performed just prior to issuance of 

the audit report.

Responsibilities for Other Information

Audited fi nancial statements generally are included with annual reports to shareholders and 

in reports to the SEC. These documents may include a considerable amount of information 

in addition to the audited fi nancial statements. In completing the audit engagement, the 

auditors must fulfi ll certain responsibilities regarding the additional information.

Other information is fi nancial and nonfi nancial information that is included in a 

document that contains audited fi nancial statements, except it does not include required 

supplementary information (see next section). Examples of other information include 

a report by management discussing the year’s operating results, fi nancial summaries, 

employment data, planned capital expenditures, fi nancial ratios, and names of offi cers 

and directors. AICPA AU-C 720 (PCAOB 550) requires auditors to read this information 

for inconsistencies, if any, with the audited fi nancial statements. If no inconsistencies are 

identifi ed, the auditors are not required to reference the other information in the audi-

tors’ report on the fi nancial statements. However, if they so choose, they may include 

an other-matter paragraph disclaiming an opinion on the other information. Other-

matter paragraphs are discussed in Chapters 17 and 19.

If inconsistencies are identifi ed, the auditors fi rst request the client to revise any incor-

rect information. If the client refuses, and the other information is incorrect, this will lead 

to (1) an other-matter paragraph being added to a report with an unmodifi ed opinion, (2) 

withholding the auditors’ report, or (3) withdrawing from the engagement. If it is the 

fi nancial statements that are incorrect, it will be treated as a departure from GAAP, result-

ing in either a qualifi ed or adverse opinion.

Certain organizations are required by a designated accounting standards setter 

(i.e., FASB, GASB, FASAB, IASB) to present supplementary information. Such required 
 supplementary information, while not considered a part of the general purpose 

fi nancial statements, is required to be presented as unaudited supplementary schedules 

Review the 
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Other Information 
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 accompanying the fi nancial statements. AICPA AU-C 730 (PCAOB 558) requires audi-

tors to apply the  following procedures to this information:

 • Inquire of management about methods of preparing information, including whether 

(1) it was prepared following prescribed guidelines, (2) methods of measurement or pre-

sentation have changed from the prior period, and (3) there were any signifi cant assump-

tions or interpretations underlying the measurement or presentation of the information.

 • Compare information for consistency with (1) management’s responses to the inquiries, 

(2) the basic fi nancial statements, and (3) other knowledge obtained during the audit. 

 • Obtain written representations from management (1) acknowledging its responsibility 

for the information, (2) about whether the information is measured within guidelines, 

(3) about whether the methods have changed, and (4) about any signifi cant assump-

tions or interpretations.

When no signifi cant exceptions are identifi ed, the reporting responsibilities differ 

between the AICPA and PCAOB standards. The AICPA standards require inclusion of an 

emphasis-of-matter paragraph in the fi nancial statement audit report indicating that the 

procedures were performed; the paragraph provides no assurance. Under PCAOB stan-

dards, no mention of the information is required in the auditors’ report.

When the supplementary information is omitted or improperly stated, under both 

AICPA and PCAOB standards, the situation is described in an emphasis-of-matter para-

graph. The opinion paragraph of the report is not modifi ed since the supplementary infor-

mation is not considered a part of the audited information.

AICPA AU-C 725 (PCAOB Auditing Standard 17) provides guidance on a non-required 

form of auditor association with supplementary information that goes beyond that 

described in the preceding two sections. With this service, auditors perform procedures to 

allow them to provide assurance on whether supplemental information is fairly stated, in all 

material respects, in relation to the fi nancial statements as a whole. While the supplemen-

tary information may be presented in a document containing audited fi nancial statements 

or separately from the fi nancial statements, it must be derived from, and relate directly to, 

the underlying accounting and other records. Examples of information derived from the 

underlying accounting records include consolidating information, historical summaries of 

accounts, and statistical data. Examples for regulated companies (e.g., brokers and deal-

ers) include SEC rules regarding maintenance of minimum net capital and reserve require-

ments. To provide this assurance, the auditors should perform the following procedures:

 • Inquire of management about the purpose of the information and criteria used to pre-

pare it.

 • Determine the propriety of the form and content of the information, including whether 

it complies with any relevant regulatory requirements.

 • Obtain an understanding of how the information was prepared.

 • Compare and reconcile information to underlying accounting and other records.

 • Inquire of management concerning signifi cant assumptions.

 • Evaluate the appropriateness and completeness of the information.

 • Obtain written representations.

When the information is found to be fairly stated in relation to the fi nancial statements, 

an other-matter paragraph is added describing the procedures followed and including 

an opinion that “the information is fairly stated in all material respects in relation to the 

fi nancial statements as a whole.” If the auditors conclude that the information is not fairly 

stated in all material respects, the paragraph so states. The opinion paragraph of the audit 

report is not modifi ed since the supplementary information is not considered a part of the 

audited information.

Figure 16.6 summarizes the reporting standards for both other information and supple-

mentary information.

Supplementary 
Information 
in Relation to 
the Financial 
Statements as 
a Whole
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Circumstance Giving Rise 
to Other-Matter Paragraph

Effect on Audit Report 
If Properly Presented

Effect on Audit Report 
If Improperly Presented

Other information in 
documents containing 
audited fi nancial 
statements

No change required (that is, other-
matter paragraph need not be added). 
However, the auditor may choose to 
include an other-matter paragraph 
disclaiming an opinion on the other 
information. The other-matter paragraph 

indicates that information 
is incorrect or omitted, as 
appropriate. The audit opinion 
remains unmodifi ed unless the 
audited information is misstated, 
in which case a qualifi ed or 
adverse opinion is appropriate. 

Required supplementary 
information

For audits performed under AICPA 
standards, an other-matter paragraph 
is added; the paragraph provides 
no assurance on the required 
supplementary information. For audits 
performed under PCAOB standards, no 
paragraph is added.

Supplementary information 
in relation to the fi nancial 
 statements as a whole

An other-matter paragraph is added; 
the paragraph includes an opinion 
that the information is fairly stated in 
all material respects in relation to the 
fi nancial statements as a whole.

FIGURE 16.6 Summary of Other Information and Supplementary Information Reporting

Note: In all circumstances, the added paragraph follows the opinion paragraph.

After the preceding procedures have been performed, the auditors will ordinarily be in a 

position to issue their audit report. When the auditors have obtained reasonable assurance 

that the fi nancial statements follow generally accepted accounting principles and the audit 

has been performed in conformity with generally accepted auditing standards, including 

no signifi cant scope limitations, an unqualifi ed opinion will ordinarily be issued. As we 

will discuss in Chapter 17, when various circumstances have occurred (e.g., changes in 

accounting principles, substantial doubt about the entity’s ability to continue as a going 

concern, and when other auditors are involved), explanatory language may be added to 

the audit report.

Auditors should communicate certain matters relating to fraud, illegal acts, reportable 

conditions, and certain other matters to the audit committee or the equivalent group with 

responsibility for oversight of the fi nancial reporting process. All the communications 

may be communicated either orally or in writing.

Fraud and Illegal Acts
AICPA AU-C 240 (PCAOB 316) and AICPA AU-C 250 (PCAOB 317) require that the 

audit committee be informed about fraudulent or illegal acts that the auditors become 

aware of, unless those acts are clearly inconsequential. Although these disclosures are 

also normally made to management, when management is believed to be involved with 

such an act, the communications should be made directly to the audit committee.

Signifi cant Defi ciencies
Recall from our discussion in Chapter 7 that AICPA AU-C 265 (PCAOB 325) requires 

that the auditors communicate to the audit committee any signifi cant defi ciencies in inter-

nal control (previously known as reportable conditions).

Other Communications
AICPA AU-C 260 (PCAOB Standard No. 16) require an oral or written communica-

tion of certain information to those charged with governance of the company being 

audited. Those charged with governance means those with responsibility for overseeing 

Opinion 
Formulation and 
Report Issuance

Additional 
Communications
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the strategic direction of the entity and obligations related to the accountability of the 

entity—this ordinarily includes the board of directors or audit committee. The communi-

cation is aimed at providing information related to corporate governance matters related 

to the fi nancial statement audit that are signifi cant and relevant for overseeing the fi nan-

cial reporting process. It includes information on:

 • The auditors’ responsibility under generally accepted auditing standards (i.e., to form 

and express an opinion) and management’s responsibilities.

 • An overview of the planned scope and timing of the audit.

 • Signifi cant fi ndings from the audit.

The discussion of signifi cant fi ndings from the audit is particularly complex in that it 

involves communication of qualitative aspects of the company’s signifi cant accounting 

practices, audit diffi culties encountered, uncorrected misstatements, disagreements with 

management, management consultations with other accountants, auditor independence 

issues, and other signifi cant issues.

While the requirements of PCAOB Standard No. 16 and AICPA AU-C 260 are similar, 

in most areas, PCAOB Standard No. 16 is more detailed and possibly more comprehen-

sive regarding the nature of the required communications. For example, Statement No. 

16 explicitly requires a discussion of signifi cant issues the auditors have discussed with 

management prior to the auditors’ appointment and a discussion of signifi cant unusual 

transactions the auditors have identifi ed. Finally, PCAOB Standard No. 16 requires that 

the communication to occur prior to issuance of the auditors’ report; AICPA AU-C 260 

requires the communication on a timely basis.

Post-Audit Responsibilities

After the issuance of its audit report, a CPA fi rm may encounter evidence indicating that 

the client’s fi nancial statements were materially misstated or lacked required disclo-

sures. The auditors should immediately investigate such subsequently discovered facts. 

If the auditors determine that the facts are signifi cant and existed at the date of the 

audit report, they should advise the client to make appropriate disclosure of the facts 

to anyone actually or likely to be relying upon the audit report and the related fi nancial 

statements. For a public company in the United States, disclosure that a fi nancial state-

ment should no longer be relied upon is ordinarily through the client’s fi ling of a Form 

8-K with the SEC. If the client refuses to make appropriate disclosure, the CPAs should 

inform each member of the client’s board of directors of such refusal. They should also 

notify regulatory agencies having jurisdiction over the client, and, if practicable, each 

person known to be relying upon the audited fi nancial statements, that the CPAs’ report 

can no longer be relied upon.

The Auditors’ 
Subsequent 
Discovery of Facts 
Existing at the Date 
of Their Report

Discuss the auditors’ post-audit 

responsibilities.

LO 16-9

An analysis of circumstances 
resulting in restatement of 
fi nancial statements reveals 

the following as frequent causes:

 • Revenue recognition issues.

 • Debt, quasi-debt, warrants and equity security issues 
(including derivatives).

 • Tax expenses.

• Cash fl ow statement classifi cation errors.

• Acquisitions, mergers, disposals, reorganization account-
ing issues.

• Accounts/loans receivable, investments and cash issues.

• Liabilities, payable, reserves an accrual estimate failures.

• Deferred stock-based and/or executive compensation 
issues.

Illustrative Case
Primary Issues Requiring 
Companies to Restate Financial 
Statements
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What actions should the auditors take if, after issuing an audit report, they fi nd that they 

failed to perform certain signifi cant audit procedures? The omission of appropriate audit 

procedures in a particular engagement might be discovered during a peer review or other 

subsequent review of the auditors’ working papers. Unlike the situation described in the 

previous section, the auditors do not have information indicating that the fi nancial state-

ments are in error. Instead, the subsequent review has revealed that they may have issued 

their audit report without having gathered suffi cient audit evidence. In addressing this sen-

sitive problem, AICPA AU-C 585 (PCAOB 390) states that the auditors should assess the 

importance of the omitted procedures to their previously issued opinion. If they believe 

that the omitted procedures impair their ability to support their previously issued opinion, 

and their report is still being relied upon by third parties, they should attempt to perform 

the omitted procedures or appropriate alternative procedures. Because of the legal impli-

cations of these situations, the auditors should consider consulting their legal counsel.

Subsequent 
Discovery of 
Omitted Audit 
Procedures

Chapter 
Summary

This chapter explained auditing operations and the considerations and procedures 

involved in completing the audit. To summarize:

 1. The analysis throughout the text has emphasized the need to consider revenue and 

expense accounts in conjunction with the audit of asset and liability accounts. How-

ever, vouching and other substantive procedures are generally necessary for revenue 

and expense accounts that are less directly associated with transaction cycles, such as 

miscellaneous revenue and selling, general, and administrative expenses.

 2. Substantive procedures for payroll accounts address the overall reasonableness of pay-

roll costs and the proper allocation of these costs to the functional areas of manufactur-

ing, selling, and administration. In addition, tests should be performed on the allocation 

of manufacturing costs to work in process, fi nished goods, and cost of goods sold.

 3. Because of their objectives, certain audit procedures cannot be completed before 

the end of the audit. These procedures include (a) search for unrecorded liabilities, 

(b) review the minutes of meetings, (c) perform fi nal analytical procedures, (d) perform 

procedures to identify loss contingencies, (e) perform the review for subsequent 

events, and (f) obtain the representation letter.

 4. The auditors should perform audit procedures to determine that loss contingencies 

have been properly presented and disclosed. To identify loss contingencies, audi-

tors perform various procedures, such as reviewing minutes of directors’ meetings, 

inquiring of the client’s lawyer, reviewing correspondence with fi nancial institutions 

and regulatory agencies, sending confi rmations to fi nancial institutions, and obtain-

ing a representation letter from offi cers of the company.

 5. Subsequent events may be classifi ed into two broad categories: (a) those providing 

additional evidence as to conditions that existed at the date of the fi nancial statements 

(which may require adjusting entries), and (b) those that arose after the date of the 

fi nancial statements (which may require note disclosures). Many of these subsequent 

events relate to loss contingencies, and the audit procedures involved are similar to the 

ones used to audit those items.

 6. Also important to completing the audit are the procedures performed to evaluate audit 

fi ndings and review the audit work. In evaluating audit fi ndings, the auditors accumu-

late known misstatements, projected misstatements, and other estimated misstatements 

to determine if the aggregate results of their procedures support the fairness of the 

fi nancial statements. In addition, the auditors should consider whether any audit results 

indicate a need to reassess the risks of material misstatement of the fi nancial statements.

 7. Auditors also have certain post-audit responsibilities. When auditors fi nd, subse-

quent to the issuance of their audit report, that the fi nancial statements are materially 

misleading, they should take steps to prevent continued reliance on their report. In 

some cases, this might involve notifi cation of regulatory agencies.
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Analytical procedures (640) Evaluations of fi nancial information made by a study of plausible 

relationships between fi nancial and nonfi nancial information.

Commitment (643) A contractual obligation to carry out a transaction at specifi ed terms in the future. 

Material commitments should be disclosed in the fi nancial statements.

Conservatism (630) An accounting doctrine for asset valuation in which the lower of two alternative 

acceptable asset valuations is chosen.

Contingent liability (640) A possible liability, stemming from past events, that will be resolved as to 

existence and amount by some future event.

Date of the fi nancial statements (644) The date of the end of the latest period covered by the fi nancial 

statements (e.g., date of the balance sheet).

Disclosure checklist (651) A list of specifi c disclosures required by the FASB, the GASB, the FASAC, 

and the SEC that is used to evaluate the adequacy of the disclosures in a set of fi nancial statements.

Emphasis-of-matter paragraph and other-matter paragraph (645) A paragraph included in the 

auditors’ report that is required by GAAS or is included at the auditors’ discretion, and that refers to a 

matter appropriately presented or disclosed in the fi nancial statements that, in the auditor’s judgment, is 

of such importance that it is fundamental to users’ understanding of the fi nancial statements.

General risk contingency (643) An element of the business environment that involves some risk of 

a future loss. Examples include the risk of accident, strike, price fl uctuations, or natural catastrophe. 

General risk contingencies should not be disclosed in fi nancial statements.

Iron curtain approach (651) An approach to making materiality judgments that quantifi es the 

total likely misstatement as of the current year-end based on the effects of refl ecting all misstatements 

(including projecting misstatements where appropriate) existing in the balance sheet at the end of the 

current year, irrespective of whether the misstatements occurred in the current year or previous years. For 

example, if expenses were understated by $20,000 in the previous year and $45,000 during the current 

year, the iron curtain method would quantify the misstatement as $65,000. Also see rollover approach.

Known misstatements (648) Specifi c misstatements identifi ed by the auditors during the course of 

the audit.

Letter of inquiry of the client’s lawyer (641) A letter sent by auditors to a client’s legal counsel 

requesting a description and evaluation of pending or threatened litigation, unasserted claims, and other 

loss contingencies. The returned letter from the lawyer is referred to as the lawyer’s letter.

Likely misstatements (648) Misstatements identifi ed by the auditors during the course of the audit 

that are due to either extrapolation from audit evidence or differences in accounting estimates.

Loss contingency (640) A possible loss, stemming from past events, that will be resolved as to existence 

and amount by some future event. Loss contingencies should be disclosed in notes to the fi nancial 

statements if there is a reasonable possibility that a loss has been incurred. When loss contingencies are 

considered probable and can be reasonably estimated, they should be accrued in the accounts.

Minutes (640) A formal record of the issues discussed and actions taken in meetings of stockholders 

and the board of directors.

Other information (652) Financial and nonfi nancial information (other than the fi nancial statements 

and the auditors’ report thereon) that is included in a document containing audited fi nancial statements 

and the auditors’ report thereon but is not required by a designated accounting standards setter.

Other-matter paragraph (652) A paragraph included in the auditors’ report that refers to a matter 

other than those presented or disclosed in the fi nancial statements that, in the auditors’ judgment, is 

relevant to users’ understanding of the audit, the auditors’ responsibilities, or the auditors’ report.

Report release date (646) The date the auditors grant the client permission to use the audit report in 

connection with the fi nancial statements. This is sometimes referred to as the date of issuance of the 

audit report.

Representation letter (647) A single letter or separate letters prepared by offi cers of the client 

company at the auditors’ request setting forth certain representations about the company’s fi nancial 

position or operations.

Required supplementary information (652) Information that a designated accounting standards setter 

requires to accompany an entity’s basic fi nancial statements. Required supplementary information differs from 

other types of information outside the basic fi nancial statements because a designated accounting standards 

setter considers the information an essential part of the fi nancial reporting of certain entities and because 

authoritative guidelines for the measurement and presentation of the information have been established.

Rollover approach (651) An approach to making materiality judgments that quantifi es the total likely 

misstatement as of the current year-end based on the effects of refl ecting misstatements (including projecting 

Key Terms 
Introduced or 
Emphasized in 
Chapter 16
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misstatements where appropriate) only during the current year. For example, if expenses were understated by 

$20,000 in the previous year, and $45,000 during the current year, the rollover method would quantify the 

misstatement as $45,000, ignoring the previous year misstatement. Also see iron curtain approach.

S-1 review (647) Procedures carried out by auditors at the client company’s facilities on or as close as 

practicable to the effective date of a registration statement fi led under the Securities Act of 1933.

Subsequent event (644) An event occurring between the date of the fi nancial statements and the date 

of the auditor’s report.

Supplementary information (653) Information presented outside the basic fi nancial statements, excluding 

required supplementary information, that is not considered necessary for the fi nancial statements to be 

fairly presented in accordance with the applicable fi nancial reporting framework. Such information may be 

presented in a document containing the audited fi nancial statements or separate from the fi nancial statements.

Unasserted claim (642) A possible legal claim of which no potential claimant has exhibited an awareness.

 16–1. Identify three revenue accounts that are verifi ed during the audit of balance sheet accounts; 

also, identify the related balance sheet accounts.

 16–2. How are analytical procedures used in the verifi cation of revenue?

 16–3. Identify three items often misclassifi ed as miscellaneous revenue.

 16–4. Identify three expense accounts that are verifi ed during the audit of balance sheet accounts; 

also, identify the related balance sheet accounts.

 16–5. For which expense accounts should the auditors obtain or prepare analyses to be used in prep-

aration of the client’s income tax returns?

 16–6. When you are fi rst retained to audit the fi nancial statements of Wabash Company, you inquire 

whether a budget is used to control costs and expenses. The controller, James Lowe, replies 

that he personally prepares such a budget each year, but that he regards it as a highly confi den-

tial document. He states that you may refer to it if necessary, but he wants you to make sure 

that no employee of the fi rm sees any of the budget data. Comment on this use of a budget.

 16–7. What auditing procedure can you suggest for determining the reasonableness of selling, gen-

eral, and administrative expenses?

 16–8. Describe how the auditors use analytical procedures in the examination of selling, general, 

and administrative expenses.

 16–9. What division of duties among independent departments is desirable to achieve maximum 

internal control over payroll?

 16–10. What safeguards should be employed when the inaccessibility of banking facilities makes it 

desirable to pay employees in cash?

 16–11. You are asked by a client to outline the procedures you would recommend for handling of 

unclaimed wages. What procedures do you recommend?

 16–12. What specifi c procedures are suggested by the phrase “test of controls over payroll transactions”?

 16–13. Should the auditors make a complete review of all correspondence in the client’s fi les? 

Explain.

 16–14. What is the purpose of analytical procedures performed as a part of the overall review?

 16–15. List the audit procedures that should be completed near the date of the audit report.

 16–16. What are loss contingencies? How are such items presented in the fi nancial statements? 

Explain.

 16–17. What is the usual procedure followed by the CPA in obtaining evidence regarding pending and 

threatened litigation against the client?

 16–18. Explain how a loss contingency exists with respect to an unasserted claim. Should unasserted 

claims be disclosed in the fi nancial statements?

 16–19. If the federal income tax returns for prior years have not as yet been reviewed by federal tax 

authorities, would you consider it necessary for the client to disclose this situation in a note to 

the fi nancial statements? Explain.

 16–20. What is the meaning of the term commitment? Give examples. Do commitments appear in 

fi nancial statements? Explain.

 16–21. What are general risk contingencies? Do such items require disclosure in the fi nancial 

statements?

 16–22. What are subsequent events?

 16–23. Describe the manner in which the auditors evaluate their audit fi ndings.

Review 
Questions
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 16–27. In your audit of the fi nancial statements of Wolfe Company for the year ended April 30, 

you fi nd that a material account receivable is due from a company in reorganization under 

Chapter 11 of the Bankruptcy Act. You also learn that on May 28 several former members of 

the bankrupt company’s management formed a new company and that the new company had 

issued a note to Wolfe Company that would pay off the bankrupt customer’s account receiv-

able over a four-year period. What presentation, if any, should be made of this situation in the 

fi nancial statements of Wolfe Company for the year ended April 30? Explain.

 16–28. During an audit engagement, Robert Wong, CPA, has satisfactorily completed an examination 

of accounts payable and other liabilities and now plans to determine whether there are any loss 

contingencies arising from litigation, claims, or assessments.

What are the audit procedures Wong should follow with respect to the existence of loss 

contingencies arising from litigation, claims, or assessments? Do not discuss reporting 

requirements.

 16–29. You are the audit manager in the audit of the fi nancial statements of Midwest Grain Storage, 

Inc., a new client. The company’s records show that, as of the balance sheet date, approxi-

mately 15 million bushels of various grains are in storage for the Commodity Credit Corpora-

tion, an agency of the U.S. government.

In your review of the audit senior’s working papers, you ascertain the following facts:

 a. All grain is stored under a Uniform Grain Storage Agreement, which holds Midwest 

responsible for the quantity and quality of the grain.

 b. Losses due to shrinkage, spoilage, and so forth are inherent in the storage of grain. Mid-

west’s losses, however, have been negligible due to the excellence of its storage facilities.

 c. Midwest carries a warehouseman’s bond covering approximately 20 percent of the value 

of the stored grain.

In the loss contingencies section of the working papers, the senior auditor has made the fol-

lowing notation: “I propose recommending to Midwest’s controller that the contingent liabil-

ity for grain spoilage and shrinkage be disclosed in a note to the fi nancial statements.”

Do you concur with the senior’s proposal? Explain.

 16–30.   

Sales Cost of Sales

Gross 
Margin 

Percentage
Industry 
Averages

New Course Books $ 1,086,800 $ 742,567  25.4

Used Course Books 468,200 318,222 32.6

Custom Published Books 212,222 159,293 25.6

Textbook Rental Sales 102,323 90,323 22.1

Course Technology 90,600 80,432 11.2

Trade Books 68,400 40,356 24.3

Professional Reference 
Books

22,330 15,200 31.0

Total Book Sales $2,050,875 $1,446,393 26.5

Total Non-Book Sales $823,578 $612,233 29.7

Total Net Sales $2,874,453 $2,058,626 28.3

 a. Calculate the gross margin percentage for each of State University’s product lines.

 b. Compare State University’s gross margins to industry averages. Indicate any margins that 

appear out of line, in relation to the industry. 

LO 16-7

LO 16-6

LO 16-6, 7

LO 16-1, 2, 3

 16–24. Describe a disclosure checklist. What is its purpose?

 16–25. When the auditors have audited the fi nancial statements, what is their responsibility with 

respect to other information (not including required supplemental information) included in an 

annual report to shareholders?

 16–26. Does incorrect required supplemental information included with audited fi nancial statements 

result in a qualifi ed or adverse audit opinion? Explain.

Questions 
Requiring 
Analysis
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 16–31. The auditor’s opinion on the fairness of fi nancial statements may be affected by subsequent events.

 a. Defi ne what is commonly referred to in auditing as a subsequent event, and describe the 

two general types of subsequent events.

 b. Identify those auditing procedures that the auditor should apply at or near the completion 

of fi eldwork to disclose signifi cant subsequent events.

 16–32. Linda Reeves, CPA, receives a telephone call from her client, Lane Company. The company’s 

controller states that the board of directors of Lane has entered into two contractual arrange-

ments with Ted Forbes, the company’s former president, who has recently retired. Under one 

agreement, Lane Company will pay the ex-president $7,000 per month for fi ve years if he 

does not compete with the company during that time in a rival business. Under the other 

agreement, the company will pay the ex-president $5,000 per month for fi ve years for such 

advisory services as the company may request from the ex-president.

Lane’s controller asks Reeves whether the balance sheet as of the date the two agreements 

were signed should show $144,000 in current liabilities and $576,000 in long-term liabilities, or 

whether the two agreements should be disclosed in a contingencies note to the fi nancial statements.

How should Linda Reeves reply to the controller’s questions? Explain.

 16–33. Justin Kealey, CPA, is auditing Tustin Companies, Inc. Kealey has accumulated known and 

likely misstatements for the current year to evaluate whether there is a suffi ciently low risk of 

material misstatement of the fi nancial statements to issue an opinion. However, Kealey notes 

that there are several misstatements that have been carried over from prior years.

 a. Distinguish between the iron curtain and the rollover approaches to considering the mis-

statements from prior years.

 b. Describe how SEC Staff Accounting Bulletin No. 108 requires auditors to consider mis-

statements carried over from prior periods.

 16–34. On July 27, 20X0, Arthur Ward, CPA, issued an unqualifi ed audit report on the fi nancial 

statements of Dexter Company for the year ended June 30, 20X0. Two weeks later, Dexter 

Company mailed annual reports, including the June 30 fi nancial statements and Ward’s audit 

report, to 150 stockholders and to several creditors of Dexter Company. Dexter Company’s 

stock is not actively traded on national exchanges or over the counter.

On September 5, the controller of Dexter Company informed Ward that an account payable 

for consulting services in the amount of $170,000 had inadvertently been omitted from 

Dexter’s June 30 balance sheet. As a consequence, net income for the year ended June 30 

was overstated by $90,500, net of applicable federal and state income taxes. Both Ward and 

Dexter’s controller agreed that the misstatement was material to Dexter’s fi nancial position at 

June 30, 20X0, and operating results for the year then ended.

What should Arthur Ward’s course of action be in this matter? Discuss.

 16–35. Linda Tanner, CPA, is auditing the Carson Company. For the current year, Carson is presenting 

December 31, 20X5, fi nancial statements with comparative fi nancial statements for the year 

ended December 31, 20X4. In the prior year audit, Linda identifi ed an understatement of prepaid 

expenses of $100,000 at December 31, 20X4, that was not corrected. In the current year, Linda 

found that prepaid expenses were understated by another $50,000 at December 31, 20X5.

 a. Using the iron curtain approach, describe how Tanner would consider whether an adjust-

ment is required.

 b. Using the rollover approach, describe how Tanner would consider whether an adjustment 

is required.

 c. Describe what SEC Staff Accounting Bulletin No. 108 requires in this situation.

LO 16-7

Required:

LO 16-6, 7

LO 16-8

Required:

LO 16-7, 9

LO 16-8

Required:

Objective 
Questions

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

 16–36. Multiple Choice Questions
Select the best answer for each of the following and give reasons for your choice:

 a. Which of the following is least likely to be considered a substantive procedure relating to 

payroll?

 (1) Investigate fl uctuations in salaries, wages, and commissions.

 (2) Test computations of compensation under profi t sharing for bonus plans.

 (3) Test commission earnings.

 (4) Test whether employee time reports are approved by supervisors.

LO 16-5
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 b. Which of the following is the best way for the auditors to determine that every name on a 

company’s payroll is that of a bona fi de employee presently on the job?

 (1) Examine human resources records for accuracy and completeness.

 (2) Examine employees’ names listed on payroll tax returns for agreement with payroll 

accounting records.

 (3) Make a surprise observation of the company’s regular distribution of paychecks on a 

test basis.

 (4) Visit the working areas and verify that employees exist by examining their badge or 

identifi cation numbers.

 c. As a result of analytical procedures, the independent auditors determine that the gross 

profi t percentage has declined from 30 percent in the preceding year to 20 percent in the 

current year. The auditors should:

 (1) Express an opinion that is qualifi ed due to the inability of the client company to con-

tinue as a going concern.

 (2) Evaluate management’s performance in causing this decline.

 (3) Require note disclosure.

 (4) Consider the possibility of a misstatement in the fi nancial statements.

 d. When auditing the statement of cash fl ows, which of the following would an auditor not 
expect to be a source of receipts and payments?

 (1) Capitalization.

 (2) Financing.

 (3) Investing.

 (4) Operations.

 e. The search for unrecorded liabilities for a public company includes procedures usually 

performed through the:

 (1) Day the audit report is issued.

 (2) End of the client’s year.

 (3) Date of the auditors’ report.

 (4) Date the report is fi led with the SEC.

 f. The aggregated misstatement in the fi nancial statements is made up of:

LO 16-5

LO 16-6

LO 16-5

LO 16-6

LO 16-8

Known 
Misstatements

Projected 
Misstatements

Other 
Misstatements

(1) Yes Yes Yes
(2) Yes Yes No
(3) No Yes No
(4) No Yes Yes

 g. A possible loss, stemming from past events that will be resolved as to existence and 

amounts, is referred to as a(n):

 (1) Analytical process.

 (2) Loss contingency.

 (3) Probable loss.

 (4) Unasserted claim.

 h. Which of the following is most likely to be considered a Type 1 subsequent event?

 (1) A business combination completed after year-end, but for which negotiations began 

prior to year-end.

 (2) A strike subsequent to year-end due to employee complaints about working conditions 

which originated two years ago.

 (3) Customer checks deposited prior to year-end, but determined to be uncollectible after 

year-end.

 (4) Introduction of a new line of products after year-end for which major research had 

been completed prior to year-end.

LO 16-6

LO 16-7
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 i. An auditor accepted an engagement to audit the 20X8 fi nancial statements of EFG Cor-

poration and began the fi eldwork on September 30, 20X8. EFG gave the auditor the 20X8 

fi nancial statements on January 17, 20X9. The auditor completed the audit on February 10, 

20X9, and delivered the report on February 16, 20X9. The client’s representation letter 

normally would be dated:

 (1) December 31, 20X8.

 (2) January 17, 20X9.

 (3) February 10, 20X9.

 (4) February 16, 20X9.

 j. Which of the following procedures is most likely to be included near completion of an 

audit?

 (1) Obtain an understanding of internal control.

 (2) Confi rmation of receivables.

 (3) Observation of inventory.

 (4) Perform analytical procedures.

 k. Subsequent to the issuance of the auditor’s report, the auditor became aware of facts exist-

ing at the report date that would have affected the report had the auditor then been aware 

of such facts. After determining that the information is reliable, the auditor should next:

 (1) Notify the board of directors that the auditor’s report must no longer be associated 

with the fi nancial statements.

 (2) Determine whether there are persons relying or likely to rely on the fi nancial state-

ments who would attach importance to the information.

 (3) Request that management disclose the effects of the newly discovered information by 

adding a footnote to subsequently issued fi nancial statements.

 (4) Issue revised pro forma fi nancial statements taking into consideration the newly dis-

covered information.

 l. Which of the following events occurring on January 5, 20X2, is most likely to result in an 

adjusting entry to the 20X1 fi nancial statements?

 (1) A business combination.

 (2) Early retirement of bonds payable.

 (3) Settlement of litigation.

 (4) Plant closure due to a strike.

16–37. Adapted AICPA Task-Based Simulation

  The following situations represent excerpts from the responses to audit inquiries of exter-

nal legal counsel of XYZ Co. during the annual audit of year 1 (“legal response”). For each 

excerpt, select the most appropriate fi nancial statement effect and audit response. Each excerpt 

is independent. Responses may be used once, more than once, or not at all. 

 a. The client’s year end is December 31, year 1.

 b. The anticipated audit report date is February 15, year 2.

 c. All amounts are material to the fi nancial statements.

Financial Statement Effect Audit Response

(1)  No impact on fi nancial statement amounts or 
notes.

(7)  Legal response is appropriately 
dated.

(2)  Disclosure in notes relating to nature of litigation, 
but no amount disclosed.

(8) Update legal response.

(9)  Update audit report date.
(3)  Disclosure in notes relating to nature of 

litigation, including loss amount.

(4)  Potential litigation settlement accrued in 
fi nancial statements.

(5)  Potential litigation settlement not accrued in 
fi nancial statements, amount disclosed in notes.

(6)  Verify amount due attorney is recorded in 
fi nancial statement amounts.

LO 16-6

LO 16-8

LO 16-9

LO 16-7

LO 16-7
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Situations

Financial 
Statement 
Effect

Audit 
Response

Letter dated February 14, year 2:

“I advise you that at and since December 31, year 1, I have not been 
engaged to give substantive attention to, or represent, XYZ Co. in 
connection with any pending or threatened litigation, claims, or 
assessments, nor am I aware of any loss contingencies. No amounts 
were due to this offi ce for services provided at December 31, year 1.”

(a) (b)

Letter dated January 21, year 2:

“I advise you that at and since December 31, year 1, I have not 
been engaged to give substantive attention to, or represent, 
XYZ Co. in connection with any pending or threatened 
litigation, claims, or assessments, nor am I aware of any loss 
contingencies. There were fees outstanding of $3,675 due to 
this offi ce for services provided at December 31, year 1.”

(c) (d)

Letter dated February 26, year 2:

K. Bowt v. XYZ Co.: This matter commenced in December, year 1. The 
plaintiff alleges discrimination relating to his termination on 
November 17, year 1. The company intends to defend this case 
vigorously. At this time, we are unable to evaluate the likelihood of an 
unfavorable outcome or estimate the amount or range of potential loss.

(e) (f)

Letter dated March 16, year 2:

J. Myers v. XYZ Co.: This matter commenced in March, year 2. The 
plaintiff alleges discrimination relating to his termination on 
November 17, year 1. The company intends to defend this case 
vigorously. At this time, we are unable to evaluate the likelihood 
of an unfavorable outcome. The plaintiff is demanding $50,000.

(g) (h)

Letter dated February 14, year 2

R. Brown v. XYZ Co.: This matter commenced in November, year 1. 
The plaintiff alleges discrimination relating to his termination 
on March 17, year 1. It is reasonably possible that the case will 
be settled for approximately $35,000.

(i) (j)

Letter dated February 14, year 2

L. Peep v. XYZ Co.: This matter commenced in November, year 1. 
The plaintiff alleges discrimination relating to his termination 
on March 17, year 1. The case is tentatively settled for $35,000.

(k) (l)

16–38. Adapted AICPA Task-Based Simulation

  In connection with your audit of the fi nancial statements of Hollis Mfg. Corporation for the year 

ended December 31, 20X3, your review of subsequent events disclosed the following items:

 a. January 7, 20X4: The mineral content of a shipment of ore en route to Hollis Mfg. Cor-

poration on December 31, 20X3, was determined to be 72 percent. The shipment was 

recorded at year-end at an estimated content of 50 percent by a debit to Raw Materials 

Inventory and a credit to Accounts Payable in the amount of $82,400. The fi nal liability to 

the vendor is based on the actual mineral content of the shipment.

 b. January 15, 20X4: Following a series of personal disagreements between Ray Hollis, the 

president, and his brother-in-law, the treasurer, the latter resigned, effective immediately, 

under an agreement whereby the corporation would purchase his 10 percent stock owner-

ship at book value as of December 31, 20X3. Payment is to be made in two equal amounts 

in cash on April 1 and October 1, 20X4. In December, the treasurer had obtained a divorce 

from his wife, who is Ray Hollis’s sister.

 c. January 16, 20X4: As a result of reduced sales, production was curtailed in mid-January 

and some workers were laid off.

 d. On January 18, 20X4, a major customer fi led for bankruptcy. The customer’s fi nancial 

condition had been degenerating over recent years.

LO 16-7
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Term Defi nition (or Partial Defi nition)

 a. Commitment
 b.  Contingent 

liability
 c.  General risk 

contingency
 d.  Iron curtain 

approach
 e.  Known 

misstatements
 f.  Likely 

misstatements
 g.  Loss 

contingency
 h.  Rollover 

approach

1.  A contractual obligation to carry out a transaction at specifi ed terms in 
the future.  Material commitments should be disclosed in the fi nancial 
statements.

2.  A possible liability, stemming from past events, that will be resolved as 
to existence and amount by some future event.

3.  A possible loss, stemming from past events, that will be resolved as to 
existence and amount by some future event.

4.  An approach to making materiality judgments that quantifi es the total 
likely misstatement as of the current year-end based on the effects of 
refl ecting all misstatements (including projecting misstatements where 
appropriate) existing in the balance sheet at the end of the current 
year, irrespective of whether the misstatements occurred in the current 
year or previous years.

5.  An approach to making materiality judgments that quantifi es the total 
likely  misstatement as of the current year-end based on the effects of 
refl ecting misstatements (including projecting misstatements where 
appropriate) only during the current year.

6.  An element of the business environment that involves some risk 
of a future loss. Examples include the risk of accident, strike, price 
fl uctuations, or natural catastrophe. General risk contingencies should 
not be disclosed in fi nancial statements.

7.  Misstatements identifi ed by the auditors during the course of the audit 
that are due to either extrapolation from audit evidence or differences 
in accounting estimates.

8.  Specifi c misstatements identifi ed by the auditors during the course of 
the audit.

 e. On January 28, 20X4, a famous analyst who followed the industry provided a negative 

report on his expectations concerning the short and intermediate term for the industry.

 1. For each of the subsequent events, indicate whether they should result in:

Adjustment—an adjusting entry as of 20X3.

Consider Disclosure—consideration of note disclosure as of 20X3.

 2.  Select the two events least likely to be refl ected (resulting in adjustment or disclosure) in 

the fi nancial statements.

16–39. Adapted AICPA Task-Based Simulation

  In connection with her audit of the fi nancial statements of Flowmeter, Inc., for the year ended 

December 31, 20X3, Joan Hirsch, CPA, is aware that certain events and transactions that have 

taken place after December 31, 20X3, but before she has issued her report dated February 28, 

20X4, may affect the company’s fi nancial statements.

The following material events or transactions have come to her attention:

 a. On January 3, 20X4, Flowmeter, Inc., received a shipment of raw materials from  Canada. 

The materials had been ordered in October 20X3 and shipped FOB shipping point in 

December 20X3.

 b. On January 15, 20X4, the company settled and paid a personal injury claim of a former 

employee as the result of an accident that had occurred in March 20X3. The company had 

not previously recorded a liability for the claim.

 c. On January 25, 20X4, the company agreed to purchase for cash the outstanding stock of 

Porter Electrical Co. The business combination is likely to double the sales volume of 

Flowmeter, Inc.

 d. On February 1, 20X4, a plant owned by Flowmeter, Inc., was damaged by a fl ood, result-

ing in an uninsured loss of inventory.

 e. On February 5, 20X4, Flowmeter, Inc., issued to an underwriting syndicate $2 million in 

convertible bonds.

For each of the subsequent events, indicate whether they should result in:

Adjustment—an adjusting entry as of 20X3.

Possible Disclosure—Consider note disclosure as of 20X3.

 16–40. Match the following terms to the appropriate defi nition (or partial defi nition). Each defi nition 

is used once.

Required:

LO 16-7

Required:

LO 16-6, 7, 8, 9
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16–41. Adapted AICPA Simulation

  Note: This simulation integrates concepts fi rst presented in Chapter 5 (see Figure 5.1 for Asser-
tions about Account Balances) and information from throughout the procedural chapters (10 
through 16) rather than only Chapter 16 coverage. This problem uses only the four account 
balances assertions from Figure 5.1: it does not include the cutoff assertion.  Accordingly, pro-
cedures which might be considered cutoff procedures would generally be considered as address-
ing either or both of the existence or completeness assertions (see footnote 1 on page 144).

  For each of the account balances and associated assertions below, select the audit procedure from 

the list provided that provides the most appropriate audit evidence for the account assertion.

Account Balances Assertion Procedure

1. Accounts 
Receivable

Completeness a. Review confi rmation of accounts receivable bal-
ances and agree to accounts receivable subledger.

b. Review list of accounts written off during year.
c. Review schedule of bad debt expense.
d. Trace individual customer account transactions to 

sales invoice. 
e. Trace sales invoice and shipping documents just 

before year-end to customer account transactions.

2. Inventory Valuation and 
Allocation

a. Examine invoices from suppliers.
b. Examine invoices paid subsequent to year-end and 

trace to subsidiary ledger.
c. Select items from inventory listing and locate the 

items in the warehouse.
d. Select items located in the inventory warehouse 

and trace to inventory listing.
e. Trace sales invoices and shipping documents just 

before year-end to customer accounts.

3. Fixed Assets Rights and 
Obligations

a. Interview plant manager regarding fi xed asset 
additions during the year.

b. Recalculate partial year depreciation for fi xed asset 
acquisitions.

c. Trace fi xed asset item to fi xed asset master control 
listing.

d. Vouch fi xed asset acquisitions to purchase invoices.
e. Vouch fi xed asset acquisitions to related cash 

disbursement. 

4. Accounts 
Payable

Completeness a. Compare aging of accounts payable to prior 
periods.

b. Confi rm accounts payable balance with suppliers.
c. Examine invoices paid subsequent to year-end and 

trace to subsidiary ledger.
d. Trace individual payable transaction to purchase 

order.
e. Vouch invoices for the purchase of supplies to 

receiving documents.

5. Cash Existence a. Agree bank statement to the subsidiary ledger.
b. Agree cash balance per the bank reconciliation to 

the year-end bank statement.
c. Agree cash balance to online year-end bank 

statement.
d. Recalculate bank statement balance including 

interest receivable.
e. Trace deposit per the bank statement to the cash 

subsidiary ledger.
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Proceeds of sale of scrap from

manufacturing process (total of

12 monthly sales)

Write-off of old outstanding checks;

nos. 118—$500; 214—$400; 407—$200

Recovery of previously written off

account receivable from Wilson

Company

Cash proceeds from sale of machine.

Cost of $10,000 and accumulated

depreciation of $8,000 as of Feb. 6,

X2, not removed from accounts

Refund of premium overcharge on

fire insurance policy no. 1856,

for period April 1, 20X2-Mar. 31, 20X3

Balance per ledger

May 8, 20X1,

through

April 7, 20X2

July 18, 20X1

Sept. 22, 20X1

Feb. 6, 20X2

April 28, 20X2

April 30, 20X2

Date Description Reference

Various CR

GJ 7-4

CR 9-1

CR 2-1

CR 4-1

Amount

$5,843

1,100

4,381

3,500

600

______

$15,424____________

Maxwell Company

Miscellaneous Revenue

Year Ended April 30, 20X2

Acct. No. 430 Q-2

Y

Y

Y

Y

Y

Y—Traced to cash receipts journal or general journal; 
         vouched to appropriate supporting documents.

R.A.K.
May 18, X2

   C.M.
May 19, X2

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

 16–42. Rita King, your staff assistant on the April 30, 20X2, audit of Maxwell Company, was trans-

ferred to another assignment before she could prepare a proposed adjusting journal entry for 

Maxwell’s Miscellaneous Revenue account, which she had analyzed per the working paper 

given on the next page. You have reviewed the working paper and are satisfi ed with King’s pro-

cedures. You are convinced that all the miscellaneous revenue items should be transferred to 

other accounts. Maxwell Company’s state of incorporation has an Unclaimed Properties Law.

Draft a proposed adjusting journal entry at April 30, 20X2, for Maxwell Company’s 

 Miscellaneous Revenue account.

 16–43. Your client is a company that owns a shopping center with 30 store tenants. All leases with the 

store tenants provide for a fi xed rent plus a percentage of sales, net of sales taxes, in excess of 

a fi xed dollar amount computed on an annual basis. Each lease also provides that the lessor 

may engage CPAs to audit all records of the tenant for assurance that sales are being properly 

reported to the lessor.

You have been requested by your client to audit the records of Traders Restaurant to deter-

mine that the sales totaling $390,000 for the year ended December 31, 20X2, have been prop-

erly reported to the lessor. The restaurant and the shopping center entered into a fi ve-year 

lease on January 1, 20X1. Traders Restaurant offers only table service; no liquor is served. 

During mealtimes, there are four or fi ve waiters and waitresses in attendance who prepare 

handwritten prenumbered restaurant checks for the customers. Payment is made at a cash reg-

ister, operated by the proprietor, as the customer leaves. All sales are for cash. The proprietor 

also is the accountant. Complete fi les are kept of restaurant checks and cash register tapes. A 

daily sales journal and general ledger are also maintained.

List the auditing procedures that you would employ to verify the total annual sales of Traders 

Restaurant.

LO 16-1, 3

LO 16-1, 2, 3

Required:
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Time Cards Job Tickets

C

D

E

F

A B

Job
Ticket

File

Time
Card
File

Payroll-Hour
Computer
Summary

Labor-Hour
Computer
Summary

Step Possible Misstatements or Discrepancies Control

A

 2. Is there adequate separation of duties between personnel who maintain timekeeping or 

attendance records for employees and employees who distribute payroll checks?

 a. Describe the purpose of each of the above controls.

 b. Describe the manner in which each of the above controls might be tested.

 c. Assuming that the operating effectiveness of each of the above controls is found to be 

inadequate, describe how the auditors might alter their substantive procedures to compen-

sate for the increased level of control risk.

 16–45. In connection with an audit of the fi nancial statements of Olympia Company, the auditors are 

reviewing procedures for accumulating direct labor-hours. They learn that all production is by 

job order and that all employees are paid hourly wages, with time and a half for overtime hours.

Olympia’s direct labor-hour input process for payroll and job-cost determination is sum-

marized in the fl owchart that is illustrated next. Steps A and C are performed in timekeeping, 

step B in the factory operating departments, step D in payroll audit and control, step E in data 

input, and step F in computer operations.

For each input processing step A through F:

 a. List the possible errors or discrepancies that may occur.

 b. Cite the corresponding control that should be in effect for each error or discrepancy.

 Note: Your discussion of Olympia’s procedures should be limited to the input for direct 

labor-hours, as shown in steps A through F in the fl owchart. Do not discuss human 

resources procedures for hiring, promotion, termination, and pay-rate authorization. In 

step F, do not discuss equipment, computer program, and general computer controls.

Organize your answer for each input-processing step as follows:

Required:

LO 16-4, 5

Required:

(AICPA, adapted)

 16–44. The following are typical questions that might appear on an internal control questionnaire for 

payroll activities:

 1. Is there adequate separation of duties between employees who maintain human resources 

records and employees who approve payroll disbursements?

LO 16-4, 5
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 16–46. Rowe Manufacturing Company has about 50 production employees and uses the following 

payroll procedures.

The factory supervisor interviews applicants and on the basis of the interview either hires 

or rejects the applicants. After being employed, the applicant prepares a W-4 form (Employ-

ee’s Withholding Exemption Certifi cate) and gives it to the supervisor. The supervisor writes 

the hourly rate of pay for the new employee in the corner of the W-4 form and then gives the 

form to a payroll clerk as notice that the applicant has been employed. The supervisor verbally 

advises the payroll department of pay-rate adjustments.

A supply of blank time cards is kept in a box near the entrance to the factory. Each 

employee takes a time card on Monday morning, signs it, and notes in pencil on the time card 

the daily arrival and departure times. At the end of the week, the employees drop the time 

cards in a box near the door to the factory.

The completed time cards are taken from the box on Monday morning by a payroll clerk. 

Two payroll clerks divide the cards alphabetically between them, one taking the A–L section 

of the payroll and the other taking the M–Z section. Each clerk is fully responsible for one 

section of the payroll. The payroll clerks compute the gross pay, deductions, and net pay; 

post the details to the employees’ earnings records; and prepare and number the payroll 

checks. Employees are automatically removed from the payroll when they fail to turn in 

time cards.

The payroll checks are manually signed by the chief accountant and given to the super-

visor, who distributes the checks to the employees in the factory and arranges for the 

delivery of the checks to the employees who are absent. The payroll bank account is 

reconciled by the chief accountant, who also prepares the various quarterly and annual 

payroll tax reports.

List your suggestions for improving Rowe Manufacturing Company’s internal control over 

factory hiring practices and payroll.

 16–47. Robertson Company had accounts receivable of $200,000 at December 31, 20X0, and had 

provided an allowance for uncollectible accounts of $6,000. After performing all normal 

auditing procedures relating to the receivables and to the valuation allowance, the independent 

auditors were satisfi ed that this asset was fairly stated and that the allowance for uncollectible 

accounts was adequate. Just before completion of the audit fi eldwork late in February, how-

ever, the auditors learned that the entire plant of Thompson Corporation, a major customer, 

had been destroyed by a fl ood early in February and that as a result Thompson Corporation 

was hopelessly insolvent.

The account receivable from Thompson Corporation in the amount of $44,000 originated 

on December 28; terms of payment were net 60 days. The receivable had been regarded as 

entirely collectible at December 31, and the auditors had so considered it in reaching their 

conclusion as to the adequacy of the allowance for uncollectible accounts. In discussing the 

news concerning the fl ood, the controller of Robertson Company emphasized to the auditors 

that the probable loss of $44,000 should be regarded as a loss of the following year, and not of 

20X0, the year under audit.

What action, if any, should the auditors recommend with respect to the receivable from 

Thompson Corporation?

LO 16-4

LO 16-7

In-Class 
Team Case
 16–48. The audit staff of Adams, Barnes & Co. (ABC), CPAs, reported the following audit fi ndings in 

their 20X5 audit of Keystone Computers & Networks (KCN), Inc.:

 1. Unrecorded liabilities in the amount of $6,440 for purchases of inventory. These inventory 

items were counted and included in the year-end total.

 2. Projected misstatement from confi rmation of accounts receivable in the amount of $2,042 

understatement.

 3. Projected misstatement from price tests of inventory of $9,510 overstatement.

 4. The staff of ABC believes that the amount of KCN’s allowance for uncollectible accounts 

should be increased by $5,000.

LO 16-8
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In addition, the audit staff has decided that for evaluating a material misstatement of the fi nan-

cial statements, the following guidelines should be used:

Current assets—$50,000

Noncurrent assets—$75,000

Current liabilities—$50,000

Noncurrent liabilities—$75,000

Total owners’ equity—$100,000

Net income before taxes—$65,000

 a. Prepare a schedule modeled after Figure 16.5 on page 650 to be used to evaluate the above 

audit fi ndings, assuming that KCN’s marginal tax rate is 25 percent.

 b. Decide whether the results indicate that there is a suffi ciently low risk of material misstate-

ment to justify ABC’s audit opinion.

Required:

Research 
and Discussion 
Case

 16–49. Marshall and Wyatt, CPAs, has been the independent auditor of Interstate Land Development 

Corporation for several years. During these years, Interstate prepared and fi led its own annual 

income tax returns.

During 20X4, Interstate requested Marshall and Wyatt to audit all the necessary fi nan-

cial statements of the corporation to be submitted to the Securities and Exchange Commis-

sion (SEC) in connection with a multistate public offering of 1 million shares of Interstate 

 common stock.

This public offering came under the provisions of the Securities Act of 1933. The audit 

was performed carefully and the fi nancial statements were fairly presented for the respec-

tive periods. These fi nancial statements were included in the registration statement fi led 

with the SEC.

While the registration statement was being processed by the SEC, but before the effec-

tive date, the Internal Revenue Service (IRS) obtained a federal court subpoena direct-

ing Marshall and Wyatt to turn over all its working papers relating to Interstate for the 

years 20X1–20X4. Marshall and Wyatt initially refused to comply for two reasons. First,  

Marshall and Wyatt did not prepare Interstate’s tax returns. Second, Marshall and Wyatt 

claimed that the working papers were confi dential matters subject to the privileged commu-

nications rule. Subsequently, however, Marshall and Wyatt did relinquish the subpoenaed 

working papers.

Upon receiving the subpoena, Wyatt called Dunkirk, the chairman of Interstate’s board of 

directors, and asked him about the IRS investigation. Dunkirk responded, “I’m sure the IRS 

people are on a fi shing expedition and that they will not fi nd any material defi ciencies.”

A few days later Dunkirk received a written memorandum from the IRS stating that it was 

contending Interstate had underpaid its taxes during the period under review. The memoran-

dum revealed that Interstate was being assessed $800,000, including penalties and interest for 

the three years. Dunkirk forwarded a copy of this memorandum to Marshall and Wyatt. This 

$800,000 assessment was material relative to the fi nancial statements as of December 31, 

20X4. The amount for each year individually, exclusive of penalty and interest, was not mate-

rial relative to each respective year.

 a. In general terms, discuss the extent to which a CPA fi rm’s potential liability to third parties 

is increased in an SEC registration audit.

 b. Discuss the implications of the IRS investigation, if any, relative to Marshall and Wyatt’s 

examination of Interstate’s 20X4 fi nancial statements. Discuss any additional investigative 

procedures that the auditors should undertake or any audit judgments that should be made 

as a result of this investigation.

 c. Can Marshall and Wyatt validly refuse to surrender the subpoenaed working papers to the 

IRS? Explain.

(AICPA, adapted)

LO 16-6, 8

Required:
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CHAPTER

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 17-1                  Describe the standard 
audit report for non-
public entity (nonis-
suer) audits.

 LO 17-2                  Describe the standard 
audit report for public 
entity (issuer) audits.

 LO 17-3                  Identify the circum-
stances that result 
in audit reports with 
emphasis-of-matter 
paragraphs and 
unmodifi ed opinions.

 LO 17-4                  Identify the circum-
stances that result 
in modifi ed audit 
opinions.

 LO 17-5                  Describe the audi-
tors’ responsibilities 
for reporting on 
comparative fi nancial 
statements.

Expressing an independent and expert opinion on the fairness of fi nancial statements 

is the most frequently performed attestation service rendered by the public accounting 

profession. This opinion, which is expressed in the auditors’ report, provides users of 

fi nancial statements with an opinion on whether the statements are in conformity with 

the appropriate fi nancial reporting framework, most frequently generally accepted 

accounting principles.

In Chapter 2, we saw that the auditors’ standard report states that the audit was per-

formed in conformity with generally accepted auditing standards and expresses an opin-

ion that the client’s fi nancial statements are presented fairly in conformity with  generally 

accepted accounting principles. However, auditors cannot issue the standard report if:

 • There are conditions, although not departures from GAAP, about which the readers 

of the fi nancial statements should be informed (e.g., a lack of consistent application 

of GAAP).

 • There are material departures from GAAP in the client’s fi nancial statements.

 • The auditors are unable to obtain suffi cient appropriate audit evidence (e.g., due to 

client not retaining certain important records).

Instead, they must alter their report to communicate those matters.

In this chapter, we describe the different types of audit reports that auditors issue 

in various circumstances. Their goal in reporting is to present clearly the nature of the 

audit and their opinion on the fi nancial statements.

Financial Statements and Standard Unmodifi ed 
Audit Reports

Because we are discussing audit reports on fi nancial statements, we fi rst briefl y pro-

vide an overview of fi nancial statements, including disclosures. Next, we discuss in 

detail the standard unmodifi ed audit reports included in AICPA Auditing Standards 

Board and Public Company Accounting Oversight Board professional standards.

Auditors most frequently report upon a complete set of fi nan-

cial statements: that is, the balance sheet, the income state-

ment, the statement of retained earnings, and the statement 

of cash fl ows and related notes.1 In some cases, the statement of retained earnings is 

either expanded to a statement of stockholders’ equity or combined with the income 

Financial 
Statements

17Auditors’ Reports

1 As is discussed in further detail in Chapter 19, an auditor may report on less than the complete 
set of fi nancial statements. Thus, for example, an auditor could issue an audit report with an 
opinion on a balance sheet alone. One issue that complicates matters is a GAAP requirement 
that when a company presents a balance sheet and an income statement, it must also present 
a statement of cash fl ows; if a statement of cash fl ows is omitted in this situation, a departure 
from GAAP exists.
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statement. Financial statements generally are presented in comparative form for the current 

year and one or more preceding years. The fi nancial statements for a parent corporation 

usually are consolidated with those of the subsidiaries. In the United States, these fi nancial 

statements are most frequently prepared following the general-purpose framework 

referred to as accounting principles generally accepted in the United States of America.2

The purpose of notes to fi nancial statements is to properly disclose information required by 

generally accepted accounting principles that cannot be adequately conveyed on the face 

of the fi nancial statements. Adequate disclosure in the notes to the fi nancial statements 

is necessary for the auditors to issue an unmodifi ed opinion on the fi nancial statements.

The Financial Accounting Standards Board (FASB), the Government Accounting 

Standards Board (GASB), the Federal Accounting Standards Advisory Board (FASAB), 

and the Securities and Exchange Commission (SEC) have issued numerous pronounce-

ments that have added extensive disclosure requirements. Examples of these require-

ments include the disclosure of signifi cant accounting policies, accounting changes, loss 

contingencies, and lease and postretirement benefi t information.

In evaluating fi nancial reporting disclosures, the auditors should keep in mind that dis-

closures are meant to supplement the information on the face of the fi nancial statements—

not correct improper fi nancial statement presentation. Thus, a note or supplementary 

schedule, no matter how skillfully drafted, does not compensate for the erroneous presen-

tation of an item in the fi nancial statements.

Comparative fi nancial statements are fi nancial statements for one or more prior 

periods, included for comparison with the fi nancial statements of the current period.  Com-

parative fi nancial statements allow users to identify changes and trends in the fi nancial 

position and operating results of a company over an extended period, and thus are more 

useful to investors and creditors than are fi nancial statements for a single period. Publicly 

owned companies are required to include in their annual reports the balance sheets for 

each of the last two years and the related statements of income, retained earnings, and 

cash fl ows for each of the last three years. The auditors’ report covers all fi nancial state-

ments that are presented. Later in this chapter, we will describe in detail the auditors’ 

reporting responsibilities when management presents comparative fi nancial statements.

Chapter 2 includes a standard audit report on the audit of a nonpublic company’s fi nan-

cial statements for two years. The following is a nonpublic company standard unmodifi ed 

report on fi nancial statements for one year (AICPA AU-C 700):

Independent Auditors’ Report
To the Board of Directors and Stockholders of ABC Company:

We have audited the accompanying consolidated fi nancial statements of ABC Company and 
its subsidiaries, which comprise the consolidated balance sheet as of December 31, 20X1, and the 
related consolidated statements of income, changes in stockholders’ equity and cash fl ows for 
the year then ended, and the related notes to the fi nancial statements.

Management’s Responsibility for the Financial Statement

Management is responsible for the preparation and fair presentation of these consolidated 
fi nancial statements in accordance with accounting principles generally accepted in the United 
States of America; this includes the design, implementation, and maintenance of internal control 
relevant to the preparation and fair presentation of consolidated fi nancial statements that are 
free from material misstatement, whether due to fraud or error.

Financial 
Statement 
Disclosures

Comparative 
Financial 
Statements

The Auditors’ 
Standard Report—
Nonpublic Clients

Describe the standard audit report 

for nonpublic entity (nonissuer) 

audits.

LO 17-1

2 While fi nancial statements may be prepared using a number of fi nancial reporting frameworks 
other than GAAP (e.g., International Financial Reporting Standards, Cash Basis, Tax Basis), 
 throughout this chapter we will ordinarily just refer to GAAP unless a distinction relating to 
another framework is being made.
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Before continuing, notice several details about this report. It has a title that includes 

the word independent. It is addressed to those for whom it is prepared, generally the 

audited company itself or to those charged with governance. After the introductory para-

graph, the report is divided into sections with headings.

The introductory paragraph of the auditors’ report identifi es the fi nancial statements 

that have been audited. The section heading of Management’s Responsibility for the 
Financial Statement indicates that management is responsible for the preparation and 

fair presentation of the fi nancial statements, in accordance with generally accepted 

accounting principles (or another fi nancial reporting framework such as cash basis, 

if appropriate) and its responsibility for internal control. The Auditors’ Responsibility 

section includes three paragraphs that (1) indicate that it is the auditors’ responsibility 

to express an opinion on the fi nancial statements based on an audit conducted in accor-

dance with generally accepted auditing standards, (2) outline the nature of an audit, and 

(3) conclude that the auditors believe that suffi cient appropriate audit evidence has been 

obtained to provide a basis for the audit opinion. Finally, the Opinion Section presents the 

auditors’ opinion on whether the fi nancial statements are presented fairly in conformity 

with accounting principles generally accepted in the United States.3

Historically, audit reports referred simply to generally accepted auditing standards and 

generally accepted accounting principles. Today, however, a number of nations have their 

own generally accepted standards (principles), and those standards generally differ from one 

another. To reduce confusion, audit reports issued in the United States now use terms such 

as “generally accepted auditing standards (United States of America)” or “auditing standards 

3 Auditors sometimes have reporting responsibilities related to other legal and regulatory 
requirements. For example, for audits performed under Government Auditing Standards, the 
auditors may be required to report on internal control over fi nancial reporting and on compliance 
with laws, regulations, and other matters. It is when the relevant law or regulation requires or 
permits the auditors to report within the auditors’ report on the fi nancial statements that this 
becomes relevant. In such a situation, the overall report is divided as described below:

• Report on Financial Statements. This heading is added above the introductory paragraph.

•  Report on Other Legal and Regulatory Requirements. This heading and the related report follow 
the opinion paragraph on the fi nancial statements.

Note that this treatment is not applicable for emphasis-of-matter or other-matter paragraphs 
added to an audit report and is not required by the PCAOB.

Auditors’ Responsibility
Our responsibility is to express an opinion on these consolidated fi nancial statements based on 
our audit. We conducted our audit in accordance with auditing standards generally accepted in 
the United States of America. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the consolidated fi nancial statements are free of 
material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and dis-
closures in the consolidated fi nancial statement. The procedures selected depend on the auditors’ 
judgment, including the assessment of the risks of material misstatement of the consolidated fi nan-
cial statements, whether due to fraud or error. In making those risk assessments, the auditor consid-
ers internal control relevant to the entity’s preparation and fair presentation of the consolidated 
fi nancial statements in order to design audit procedures that are appropriate in the circumstances, 
but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. 
Accordingly, we express no such opinion. An audit also includes evaluating the appropriateness of 
accounting policies used and the reasonableness of signifi cant accounting estimates made by man-
agement, as well as evaluating the overall presentation of the consolidated fi nancial statements.

We believe that the audit evidence we have obtained is suffi cient and appropriate to provide 
a basis for our audit opinion.

Opinion
In our opinion, the consolidated fi nancial statements referred to above present fairly, in all mate-
rial respects, the fi nancial position of ABC Company and its subsidiaries as of December 31, 20X1, 
and the results of their operations and their cash fl ows for the year then ended in accordance 
with accounting principles generally accepted in the United States of America.

Phoenix, Arizona Williams & Co., LLP
February 5, 20X2
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generally accepted in the United States of America.” A similar modifi cation is made relating 

to generally accepted accounting principles. For simplicity’s sake, in our text discussion, 

we often will use the simpler historical terms or their abbreviations “GAAP” and “GAAS.”

Notice that the audit report is signed with the name of the CPA fi rm, not the name 

of an individual partner in the fi rm. This signature stresses that it is the fi rm, not the 

individual, that takes responsibility for the audit report. If the CPA is practicing under 

his or her own name as a sole practitioner, the report is signed with the CPA’s personal 

signature. In addition, a sole practitioner should use I instead of we in the audit report.4

Also notice the date under the signature. The auditors’ report should not be dated earlier 

than the date on which the auditors have obtained suffi cient appropriate audit evidence to 

support their opinion on the fi nancial statements. Suffi cient appropriate audit evidence has 

been obtained when all audit documentation has been reviewed, the fi nancial statements 

(including notes) are prepared, and management has asserted that they have taken respon-

sibility for these fi nancial statements (ordinarily through a representation letter). The date 

of the audit report is quite signifi cant because the auditors have a responsibility to perform 

procedures through that date to search for any subsequent events that may affect the fair-

ness of the client’s fi nancial statements (see Chapter 16), and due to requirements relating 

to changes in documentation that arise after that date (see Chapter 5).

An auditors’ report with an unmodifi ed opinion may be issued only when the auditors 

have obtained suffi cient appropriate audit evidence to conclude that the fi nancial state-

ments, as a whole, are not materially misstated.

The following is an example of a standard audit report for audits of public companies.The Auditors’ 
Standard Report—
Public Clients

Describe the standard audit report 

for public entity (issuer) audits.

LO 17-2

4 Section ISA 700 of the International Standards on Auditing allows the signature to be that of the 
audit fi rm, the personal name of the auditor who directed the audit, or both, as appropriate for 
the particular jurisdiction. For audits of years ending after December 15, 2016, the personal name 
of the auditor who directed the audit will ordinarily be required. Also effective for audits of peri-
ods ending after December 15, 2016, the International Auditing and Assurance Standards Board 
(IAASB) will require audit reports of public companies to include a “key audit matters” section. Key 
audit matters are those matters that, in the auditor’s professional judgment, were of most signifi -
cance in the audit. For example, for a particular audit, accounting estimates with high estimation 
uncertainty and unusual transactions, such as those with related parties might be considered key 
audit matters. The Auditing Standards Board and the Public Company Auditing Standards Board 
are both considering requiring similar disclosures in audit reports.

Report of Independent Registered Public Accounting Firm
To the Board of Directors and Stockholders of Southwest Airlines Co.:

We have audited the accompanying consolidated balance sheets of Southwest Airlines Co. as 
of December 31, 2011 and 2010, and the related consolidated statement of income, stockholders’ 
equity, and cash fl ows for each of the three years in the period ended December 31, 2011. These 
fi nancial statements are the responsibility of the Company’s management. Our responsibility is to 
express an opinion on these fi nancial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting 
Oversight Board (United States). Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the fi nancial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures 
in the fi nancial statements. An audit also includes assessing the accounting principles used and sig-
nifi cant estimates made by management, as well as evaluating the overall fi nancial statement pre-
sentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the fi nancial statements referred to herein present fairly, in all material respects, 
the consolidated fi nancial position of Southwest Airlines Co. at December 31, 2011 and 2010, and 
the consolidated results of its operations and its cash fl ows for each of the three years in the period 
ended December 31, 2011, in conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting 
Oversight Board (United States), Southwest Airlines Co.’s internal control over fi nancial reporting 
as of December 31, 2011, based on criteria established in the Internal Control-Integrated Frame-
work issued by the Committee of Sponsoring Organizations of the Treadway Commission, and 
our report dated February 9, 2012 expressed an unmodifi ed opinion thereon.

 Ernst & Young, LLP
Dallas, Texas
February 9, 2012
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There are a number of differences between this PCAOB audit report and the report 

used for audits of nonpublic companies. The primary differences are that the PCAOB 

report:

 • Includes the words “Registered” in the title.

 • References standards of the PCAOB rather than generally accepted auditing standards.

 • Includes less detailed discussions of management and auditor responsibilities.

 • Includes an additional paragraph indicating that the auditors have also issued a report 

on the client’s internal control over fi nancial reporting. (For a description of audits of 

internal control over reporting, see Chapters 7 and 18.)

 • Does not include section headings.

We will now turn our attention to modifi cations of auditors’ standard reports. Although 

our illustrations are for audit reports of nonpublic companies, they require few or no 

changes to be used for the PCAOB audit report.

Expression of an Opinion

The options when expressing an opinion on fi nancial statements may be summarized as 

being either unmodifi ed or modifi ed as follows:

Unmodifi ed Opinions
 • Unmodifi ed opinion—standard report. This report may be issued only when the audi-

tors have obtained suffi cient appropriate audit evidence to conclude that the fi nancial 

statements, taken as a whole, are not materially misstated and there is no need to add 

an emphasis-of-matter paragraph, an other-matter paragraph or to indicate 

a group audit situation.5

 • Unmodifi ed opinion with an emphasis-of-matter paragraph. An  emphasis-of-matter 

paragraph in an audit report follows the opinion paragraph and is included to refer to a 

matter that is appropriately presented or disclosed in the fi nancial statements but is being 

emphasized through the audit report. In certain circumstances, an  emphasis-of-matter 

paragraph is required (e.g., when there is substantial doubt about a company’s ability 

to continue as a going concern and when the company changes accounting princi-

ples). In others, it is included at the auditors’ discretion (e.g., an uncertainty relating to 

future exceptional litigation, signifi cant transactions with related parties, or unusually 

important subsequent events).

 • Unmodifi ed opinion with an other-matter paragraph. An other-matter paragraph 

in an audit report follows the opinion paragraph (and any emphasis-of-matter 

 paragraph) and refers to a matter other than those presented or disclosed in the 

audited fi nancial statements. The matter is, in the auditors’ judgment, relevant to 

users’ understanding of the audit, the auditors’ responsibilities, or the auditors’ 

report. These may arise in a variety of circumstances, including those presented in 

Chapter 16, relating to other information in documents containing audited fi nan-

cial statements and required supplementary information. Also, as discussed in Chap-

ter 19, an other-matter paragraph is added when fi nancial statements are prepared in 

accordance with special-purpose frameworks. In this chapter, we discuss other-matter 

paragraphs used to (1) report on comparative statements when there are predecessor 

auditors and (2) alert readers about the intended use of an audit report when it is not 

for general use.

 • Unmodifi ed opinion on group fi nancial statements. This circumstance involves a situ-

ation in which two or more CPA fi rms are involved in the audit of components of 

5 PCAOB standards use the term “unqualifi ed” rather than “unmodifi ed.” In 2010, the AICPA Audit-
ing Standards Board switched from using “unqualifi ed” to align its terminology with  International 
Standards on Auditing.
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group fi nancial statements (e.g., the component auditors may audit one subsidiary of 

an organization structured as a parent company with fi ve subsidiaries). When the audit 

fi rm that does the remainder of the audit does not wish to take responsibility for the 

work of the component auditors, the audit report is modifi ed to divide responsibility 

between the CPA fi rms. This situation is unique in that the report alterations do not 

involve inclusion of an emphasis-of-matter or an other-matter paragraph.

Modifi ed Opinions
 • Qualifi ed opinion. A qualifi ed opinion states that the fi nancial statements are  presented 

fairly in conformity with generally accepted accounting principles “except for” the 

effects of some matter. Qualifi ed opinions are issued when the fi nancial statements 

are materially misstated (“a departure from GAAP”) or when the auditors are unable 

to obtain suffi cient appropriate audit evidence on which to base the opinion (“a scope 

limitation”). In both cases, the likely effects, while material, are not considered 

 pervasive. All signifi cant reasons for the issuance of a qualifi ed opinion should be 

set forth in a basis for modifi cation paragraph (expanatory paragraph under 

PCAOB standards) that precedes the opinion paragraph.

 • Adverse opinion. An adverse opinion states that the fi nancial statements are not pre-

sented fairly in conformity with generally accepted accounting principles. Auditors 

issue an adverse opinion when the defi ciencies in the fi nancial statements are both 

material and pervasive. All signifi cant reasons for the issuance of an adverse opinion 

should be set forth in a basis for modifi cation paragraph that precedes the opinion 

paragraph.

 • Disclaimer of opinion. A disclaimer of opinion most frequently is the result of a scope 

limitation that creates a situation in which the auditors are unable to obtain suffi cient 
appropriate audit evidence on which to base the opinion, and they conclude that the 

possible effects on the fi nancial statements of undetected misstatements, if any, could 

be both material and pervasive. A disclaimer is not an opinion; it simply states that the 

auditors do not express an opinion on the fi nancial statements. All signifi cant reasons 

for the issuance of a disclaimer of opinion should be set forth in a basis for modifi ca-

tion paragraph that precedes the opinion paragraph. As we discuss later in this chapter, 

disclaimers may also result from substantial doubt about a client’s ability to continue 

as a going concern or multiple uncertainties relating to the fi nancial statements.

We structure our discussion of audit reports around the two basic types of  opinions just 

outlined—unmodifi ed and modifi ed opinions. Since several circumstances may result in 

either an unmodifi ed or a modifi ed opinion (e.g., substantial doubt about going-concern 

status and uncertainties), we emphasize those circumstances that are encountered most 

frequently.

Reports with an Unmodifi ed Opinion 
and an Emphasis-of-Matter Paragraph

The primary circumstances that result in an audit report with an unmodifi ed opinion but 

with an emphasis of matter paragraph (or referral to other auditors in a group audit situ-

ation) include:

 • Substantial doubt about the company’s going-concern status

 • Generally accepted accounting principles not consistently applied

 • Uncertainties

 • Other circumstances that auditors believe should be emphasized (e.g., a major catas-

trophe, related party transactions, and subsequent events)

 • Group audits

Identify the circumstances that

result in audit reports with  emphasis-

of-matter paragraphs and unmodi-

fi ed opinions.

LO 17-3
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In these circumstances, the auditors have to obtain suffi cient appropriate audit evidence 

to conclude that the fi nancial statements as a whole are free from material misstatement 

but they decide that additional information should be added to the audit report. The fi rst 

four bulleted circumstances require an emphasis-of-matter paragraph following the opin-

ion paragraph, which includes a statement that the audit opinion is not modifi ed with 

respect to the matter.6 As indicated earlier in this chapter, group audits may lead to modi-

fi cations of existing paragraphs in the audit report when responsibility is divided between 

two or more CPA fi rms.

The professional standards require that auditors evaluate whether there is substantial 

doubt about the client’s ability to continue as a going concern for a reasonable period 

of time, which is defi ned as not to exceed one year beyond the date of the fi nancial 

statements being audited. Going-concern status is a signifi cant issue for users of fi nan-

cial statements, because assets and liabilities are normally recorded and classifi ed on the 

assumption that the company will continue to operate.

The professional standards state that the auditors should consider the results of the 

procedures performed during the course of the audit to identify conditions or events that, 

when considered in the aggregate, indicate there could be substantial doubt about the 

entity’s ability to continue as a going concern. For example, when performing risk assess-

ment procedures, the auditors should consider whether there are events or conditions that 

indicate that there could be substantial doubt about the entity’s ability to continue as a 

going concern. Also, throughout the audit the auditors should remain alert for audit evi-

dence indicating such substantial doubt.

Conditions that may cause the auditors to question the going-concern assumption 

include negative cash fl ows from operations, defaults on loan agreements, adverse fi nan-

cial ratios, work stoppages, and legal proceedings. When such conditions or events are 

identifi ed, the auditors should gather additional information and consider whether man-

agement’s plans for dealing with the conditions are likely to mitigate the problem. If, 

after evaluating the information and management’s plans, the auditors conclude that the 

substantial doubt is resolved, they may issue a standard report. If, on the other hand, sub-

stantial doubt still exists about the company’s ability to continue as a going concern for a 

period of one year from the balance sheet date, the auditors should add an emphasis-of-

matter paragraph to their unmodifi ed opinion or issue a disclaimer of opinion.7 Includ-

ing an emphasis-of-matter paragraph with an unmodifi ed opinion is the most frequent 

resolution.

The following is an example of an emphasis-of-matter paragraph relating to substan-

tial doubt about a company’s ability to continue as a going concern (emphasis added):

Emphasis-of-Matter
The accompanying consolidated fi nancial statements have been prepared assuming that the 
Company will continue as a going concern. As discussed in Note 1 to the consolidated fi nancial 
statements, the Company has suffered negative cash fl ows from operations and has an accumu-
lated defi cit, conditions that raise substantial doubt about the Company’s ability to continue as 
a going concern. Management’s plans in regard to these matters are also described in Note 1. 
The consolidated fi nancial statements do not include any adjustments that might result from the 
outcome of this uncertainty. Our opinion is not modifi ed with respect to this matter.

Substantial 
Doubt about a 
Company’s Going-
Concern Status

6 PCAOB standards require that consistency and going-concern emphasis-of-matter paragraphs 
follow the opinion paragraph of the audit report; other emphasis-of-matter paragraphs may 
either precede or follow the opinion paragraph. PCAOB standards also do not require a statement 
concerning the opinion not being modifi ed. (International Standards of Auditing [ISA] are 
consistent with GAAS in this area.)
7 The International Standards on Auditing (ISA 570) state that in rare cases involving multiple 
material uncertainties that are signifi cant to the fi nancial statements, the auditor may consider it 
appropriate to issue a disclaimer of opinion. This is consistent with GAAS and PCAOB standards.
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Regardless of whether the auditors decide to add an emphasis-of-matter paragraph to a 

report with an unmodifi ed opinion or to issue a disclaimer of opinion, the auditors should 

consider the adequacy of fi nancial statement disclosures that relate to the fi rm’s going-

concern status. Financial statement disclosures include:

 • Pertinent conditions and events giving rise to the substantial doubt and their possible effects.

 • Management’s evaluation of the signifi cance of the conditions and effect and manage-

ment’s plans for dealing with them.

 • Possible discontinuance of operations.

 • Information about the recoverability or classifi cation of recorded asset amounts and 

the amounts and classifi cation of liabilities.

If such disclosures are materially inadequate, a departure from GAAP exists and a quali-

fi ed or adverse opinion is appropriate.

When conditions and events indicate that there could be substantial doubt about the 

entity’s ability to continue as a going concern, the auditors should document in the work-

ing papers the conditions and events and signifi cant management plans. In addition, they 

should document the auditing procedures performed to evaluate management’s plans, 

the conclusion about whether substantial doubt exists, and their consideration of the ade-

quacy of fi nancial statement disclosures.

Recall that this section applies when there is “substantial doubt” about the client’s 

ability to continue as a going concern. What about the situation in which liquidation 

of the company is imminent (that is, the company defi nitely is not a going concern)? 

In such a case, the liquidation basis of accounting is considered the appropriate basis 

under generally accepted accounting principles. The auditors’ report ordinarily should 

use an emphasis-of-matter paragraph that states that the company has changed the basis 

of accounting from the going-concern basis to a liquidation basis. On the other hand, 

when a client’s fi nancial statements follow the going-concern basis of accounting when 

liquidation is imminent, a departure from GAAP exists.

United States auditing standards for both public and nonpublic companies require that 

auditors evaluate the client’s current period fi nancial statements for consistency of 

application of accounting principles in relation to prior periods. Which periods should 

be considered in this evaluation? Both Auditing Standards Board and PCAOB stan-

dards base that decision on the periods covered by the auditors’ report on the fi nancial 

statements.

 • When the auditors are reporting only on the current period, they should evaluate 

whether the current-period fi nancial statements are consistent with those of the pre-

ceding period, regardless of whether the preceding period is presented.

 • When the auditors are reporting on two or more periods, they should evaluate consis-

tency between such periods and the consistency of such periods with the period prior 

thereto if that prior period is presented with the fi nancial statements being reported 

upon.

When the client makes a change in accounting principles, the nature of, justifi ca-

tion for, and effect of the change are reported in a note to the fi nancial statements for the 

period in which the change is made. The auditors should evaluate the change by deter-

mining whether it meets the following four accounting requirements:

 1. The newly adopted principle is generally accepted.

 2. The method of accounting for the effect of the change is in conformity with GAAP.

 3. The disclosures related to the change are adequate.

 4. Management has justifi ed that the new accounting principle is preferable.

When the auditors believe that the new principle meets the four requirements, an emphasis-

of-matter paragraph is added to the audit report to highlight the lack of consistent application 

Generally 
Accepted 
Accounting 
Principles Not 
Consistently 
Applied
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of acceptable accounting principles; but the opinion remains unmodifi ed.8 Following is an 

example of an emphasis-of-matter paragraph that would follow the opinion paragraph:

Emphasis-of-Matter
As discussed in Note 5 to the consolidated fi nancial statements, the Company adopted Financial 
Accounting Standards Board Update No. XXX, Provide Title, as of December 31, 20X8. Our opin-
ion is not modifi ed with respect to this matter.

When the auditors believe that the new principle does not meet one or more of the four 

requirements, a departure from generally accepted accounting principles exists. In such a 

circumstance, the auditors should issue either a qualifi ed or an adverse opinion.

A client’s correction of a material misstatement in previously issued fi nancial statements 

also results in addition of an emphasis-of-matter paragraph to the audit report. The para-

graph is only included in the year of correction and includes a statement that the previously 

issued fi nancial statements have been restated for correction of a material misstatement and 

a reference to the entity’s disclosure of the correction in the notes to the fi nancial statements.

Among situations that ordinarily do not result in an emphasis-of-matter paragraph on 

consistency are changes in accounting estimates (e.g., changing the life of a fi xed asset) 

and changes in principles with an immaterial effect (even if the effects are expected to 

be material in the future); absent other circumstances, a standard report may be issued in 

the year of the change. Finally, because consistency is a between-periods concept, a con-

sistency modifi cation is not appropriate for a company in the fi rst year of its existence.

While the professional standards require auditors to include an emphasis-of-matter para-

graph in the circumstances presented previously, in the following circumstances the audi-

tors may elect to include an emphasis-of-matter paragraph.

Uncertainties
Uncertainties are situations in which conclusive audit evidence concerning the ultimate 

outcome cannot be expected to exist at the time of the audit, since that outcome will occur 

in the future. While all fi nancial statements are affected to some extent by uncertainties, 

it is only to those whose outcome is unusually important that auditors consider adding 

an emphasis-of-matter paragraph: for example, unusually important ongoing litigation or 

regulatory action in process against the client. The following illustrates an emphasis-of-

matter paragraph describing an uncertainty:

Emphasis-of-Matter
As discussed in Note X to the fi nancial statements, the company is a defendant in a lawsuit 
[briefl y describe the nature of the litigation consistently with the Company’s description in the 
note to the fi nancial statements]. Our opinion is not modifi ed with respect to this matter.

Adding an emphasis-of-matter paragraph for matters such as the above is at the discre-

tion of the auditors. A major assumption underlying the inclusion of an emphasis-of-matter 

paragraph is that the matter is adequately disclosed in the notes to the fi nancial statements. 

The auditors simply choose to emphasize it. As is the case with other emphasis-of-matter 

paragraphs, a discretionary emphasis paragraph follows the opinion paragraph.

While a report with an unmodifi ed opinion and an emphasis-of-matter paragraph is the 

most frequent resolution regarding a particularly important uncertainty, there are situations in 

which a disclaimer may be issued. When multiple uncertainties cause the auditors to conclude 

that it is not possible to form an opinion on the fi nancial statements as a whole due to the inter-

action and cumulative possible effects of the uncertainties, a disclaimer may be appropriate.

Auditor 
Discretionary 
Circumstances 
That Result in 
an Emphasis-of-
Matter Paragraph

8 International Standards on Auditing (ISA 706) allow, but do not require, an emphasis-of-matter 
paragraph relating to a properly accounted for change in accounting principles.
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If a matter such as those just described is not adequately disclosed in the fi nancial 

statements, a departure from GAAP exists; as described later in the chapter, either a qual-

ifi ed or an adverse opinion is then appropriate.

Additional Circumstances That May Result in an Emphasis-of-Matter Paragraph
Auditors also may at their own discretion choose to add an emphasis-of-matter paragraph 

to a report with an unmodifi ed opinion for other circumstances relating to the fi nancial 

statements. Examples of such matters include:

 • A major catastrophe that has had, or continues to have, a signifi cant effect on the 

organization.

 • Signifi cant transactions with related parties.

 • Unusually important subsequent events.

Note that the matter should relate to the fi nancial statements, not to the audit itself 

(e.g., adding an emphasis-of-matter paragraph relating to an audit procedure performed 

would not be appropriate).

Group fi nancial statements are those of a company that is composed of more than one 

component (e.g., subsidiary). When one CPA fi rm audits the entire group, no particu-

lar audit reporting complications arise. It is when one or more components are audited 

by component auditors other than the group auditors9 that issues arise about the 

relative responsibilities of the various auditors. For example, consider the following com-

pany, composed of a parent company and three subsidiaries:

Except for Subsidiary C, the entire audit is performed by the group auditors. Assume, as 

is ordinarily the case, that an audit report is required upon the overall consolidated parent 

company’s fi nancial statements. It is this audit report that is considered in this section.

When component auditors are involved, the group auditors should determine whether 

suffi cient appropriate audit evidence can reasonably be expected to be obtained regarding 

the overall group controls, the consolidation process, and the fi nancial information of the 

components. In addition, the group engagement team should obtain an understanding of:

 • Whether the component auditors are competent, operate in a regulatory environment 

with proper oversight, and will comply with all ethical requirements.

 • The extent to which the group engagement team will be involved with the component 

auditors and will be able to obtain necessary information on the consolidation process 

from the component auditors.

As a part of this process, the group auditors should communicate to the component audi-

tors audit related matters of which they should be aware.

Group Fi nancial 
Statements

9 GAAS (ASB AU-C 600) and International Standards of Auditing (ISA 600) use the terms “group 
engagement partner” and “group engagement team”—for simplicity sake, in part of this 
discussion, we use the term “group auditors.” Also, previously, the group auditors were referred to 
as the “principal auditors” and the component auditors as “other auditors.” The terms “principal 
auditors” and “other auditors” are still used in PCAOB auditing standards (PCAOB 543).

Consolidated Parent
Company (Audited by 

Group Auditors)

Subsidiary A
(Audited by 
Group Auditors)

Subsidiary B
(Audited by 
Group Auditors)

Subsidiary C
(Audited by 
Component Auditors)
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Under GAAS and PCAOB Standards, the group auditors have two basic reporting 

alternatives:10

 1. Make reference to the component auditors. When the group auditors make reference to 

the work performed by the component auditors, they are in essence dividing responsi-

bility for the engagement among the group and component auditors. Historically, this 

type of report has often been called a shared responsibility opinion, even though it 

is signed only by the group auditors. When the group auditors decide to make reference 

to the component auditors, they should perform the procedures described previously in 

this section and should also read the component’s fi nancial statements and the compo-

nent auditors’ report on those statements to identify signifi cant fi ndings and issues. 

   A shared responsibility report indicates the portion of the engagement performed 

by the component auditors in terms of dollars or percentages in the Auditors’ Respon-
sibility section and also refers to the component auditors in the Opinion section (“In 

our opinion, based on our audit and the report of the other auditors, the consolidated 

fi nancial statements referred herein present fairly. . . .”).11 

   What if the component auditors modify the opinion of their report on the compo-

nent? Are the group auditors required to modify their opinion on the consolidated 

fi nancial statements? The answer to this question depends on the materiality of the 

matter. The consolidated fi nancial statements ordinarily will have much larger amounts 

and totals than those of the component. Matters that were material to the component’s 

fi nancial statements may be quite insignifi cant to the consolidated entity. To determine 

whether a qualifi cation is in order, the group auditors must evaluate the materiality of 

the matter in relation to the consolidated fi nancial statements.

 2. Make no reference to the component auditors. If the group auditors make no reference 

in their report to the portions of the engagement performed by the component auditors, 

they assume responsibility for the entire audit. This approach is usually followed when 

the component auditors are well known or when the group auditors are responsible for 

hiring the component auditors. Also, when diffi culties arise relating to the component 

auditors’ competence or work, the group auditors may decide to audit the component 

and not refer to the component auditors. If the group auditors elect to make no refer-

ence, they will issue the standard auditors’ report with no additional wording. 

   When the group auditors decide not to make reference to the work of the compo-

nent auditors, they must perform certain additional audit procedures. First, they should 

evaluate the appropriateness of performance materiality at the component level. The 

additional required procedures relating to the component depend upon whether that 

component is considered to be a signifi cant component; a signifi cant component is one 

identifi ed by the group engagement team as having fi nancial signifi cance to the group 

or, due to its nature, is likely to include signifi cant risks of material misstatement of the 

group fi nancial statements. Figure 17.1 summarizes the audit work that ordinarily must 

be performed for components when no reference is made to the component auditors.

   Group auditors are never forced to rely on the work of component auditors. Instead, 

they may insist upon personally auditing any aspect of the client’s operations. If the cli-

ent refuses to permit them to do so, the auditors may regard this as a scope  limitation 
and, depending upon materiality, issue a qualifi ed report or a disclaimer of opinion. As 

a practical matter, opinions are seldom modifi ed for this reason.  Satisfactory arrange-

ments about who will audit the various aspects of a client’s business normally will be 

worked out before the audit begins.

10 International Standards on Auditing (ISA 600) do not permit the audit report to make reference 
to component auditors unless required by law or regulation.

11 Another acceptable, although less frequently used, option allows the group auditors to obtain 
the permission of the component auditors to explicitly use the auditors’ name in the audit report. 
In such circumstances, the component auditors’ report must also be presented with the report of 
the group auditors.
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Figure 17.2 summarizes important points related to emphasis-of-matter paragraphs 

and group audits.

FIGURE 17.1
Additional Procedures 
When Not Making 
Reference to the 
Component Auditors

Component Nature Audit Procedures

Not signifi cant The group engagement team should perform analytical 
 procedures at the group level. Audit additional components 
if suffi cient appropriate audit evidence has not been obtained.

Signifi cant due to its 
individual fi nancial 
signifi cance to the 
group

1.  The group auditors or component auditors should perform 
an audit of the component, adapted as necessary to the 
needs of the group engagement team, using the materiality 
of the component.

2.  The group engagement team should be involved in the risk 
assessment and should:

 •  Discuss with the component auditors or component 
 management the component’s business activities of 
 signifi cance to the group.

 •  Discuss with the component auditors the susceptibility of 
the component to material misstatement.

 •  Review the component auditors’ documentation of 
 identifi ed signifi cant risks of material misstatement of 
the group fi nancial statements.

Signifi cant because 
it is likely to 
include signifi cant 
risks of material 
misstatement of 
the group fi nancial 
statements

1. The group auditors or the component auditors:
 •  Should perform an audit of the component, adapted as 

necessary to the needs of the group engagement team, 
using the materiality of the component.

 •  Should audit one or more component account balances, 
classes of transactions, or disclosures that relate to the 
 signifi cant risks.

 •  Should perform specifi ed audit procedures relating to 
the likely signifi cant risks of material misstatement of 
the group fi nancial statements.

2. Requirement 2 above.

FIGURE 17.2 Summary of Emphasis-of-Matter Paragraphs and Group Audits

Matter Giving Rise to Emphasis-
of-Matter Paragraph

Effect on Audit Report If the 
Matter Is Properly Presented

Effect on Audit Report If the 
Matter Is Improperly Presented 

in Financial Statements

Going Concern—Substantial doubt 
about ability to remain a going 
concern

Consistency—GAAP not consistently 
applied

Auditor Discretionary—Circumstances 
in which the auditors may add an 
emphasis-of-matter paragraph 
(e.g., an uncertainty, a major 
 catastrophe, signifi cant related 
party transactions, or unusually 
 signifi cant subsequent events)

Unmodifi ed opinion with an 
emphasis-of-matter paragraph 
added after the opinion 
paragraph. (Going concern 
and uncertainties may also 
lead to disclaimers of opinion.)

A departure from GAAP is involved 
and the auditors modify the 
opinion paragraph to either a 
qualifi ed or adverse opinion 
and add a basis for modifi cation 
paragraph preceding the 
opinion paragraph.

Group Audits Unmodifi ed opinion. The component 
auditors are referred to when 
the group auditors do not take 
responsibility for the component 
auditors’ work. If the group 
auditors take responsibility, no 
modifi cation of the audit report is 
necessary.

Not applicable because it is an 
auditor reporting concern.
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Modifi ed Opinions

Modifi ed opinions are required in two circumstances:

 • Materially misstated fi nancial statements (i.e., a “departure from GAAP”)—The audi-

tors conclude that the fi nancial statements as a whole are materially misstated.

 • Inability to obtain suffi cient appropriate audit evidence (i.e., a “scope limitation”)—
The auditors are unable to obtain suffi cient appropriate audit evidence to conclude 

that the fi nancial statements as a whole are free from material misstatements (AICPA 

AU-C 705; PCAOB 508).

Recall from earlier in the chapter the three types of modifi ed opinions: qualifi ed opin-

ions, adverse opinions, and disclaimers of opinion. Figure 17.3 describes the situations in 

which each type of modifi ed opinion is issued.

As indicated in Figure 17.3, materially misstated fi nancial statements result in either 

a qualifi ed opinion or an adverse opinion depending on the size and pervasiveness of the 

misstatement. Similarly, an inability to obtain suffi cient appropriate audit evidence leads 

to either a qualifi ed opinion or a disclaimer opinion based on the possible effects on the 

fi nancial statements of undetected misstatements. In both situations, the decision is based 

on whether misstatements or possible misstatements are both material and pervasive.
In the context of misstatements, pervasive is the term used to describe the effects on the 

fi nancial statements of misstatements (departures from GAAP) or the possible effects on 

the fi nancial statements of misstatements (scope limitations). Effects of misstatements become 

pervasive when, in the auditors’ judgment, they meet one or more of the following three criteria:

 • They are not confi ned to specifi c elements, accounts, or items of the fi nancial statements.

 • If confi ned, they represent or could represent a substantial proportion of the fi nancial 

statements.

 • In relation to disclosures, they are fundamental to users’ understanding of the fi nancial 

statements.

When a modifi ed opinion is issued, the report includes a basis for modifi cation para-

graph prior to the opinion paragraph. The following sections discuss modifi ed opinions 

(1) for misstated fi nancial statements and (2) for the inability to obtain suffi cient appro-

priate audit evidence.

The auditors sometimes do not agree with the accounting principles used in preparing 

the fi nancial statements—that is, they believe that the fi nancial statements depart from 

GAAP. As indicated in Figure 17.3, they should consider the materiality of the effects 

of any departure from GAAP to determine the appropriate type of audit report to issue. 

When the effects of the departures are immaterial, an unmodifi ed opinion may be issued: 

when the effects are material, the auditors should issue either a qualifi ed opinion or an 

adverse opinion based on whether the misstatement is considered pervasive.

Identify the circumstances that 

result in modifi ed audit opinions.

LO 17-4

Materially 
Misstated Financial 
Statements 
(“Departures from 
GAAP”)

FIGURE 17.3
Modifi ed Audit Opinions

Nature of Matter Giving 
Rise to the Modifi cation

Auditors’ Judgment about the Pervasiveness of the 
Effects or Possible Effects on the Financial Statements

Not Material 
(Accordingly, 

also Not Pervasive)
Material but 

Not Pervasive
Material 

and Pervasive

Misstated Financial 
Statements (Departure 
from GAAP)

Unmodifi ed Qualifi ed Adverse

Inability to Obtain 
Suffi cient Appropriate 
Audit Evidence 
(Scope Limitation)

Unmodifi ed Qualifi ed Disclaimer
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The distinction between the effects of departures from generally accepted account-

ing principles that are material but not pervasive and those that are material and 

 pervasive is a matter of professional judgment. In the discussions that follow, it will 

not be practical to present suffi cient detail for readers to make these judgments. There-

fore, we will either (1) use the terms material, but not pervasive and material and 
pervasive, or (2) use terms from the criteria for when a misstatement is pervasive, 

such as “a substantial proportion of the fi nancial statements” or “fundamental to users’ 

understanding.”

When the report is qualifi ed for a departure from GAAP, the modifi cation involves 

adding a basis for modifi cation paragraph immediately above the opinion paragraph and 

qualifying the opinion paragraph. The opinion section should have a heading indicating 

the nature of the opinion and include the phrase except for the effects of the matter(s) 
described in the Basis for Qualifi ed Opinion paragraph.12 The following is an example 

of basis for modifi cation and opinion paragraphs of an audit report qualifi ed for a depar-

ture from generally accepted accounting principles. The report’s other paragraphs would 

contain standard wording.

Basis for Qualifi ed Opinion
The company has excluded from property and debt in the accompanying balance sheets certain 
lease obligations that, in our opinion, should be capitalized in order to conform with account-
ing principles generally accepted in the United States of America. If these lease  obligations 
were capitalized, property would be increased by $15,000,000, long-term debt by $14,500,000, 
and retained earnings by $500,000 as of December 31, 20X8. Additionally, net income would 
be increased by $500,000 and earnings per share would be increased by $1.22 for the year 
then ended.

Qualifi ed Opinion
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in 
the Basis for Qualifi ed Opinion paragraph, the fi nancial statements referred to above present 
fairly, in all material respects, the fi nancial position of Wend Company as of December 31, 20X8, 
and the results of its operations and its cash fl ows for the year then ended in conformity with 
accounting principles generally accepted in the United States of America.

If the material misstatement is considered pervasive, an adverse opinion is appro-

priate. An adverse opinion is the opposite of an unmodifi ed opinion; it states that the 

fi nancial statements do not present fairly the fi nancial position, results of operations, and 

cash fl ows. When the auditors express an adverse opinion, they should include a separate 

basis for modifi cation paragraph—similar to that of a report with a qualifi ed opinion, as 

illustrated above (although a pervasive misstatement may require a longer paragraph). An 

illustration of an adverse opinion paragraph follows:

Adverse Opinion
In our opinion, because of the signifi cance of the matter discussed in the Basis for Adverse Opin-
ion paragraph, the consolidated fi nancial statements referred to above do not express fairly the 
fi nancial position of Wend Company as of December 31, 20X8, and the results of its operations 
and its cash fl ows for the year then ended.

A material misstatement may exist due to the omission of information; that is, 

 disclosures required by GAAP for a fair presentation may have been omitted. In such 

a circumstance, if, after communicating with those charged with governance, the 

12 International Standards on Auditing (ISA 705) follow the same approach. PCAOB standards are 
similar, but rather than “Basis for Modifi cation Opinion paragraph” the phrase used is “preceding 
paragraph.” The PCAOB also follows this approach for adverse opinions and disclaimers of opinion.



Auditors’ Reports 685

information is still considered necessary and omitted, the auditors will issue a qualifi ed or 

adverse opinion based upon the pervasiveness of the resulting misstatement.13

The professional standards require the auditors to describe in the basis for modifi cation 

paragraph the nature of the omitted information and include the omitted information if it 

is practicable to do so. Practicable, as used here, means that the information is reasonably 

obtainable from the accounts and records and that in providing the information in the 

report the auditors do not assume the position of a preparer of the fi nancial statements. 

For example, the auditors would not be expected to prepare a basic fi nancial statement 

or segment information and include it in the auditors’ report when management omits 

such information. Also, disclosing the information in the basis of modifi cation paragraph 

would not be practicable if the information, in the auditors’ judgment, would be unduly 

voluminous in relation to the auditors’ report.

Ordinarily, a client that is reluctant to make a particular disclosure would rather dis-

close the information in a note than have it highlighted in the auditors’ report. Therefore, 

very few auditors’ reports actually are qualifi ed because of inadequate disclosure. Instead, 

the requirements of the professional standards usually convince the client to include the 

necessary disclosure among the notes to the fi nancial statements.14

Limitations on the scope of an audit may create a situation in which the auditors are 

unable to obtain suffi cient appropriate audit evidence. Such limitations may occur due to:

 • Circumstances beyond the control of the client (e.g., important accounting records 

were destroyed).

 • Circumstances relating to the nature and timing of the auditors’ work (e.g., the audi-

tors are hired too late to observe the client’s beginning inventory15).

 • The client (e.g., the client’s refusal to allow the auditors to send confi rmations to customers).

Client-imposed limitations are very signifi cant since they may have other implica-

tions for the audit, such as for the auditors’ assessment of fraud risks and consider-

ation of whether to continue the engagement or to withdraw. If management imposes 

a limitation, the auditors should communicate the limitation to those charged with 

governance.

When a scope limitation is encountered, the auditors attempt to obtain suffi cient appro-

priate audit evidence by performing alternative procedures. If those procedures  provide 

the required evidence, no report modifi cation is necessary. If they do not, a decision needs 

to be made about whether a qualifi ed opinion is necessary or whether the possible effects 

on the fi nancial statements are so pervasive as to require a disclaimer of opinion.

Inability to 
Obtain Suffi cient 
Appropriate Audit 
Evidence (Scope 
Limitation)

13 As indicated in footnote 1, GAAP require that when a balance sheet and an income statement 
are presented, a statement of cash fl ows should also be presented and its omission is a departure 
from GAAP. Historically this has led to a qualifi ed opinion, although the current GAAS standards 
are silent on whether a qualifi ed opinion or an adverse opinion standard should be issued. PCAOB 
standards, in this case the superseded GAAS standards that were adopted by the PCAOB as interim 
standards, still recommend a qualifi ed opinion. International Auditing Standards do not explicitly 
address omission of the statement of cash fl ows.
14 The Accounting Principles Rule (ET 1.320) of the AICPA Code of Professional Conduct recognizes 
that in unusual circumstances a departure from accounting principles may be justifi ed. However, 
the FASB does not allow such a departure from authoritative body pronouncements and this 
type of report is not generally issued. Under a fi nancial reporting framework that allows such a 
departure, when the auditors agree with such departure, the auditors may issue a report with an 
unmodifi ed opinion, but must disclose the departure in an emphasis-of-matter paragraph after the 
opinion paragraph. When the auditors do not agree that the departure is justifi ed, a qualifi ed or 
an adverse opinion is appropriate. Note that it is very seldom that the auditors would consider such 
a departure as justifi ed under any fi nancial reporting framework.
15 Note that, even though this may be the “fault” of the client, it is not considered a limitation 
imposed by management because the client is not refusing to allow the auditors to perform a 
 procedure that is possible to perform.
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If the auditors decide that the possible effects on the fi nancial statements of undetected 

misstatements, if any, could be material but not pervasive, a qualifi ed opinion is appropri-

ate. The report will include a Basis for Modifi cation Paragraph and a modifi cation of the 

opinion paragraph as follows (the remainder of the report uses the standard wording):

Auditors’ Responsibility
Our responsibility is to express an opinion on these fi nancial statements based on conducting the 
audit in accordance with auditing standards generally accepted in the United States of America. 
Because of the matter described in the Basis for Disclaimer of Opinion paragraph, however, we were 
not able to obtain suffi cient appropriate audit evidence to provide a basis for an audit opinion.

Basis for Disclaimer of Opinion
We were unable to obtain audited fi nancial statements supporting the Company’s investment in 
a foreign affi liate stated at $20,500,000, or its equity in earnings of that affi liate of $6,250,450, 
which is included in net income, as described in Note 8 to the fi nancial statements; nor were we 
able to satisfy ourselves as to the carrying value of the investment in the foreign affi liate or the 
equity in earnings by other auditing procedures.

Disclaimer of Opinion
Because of the signifi cance of the matter described in the Basis for Disclaimer of Opinion para-
graph, we have not been able to obtain suffi cient appropriate audit evidence to provide a basis 
for an audit opinion. Accordingly, we do not express an opinion on these fi nancial statements.

Basis for Qualifi ed Opinion
We were unable to obtain audited fi nancial statements supporting the Company’s investment in 
a foreign affi liate stated at $20,500,000, or its equity in earnings of that affi liate of $6,250,450, 
which is included in net income, as described in Note 8 to the fi nancial statements; nor were we 
able to satisfy ourselves as to the carrying value of the investment in the foreign affi liate or the 
equity in earnings by other auditing procedures.

Qualifi ed Opinion
In our opinion, except for the possible effects of the matters described in the Basis for Quali-
fi ed Opinion paragraph, the fi nancial statements referred to above present fairly, in all material 
respects, the fi nancial position of XYZ Company as of December 31, 20XX, and the results of its 
operations and its cash fl ows for the year then ended in conformity with accounting principles 
generally accepted in the United States of America.

Notice in the opinion paragraph that the qualifi cation is worded as being due to the possi-

ble effects of the matter(s) on the fi nancial statements, and not to the scope limitation itself.

When the auditors conclude that the possible effects on the fi nancial statements could 

be both material and pervasive, a disclaimer of opinion is appropriate. A disclaimer of 
opinion is no opinion. Auditors issue a disclaimer whenever they are unable to form an 

opinion or have not formed an opinion as to the fairness of presentation of the fi nancial 

statements. The following is an example of the paragraphs modifi ed when a disclaimer of 

opinion is issued:

Scope Limitations versus Uncertainties
It is important to be able to distinguish between an inability to obtain suffi cient appropri-

ate audit evidence (a scope limitation) and an uncertainty. This is because a scope limita-

tion may result in either a qualifi ed opinion or disclaimer of opinion, while an uncertainty 

may result in a report with an unmodifi ed opinion and an emphasis-of-matter paragraph 

(or, less frequently, a disclaimer of opinion).

An inability to obtain suffi cient appropriate audit evidence (a scope limitation) occurs 

in situations in which audit evidence should be available and is not—due to circum-

stances beyond the control of the organization, circumstances dealing with the timing of 

the auditors’ work, or limitations imposed by management. Alternatively, an uncertainty 

involves a situation that is expected to be resolved at a future date, at which time conclu-

sive audit evidence concerning its outcome would be expected to become available.
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Complicating the matter is the fact that a situation involving an uncertainty may also 

involve a scope limitation. As an example, assume that an uncertainty exists relating 

to the future outcome of a lawsuit against the company. Also assume that the lawyer 

engaged by the client who has devoted substantive attention to the matter refuses to pro-

vide appropriate information on the uncertainty. Here the lawyer’s refusal to reply may 

result in a lack of suffi cient appropriate audit evidence (a scope limitation) relating to the 

litigation (an uncertainty). The appropriate audit opinion would be either qualifi ed or a 

disclaimer of opinion.

A Disclaimer Is Not an Alternative to an Adverse Opinion
A disclaimer cannot be issued when the auditors have formed an opinion on the fi nancial 

statements. For example, if the auditors have already formed an opinion that the fi nancial 

statements are materially and pervasively misstated, an adverse opinion is appropriate. 

A disclaimer of opinion cannot be used as a way to avoid expressing an adverse opin-

ion. In fact, even when auditors issue a disclaimer of opinion, they should express in the 

basis for modifi cation paragraph of their report any and all material reservations they 

have concerning the fi nancial statements. These reservations would include any material 

departures from generally accepted accounting principles, including inadequate disclo-

sure. In short, the issuance of a disclaimer can never be used to avoid warning fi nancial 

statement users about problems that the auditors know to exist in the fi nancial statements.

Figure 17.4 summarizes the types of auditors’ reports that should be issued under differ-

ent conditions.

Additional Reporting Issues

An audit report may be qualifi ed for two or more matters. For example, an audit report 

may include a modifi cation for a scope limitation and for a departure from generally 

accepted accounting principles. The wording of such a report would include the appropri-

ate qualifying language and basis for modifi cation for both types of qualifi cations.

Summary of 
Auditors’ Reports

Two or 
More Report 
Modifi cations

FIGURE 17.4 Summary of Auditors’ Reports

*The auditors may decide to issue a disclaimer in this situation.
**Examples include an uncertainty relating to the outcome of an unusually important event, a major catastrophe, related party transactions, unusually 

important subsequent events. Also, note that in circumstances involving multiple uncertainties, the auditors may issue a disclaimer of opinion.

Unmodified or
Modified Opinion?

Unmodified Opinion

Going
Concern*

Material

Material and
Pervasive

GAAP not
Consistent

GAAP
Departure

Scope
Limitation

Qualified
“Except for”

Qualified
“Except for”

Adverse Disclaimer

Group
Audit

Auditor Discretionary
Circumstances**

Unmodified with Emphasis-of-Matter Paragraph Unmodified with
Alterations

Modified Opinion
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When there are several matters requiring the qualifi cation of an opinion, the auditors 

should consider the cumulative effects of those matters. If the effect involves material 

and pervasive known misstatements, an adverse opinion would be appropriate, not a 

qualifi ed opinion.

When several matters requiring modifi cation of the audit report exist, separate 

 emphasis-of-matter and basis for modifi cation paragraphs will ordinarily refer to each 

matter. As an example, consider the audit report for a company in extremely weak fi nancial 

condition and with fi nancial statements that include a material departure from generally 

accepted accounting principles. The audit report would likely include an emphasis-of-

matter paragraph describing substantial doubt about the ability of the company to con-

tinue as a going concern, and a basis for modifi cation paragraph and opinion modifi cation 

relating to the departure from generally accepted accounting principles.

As indicated previously, many companies present with the current year’s fi nancial state-

ments’ comparative fi nancial statements for one or more prior years. When compara-

tive fi nancial statements are presented by the client company, the auditors’ report should 

cover the current year’s fi nancial statements as well as those for prior periods that were 

audited by the fi rm.

The auditors may express different opinions on the fi nancial statements of different 

years. In addition, auditors should update their reports for all prior periods presented for 

comparative purposes. Updating the report means either re-expressing the opinion  originally 

issued or, depending upon the circumstances, revising the opinion from that originally 

issued. A different opinion on the prior-period fi nancial statements may be warranted 

because new information may have come to light that causes the auditors to alter their origi-

nal opinion. For example, the client may revise previously issued fi nancial statements to 

correct a departure from GAAP, resulting in a situation in which a qualifi ed opinion is no 

longer warranted.

In some situations, the current auditors have not audited the prior period fi nancial state-

ments, because those fi nancial statements are either unaudited or audited by predecessor 

auditors. If the fi nancial statements of prior comparative periods are unaudited, this fact 

should be indicated on the applicable fi nancial statements and the auditors’ report should 

include a disclaimer of opinion on those statements. If the prior-period fi nancial statements 

were audited by predecessor auditors, the current (successor) auditors’ opinion will cover 

only the period or periods that they have audited. For the fi nancial statements audited by 

the predecessor auditors, there are two reporting options. First, the report of the predecessor 

auditors may be reissued by them bearing its original date. Before reissuing the report, the 

predecessor auditors should read the subsequent period fi nancial statements, compare them 

with the prior-period fi nancial statements, and obtain representation letters from both man-

agement and the successor auditors in essence indicating that they are not aware of informa-

tion that would indicate that the fi nancial statements are incorrect or improper. The second 

reporting option is to have the successor auditors refer to the report of the predecessor 
auditors by indicating in an other-matter paragraph of the current auditors’ report: (1) that 

the prior-period statements were audited by predecessor auditors, (2) the type of opin-

ion expressed by the predecessor and, if the opinion was modifi ed, the reasons therefore, 

(3) the nature of any emphasis-of-matter paragraph or other-matter paragraph included in 

the predecessor auditors’ report, and (4) the date of the predecessor auditors’ report.

An example of an other-matter paragraph of a report in which the predecessor audi-

tors’ report on the prior year was qualifi ed but not presented in the current year is illus-

trated below, with the explanatory language emphasized.

Reporting on 
Comparative 
Financial 
Statements

Describe the auditors’ responsibil-

ities for reporting on comparative 

fi nancial statements.

LO 17-5

Other-Matter
The fi nancial statements of XYZ Company for the year ended December 31, 20X7, were audited 
by a predecessor auditing fi rm whose opinion, dated March 1, 20X8, on those statements was 
qualifi ed as being presented fairly except for the effects on the 20X7 statements of the adjust-
ments pertaining to the valuation of inventory, as discussed in Note X to the fi nancial statements.
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The professional standards provide an illustration of a situation in which auditors may 

provide differing opinions on the respective fi nancial statements. The situation involves 

auditors being retained after the client has taken its beginning inventory count and the 

auditors being unable to obtain suffi cient appropriate audit evidence relating to that begin-

ning inventory. Here the auditors satisfy themselves as to the amounts in the year-end 

balance sheet, but they are unable to satisfy themselves as to the statements of income, 

retained earnings, and cash fl ows due to the effects on these statements of the beginning 

inventory. In this situation, the auditors would normally issue an unmodifi ed opinion on 

the balance sheet and a disclaimer of opinion on the other fi nancial statements.

Audit reports on a complete set of general-purpose fi nancial statements (e.g., those pre-

pared following GAAP) ordinarily are not restricted as to use or users. Indeed, for public 

companies the SEC requires this to be the case. However, nothing in GAAS precludes an 

auditor from “restricting use,” that is indicating that the report is only for use by specifi ed 

users. As an example, the auditors might indicate that an audit report of a nonpublic com-

pany is restricted to use by management, the board of directors, and shareholders. This, 

however, is seldom done, and when done, it must be a part of the understanding with the 

client. When a restriction on use is included in an audit report, it is included in an other-

matter paragraph that:

 • Indicates that the report is intended solely for the information and use of the specifi ed 

parties indicated in the audit report.

 • Identifi es the specifi ed parties.

 • Indicates that the report is not intended to be used by anyone other than the specifi ed 

parties.16

Most publicly owned corporations are subject to the fi nancial reporting requirements 

of the federal securities laws, administered by the Securities and Exchange Commis-

sion (SEC). Many of the reports, or forms, fi led with the SEC include audited fi nancial 

statements for one or more years. Among the most important of these forms are the 

following:

 • Forms S-l through S-11. These are the “registration statements” for companies plan-

ning to issue securities to the public.

 • Forms SB-1 and SB-2. These are more simplifi ed registration forms for small businesses.

 • Form 8-K. This is a “current report” fi led for any time in which signifi cant events 

occur for a company subject to the Securities Exchange Act of 1934. If the signifi cant 

event is a business combination, audited fi nancial statements of the acquired company 

often are required in the current report. An 8-K report is also used to notify the SEC of 

a change in auditors.

 • Form 10-Q. This form is fi led quarterly with the SEC by publicly owned companies. It 

contains unaudited fi nancial information. The company’s auditors perform reviews of 

this information, but their work is substantially less in scope than an audit.

 • Form I0-K. This report is fi led annually with the SEC by publicly owned companies. 

The report includes audited fi nancial statements and other detailed fi nancial informa-

tion. It also includes management and the auditors’ reports on internal controls over 

fi nancial reporting.

Different Opinions 
on Different 
Statements

Alerting Readers 
about the 
Intended Use 
of the Auditors’ 
Report

Reports to the SEC

16 In some circumstances, restriction of particular reports issued by auditors is required. As we 
discussed in Chapter 7, two reports arising from an audit, communicating internal control related 
matters and the auditor’s communication with those charged with governance, result in reports 
alerting readers as to intended use. Also, as discussed in Chapter 19, agreed-upon procedures 
engagements and audits of special-purpose fi nancial statements prepared in accordance with a 
contractual or regulatory basis of accounting must be restricted.
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Auditors dealing with these reports should be well versed on the requirements of each 

form, as well as in the provisions of the SEC’s Regulation S-X, which governs the form 

and content of fi nancial statements fi led with the various forms.

The SEC, in conjunction with the Public Company Accounting Oversight Board 

(PCAOB), has the power to enforce a high-quality performance by auditors of issuers 

(public companies). The federal securities laws provide both civil and criminal penalties 

for any person, including auditors, responsible for misrepresentations of fact in audited 

statements fi led with the SEC. The auditors’ legal liability under the federal securities 

acts is discussed in Chapter 4.

This chapter explained the different types of reports that auditors issue to indicate the 

character of their audit and the degree of responsibility they are taking. To summarize:

 1. Audit reports in this chapter include those with unmodifi ed opinions and those with 

modifi ed opinions. A report with an unmodifi ed opinion may be a “standard report” 

or include an emphasis-of-matter or other-matter paragraph. The three types of modi-

fi ed opinions are qualifi ed, adverse, and disclaimer of opinion.

 2. A report with an unmodifi ed opinion and standard in form includes an introductory para-

graph, sections describing management and auditor responsibilities, and an opinion sec-

tion. The report has a title that includes the word independent, is addressed to the company 

whose fi nancial statements are being audited or to its board of directors or stockholders, 

and is signed with the name of the CPA fi rm. The public company audit report includes 

similar but less detailed information on management and auditor responsibilities.

 3. An emphasis-of-matter paragraph is included following an unmodifi ed opinion para-

graph to emphasize matters described in the audited fi nancial statements. Circum-

stances in which emphasis-of-matter paragraphs are required include substantial 

doubt about a client’s ability to remain a going concern and inconsistency in the 

application of GAAP. Auditors may choose to add an emphasis-of-matter paragraph 

in a variety of circumstances involving matters properly described in the fi nancial 

statements that they believe merit emphasis (e.g., uncertainties, related party transac-

tions, and unusually important signifi cant events).

 4. An other-matter paragraph is included following an unmodifi ed opinion paragraph to 

emphasize something other than information described in the audited fi nancial state-

ments. Other-matter paragraphs are included when required supplementary informa-

tion is present and sometimes regarding information included in a document with 

audited fi nancial statements; other-matter paragraphs are also used when an audit 

report’s use is restricted to certain parties. Group fi nancial statements describe the 

situation when multiple audit fi rms are involved in an audit and the group auditors do 

not wish to take responsibility for a component auditors’ work.

 5. Modifi ed opinions are issued when material departures from GAAP exist or when 

a scope limitation is involved. Figure 17.2 provides details on the appropriate modi-

fi cations required for each of these types of reports.

 6. When a client presents comparative fi nancial statements for one or more prior peri-

ods with the current-period fi nancial statements, the auditors should make certain 

that all periods are covered by an audit report. Audit reports on prior periods should 

be updated based on any new information that might affect the auditors’ opinion. 

When predecessor auditors have audited the prior-period fi nancial statements, the 

current (successor) auditors may summarize the predecessor auditors’ opinion in the 

current-year audit report, or the client may arrange to have the predecessor auditors 

reissue their audit report.

 7. Auditors of publicly held corporations should understand the various reporting require-

ments of the SEC. The reports fi led with the SEC must be in accordance with Regula-

tion S-X, which governs the form and content of the corporation’s fi nancial statements.

Chapter 
Summary
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Adverse opinion (684) An opinion that the fi nancial statements do not fairly present fi nancial position, 

results of operations, and cash fl ows in conformity with generally accepted accounting principles. This 

situation occurs when the auditors believe that departures from GAAP are both material and pervasive.

Basis for modifi cation paragraph (676) A paragraph added to a report with a modifi ed opinion 

(qualifi ed, adverse, or disclaimer) that provides a description of the matter giving rise to the modifi cation. 

The paragraph should be placed immediately before the opinion paragraph in the auditors’ report and 

use the heading “Basis for Qualifi ed Opinion,” “Basis for Averse Opinion,” or “Basis for Disclaimer of 

Opinion,” as appropriate.

Change in accounting principle (678) Changes in accounting principles and reporting entities result 

in an emphasis-of-matter paragraph being added to the auditors’ report.

Comparative fi nancial statements (672) A complete set of fi nancial statements for one or more prior 

periods included for comparison with the fi nancial statements of the current period.

Component (of a fi nancial statement) (680) An entity or business activity for which group or 

component management prepare fi nancial information that is required by the applicable fi nancial 

reporting framework to be included in group fi nancial statements.

Component auditors (680) Auditors that audit one or more components of a group of entities that 

provide consolidated fi nancial statements. In the PCAOB standards, component auditors are referred to 

as other auditors.

Disclaimer of opinion (686) A form of report in which the auditors state that they do not express an 

opinion on the fi nancial statements.

Emphasis-of-matter paragraph (675) A paragraph included in the auditors’ report that is required 

by GAAS or is included at the auditors’ discretion, and that refers to a matter appropriately presented 

or disclosed in the fi nancial statements that, in the auditors’ judgment, is of such importance that it is 

fundamental to users’ understanding of the fi nancial statements (e.g., a lack of consistent application of 

GAAP, substantial doubt about an entity’s ability to continue as a going concern).

Explanatory paragraph (676) A paragraph inserted in an auditors’ report to explain a matter or 

to describe the reasons for giving an opinion that is other than unmodifi ed. This term is still used in 

PCAOB standards, but has been replaced in AICPA standards by an emphasis-of-matter paragraph and 

an other-matter paragraph.

Financial reporting framework (673) A set of criteria used to determine measurement, recognition, 

presentation, and disclosure of all material items appearing in the fi nancial statements: for example, 

accounting principles generally accepted in the United States of America, International Financial 
Reporting Standards (IFRS) issued by the International Accounting Standards Board (IASB), or a 

special-purpose framework (discussed in Chapter 19). An “applicable fi nancial reporting framework” is 

the framework adopted by management of the company being audited in a particular situation.

General-purpose framework (672) A fi nancial reporting framework designed to meet the common fi nancial 

information needs of a wide range of users (e.g., GAAP, International Financial Reporting Standards).

Group auditors (680) Auditors that are responsible for issuing the audit report on a group of 

companies (e.g., a parent and its subsidiaries). In the PCAOB standards, group auditors are referred to 

as the principal auditors.

Material (676) Being of substantial importance. Signifi cant enough to affect evaluations or decisions by 

users of fi nancial statements. Information that should be disclosed in order for the fi nancial statements to 

constitute a fair presentation. Determining what is material involves both quantitative and qualitative criteria.

Modifi ed opinion (675) A qualifi ed opinion, an adverse opinion, or a disclaimer of opinion.

Other-matter paragraph (675) A paragraph included in the auditors’ report that is required by 

GAAS or is included at the auditors’ discretion, and that refers to a matter other than those presented or 

disclosed in the fi nancial statements that, in the auditors’ judgment, is relevant to users’ understanding 

of the audit, the auditors’ responsibilities, or the auditors’ report.

Pervasive (676) A term used, in the context of misstatements, to describe the effects on the fi nancial 

statements of misstatements or the possible effects on the fi nancial statements of misstatements, if any, 

that are undetected due to an inability to obtain suffi cient appropriate audit evidence. Pervasive effects 

on the fi nancial statements are those that, in the auditors’ judgment:

• Are not confi ned to specifi c elements, accounts, or items of the fi nancial statements.

• If confi ned, represent or could represent a substantial proportion of the fi nancial statements.

• In relation to disclosures, are fundamental to users’ understanding of the fi nancial statements.

Key Terms 
Introduced or 
Emphasized 
in Chapter 17
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Principal auditors (680) The term previously used by the AICPA to describe the group auditors. This 

term is still used in PCAOB standards.

Qualifi ed opinion (676) A modifi cation of the auditors’ standard report, employing a clause such as 

except for to limit the auditors’ opinion on the fi nancial statements. A qualifi ed opinion indicates that, 

except for the effects of some limitation on the scope of the audit or some departure from generally 

accepted accounting principles, the fi nancial statements are fairly presented.

Scope limitation (681) A restriction that prevents the auditors from being able to apply all of the audit 

procedures that they consider necessary in the circumstances. Scope limitations may be client imposed 

or may be imposed by other circumstances.

Shared responsibility opinion (681) An auditors’ report in which the principal auditors decide to 

share responsibility with other auditors who have audited some segment of the client’s business. The 

sharing of responsibility is done by making reference to the other auditors. Making reference is not, in 

itself, a qualifi cation of the auditors’ report.

Standard report (671) An audit report with (1) an unmodifi ed (unqualifi ed) opinion and (2) no 

additional matters emphasized (e.g., a change in according principles) beyond the information required 

in all audit reports. Note that while this term is frequently used in practice, the AICPA no longer formally 

uses it in its standards.

Unmodifi ed opinion (675) The opinion expressed by the auditors when they conclude that the 

fi nancial statements are prepared, in all material respects, in accordance with the applicable fi nancial 

reporting framework (e.g., GAAP).

 17–1. Identify the sections of the standard audit report for a nonpublic company.

 17–2. What is the function of notes to fi nancial statements?

 17–3. List three primary differences between the audit report for nonpublic entities and the one for 

public entities.

 17–4. Comment on whether you agree with the following and why: GAAP and GAAS represent two 

frequently used fi nancial reporting frameworks.

 17–5. Provide a list of the types of unmodifi ed and modifi ed audit opinions.

 17–6. Howard Green, a partner with Cary, Loeb, & Co., and his audit team have completed the audit 

of Baker Manufacturing. Determine the proper date of the audit report.

 • December 31, 20X0: Baker’s year-end.

 • February 15, 20X1: Green completed audit procedures performed at Baker’s location.

 • February 19, 20X1: The fi nancial statements were completed.

 • February 20, 20X1: All audit procedures were completed, including the review of all audit 

documentation.

 • February 25, 20X1: Green signed the audit report.

 • February 26, 20X1: Green delivered the audit report to Baker.

 17–7. When the current auditors make reference to the work of the component auditors, does this 

result in expression of a qualifi ed opinion? Explain.

 17–8. Explain three situations in which the wording of a report with an unmodifi ed opinion might 

depart from the auditors’ standard report.

 17–9. Wade Corporation has been your audit client for several years. At the beginning of the current 

year, the company changed its method of inventory valuation from average cost to last in, fi rst 

out (LIFO). The change, which had been under consideration for some time, was in your opin-

ion a logical and proper step for the company to take. What effect, if any, will this situation 

have on your audit report for the current year?

 17–10. What are the two circumstances that result in modifi ed opinions?

 17–11. Comment on the following: “If the fi nancial statements contain an immaterial departure from 

generally accepted accounting principles, the auditors issue a qualifi ed opinion; if the fi nancial 

statements contain a material departure from GAAP, the auditors issue an adverse opinion.”

 17–12. What factors determine whether a misstatement is considered pervasive?

 17–13. Can the client change a set of fi nancial statements to receive an unmodifi ed opinion instead of 

an opinion qualifi ed as to the adequacy of disclosure? Explain.

 17–14. Describe the alterations from the standard report when a scope limitation has occurred and the 

auditors have issued a qualifi ed opinion.

Review 
Questions
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 17–15. The auditors know that the client’s accounting for deferred income taxes is not in accordance 

with generally accepted accounting principles, but because of a very signifi cant scope limita-

tion they have not been able to determine the amount of the misstatement involved and have 

not been able to form an opinion on the fi nancial statements taken as a whole. What type of 

report should they issue?

 17–16. Why are adverse opinions rare?

 17–17. Comment on whether you agree with the following: A basis for modifi ed opinion paragraph is 

the same as a basis for qualifi ed opinion paragraph.

 17–18. Assume that CPAs are attesting to comparative fi nancial statements. Can the CPAs express 

differing opinions on the sets of fi nancial statements of two successive years?

 17–19. Assume that CPAs are attesting to comparative fi nancial statements. Can the CPAs change 

their report on the prior year’s statements?

 17–20. Describe the reports containing audited fi nancial statements that are customarily fi led by a 

company subject to the reporting requirements of the SEC.

 17–21. An accountant of an audit client made the following statement: It is important to read the notes 

to fi nancial statements, even though they are presented in technical language and are incom-

prehensible. Auditors may reduce their exposure to third-party liability by stating something 

in the notes that contradicts completely what the client has presented in the balance sheet or 

income statement.

Evaluate the above statement and indicate:

 a. Areas of agreement, if any.

 b. Areas of misconception, incompleteness, or fallacious reasoning included in the statement.

 17–22. Rowe & Myers audits the fi nancial statements of Dunbar Electronics. During the audit, Ross 

& Myers engaged Jones & Abbot, a Canadian public accounting fi rm, as a component auditor 

to audit Dunbar’s wholly owned Canadian subsidiary.

 a. Should Rowe & Myers make reference to the component auditor in its audit report? Explain.

 b. Assume that Jones & Abbott issued a qualifi ed report on the Canadian subsidiary. Should 

Rowe & Myers include the same qualifi cation in its report on Dunbar Electronics?

 17–23. Lando Corporation is a domestic company with two wholly owned domestic subsidiaries. 

Michaels, CPA, has been engaged to audit the fi nancial statements of the parent company and 

one of the subsidiaries and to act as the group auditors. Thomas, CPA, has audited fi nancial 

statements of the other subsidiary. Michaels has not yet decided whether to make reference to 

the audit of Thomas.

 a. What audit procedures should Michaels perform with respect to the component auditor, 

regardless of whether Michaels decides to make reference to Thomas in the report?

 b. What modifi cations are made to the audit report if Michaels decides to make reference to 

the audit of Thomas?

 17–24. While performing your audit of Williams Paper Company, you discover evidence that indi-

cates that Williams may not have the ability to continue as a going concern.

 a. Discuss types of information that may indicate substantial doubt about a client’s ability to 

remain a going concern.

 b. Explain the auditors’ obligation in such situations.

LO 17-1, 2

LO 17-3

Required:

LO17-3

Required:

LO17-3

Questions 
Requiring 
Analysis

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

 17–25. Multiple Choice Questions

 a. A material departure from generally accepted accounting principles will result in auditor 

consideration of:

 (1) Whether to issue an adverse opinion rather than a disclaimer of opinion.

 (2) Whether to issue a disclaimer of opinion rather than a qualifi ed opinion.

 (3) Whether to issue an adverse opinion rather than a qualifi ed opinion.

 (4) Nothing, because none of these opinions is applicable to this type of exception.

LO 17-4

Objective 
Questions
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 b. The auditors’ report should be dated as of the date the:

 (1) Report is delivered to the client.

 (2) Auditors have accumulated suffi cient evidence.

 (3) Fiscal period under audit ends.

 (4) Peer review of the working papers is completed.

 c. In an audit report on combined fi nancial statements, reference to the fact that a portion of 

the audit was performed by a component auditor is:

 (1) Not to be construed as a qualifi cation, but rather as a division of responsibility between 

the two CPA fi rms.

 (2) Not in accordance with generally accepted auditing standards.

 (3) A qualifi cation that lessens the collective responsibility of both CPA fi rms.

 (4) An example of a dual opinion requiring the signatures of both auditors.

 d. Assume that the opinion paragraph of an auditors’ report begins as follows: “With the 

explanation given in Note 6, . . . the fi nancial statements referred to above present fairly. . .” 

This is:

 (1) An unmodifi ed opinion.

 (2) A disclaimer of opinion.

 (3) An “except for” opinion.

 (4) An improper type of reporting.

 e. The auditors who wish to draw reader attention to a fi nancial statement note disclosure on 

signifi cant transactions with related parties should disclose this fact in:

 (1) An emphasis-of-matter paragraph to the auditors’ report.

 (2) A footnote to the fi nancial statements.

 (3) The body of the fi nancial statements.

 (4) The “summary of signifi cant accounting policies” section of the fi nancial statements.

 f. What type or types of audit opinion are appropriate when fi nancial statements are materi-

ally and pervasively misstated?

 Qualifi ed Adverse

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 g. Which of the following ordinarily involves the addition of an emphasis-of-matter para-

graph to an audit report?

 (1) A consistency modifi cation.

 (2) An adverse opinion.

 (3) A qualifi ed opinion.

 (4) Part of the audit has been performed by component auditors.

 h. An audit report for a public client indicates that the audit was performed in accordance 

with:

 (1) Generally accepted auditing standards (United States).

 (2) Standards of the Public Company Accounting Oversight Board (United States).

 (3) Generally accepted accounting principles (United States).

 (4) Generally accepted accounting principles (Public Company Accounting Oversight 

Board).

 i. An audit report for a public client indicates that the fi nancial statements were prepared in 

conformity with:

 (1) Generally accepted auditing standards (United States).

 (2) Standards of the Public Company Accounting Oversight Board (United States).

 (3) Generally accepted accounting principles (United States).

 (4) Generally accepted accounting principles (Public Company Accounting Oversight Board).

LO 17-1, 2

LO 17-3

LO 17-1, 2

LO 17-3

LO 17-4

LO 17-3

LO 17-2

LO 17-2
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 j. When the matter is properly disclosed in the fi nancial statements, the likely result of sub-

stantial doubt about the ability of the client to continue as a going concern is the issuance 

of which of the following audit opinions?

  Unmodifi ed with
 Qualifi ed Emphasis-of-Matter

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 k. A change in accounting principles that the auditors believe is not justifi ed is likely to result 

in which of the following types of audit opinions?

  Unmodifi ed with
 Qualifi ed Emphasis-of-Matter

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 l. Which of the following is least likely to result in inclusion of an emphasis-of-matter para-

graph in an audit report?

 (1) The company is a component of a larger business enterprise.

 (2) An unusually important signifi cant event.

 (3) A decision not to confi rm accounts receivable.

 (4) A risk or uncertainty.

 17–26. For each of the following brief scenarios, assume that you are reporting on a client’s fi nancial 

statements. Reply as to the type(s) of opinion possible for the scenario. In addition:

 • Unless stated otherwise, assume the matter involved is material.

 • If the problem does not state that a misstatement (or possible misstatement) is pervasive, 

assume that it may or may not be pervasive (thus, the appropriate reply may include two 

possible reports).

 • Do not read more into the circumstance than what is presented.

Do not consider an auditor discretionary circumstance for modifi cation of the audit report 

unless the situation explicitly suggests that the auditors wish to emphasize a particular matter. 

Report Types may be used once, more than once, or not at all.

LO 17-3

LO 17-4

LO 17-3

LO 17-3, 4

Situation Report Types

  a.  Bowles Company is engaged in a hazardous trade and has obtained insurance coverage related 
to the hazard. Although the likelihood is remote, a material portion of the company’s assets 
could be destroyed by a serious accident.

b.  Draves Company owns substantial properties that have appreciated signifi cantly in value since 
the date of purchase. The properties were appraised and are reported in the balance sheet at the 
appraised values (which materially exceed costs) with related disclosures. The CPAs believe that the 
appraised values reported in the balance sheet reasonably estimate the assets’ current values.

   c.  During the audit of Eagle Company, the CPA fi rm has encountered a signifi cant scope limitation 
relating to inventory record availability and is unable to obtain suffi cient appropriate audit 
evidence in that area.

d.  London Company has material investments in stocks of subsidiary companies. Stocks of the subsidiary 
companies are not actively traded in the market, and the CPA fi rm’s engagement does not extend to 
any subsidiary company. The CPA fi rm is able to determine that all investments are carried at original 
cost, but has no real idea of market value. Although the difference between cost and market could 
be material, it could not have a pervasive effect on the overall fi nancial statements.

   e.  Slade Company has material investments in stocks of subsidiary companies. Stocks of the subsidiary 
companies are actively traded in the market. Management insists that all investments be carried 
at original costs, and the CPA fi rm is satisfi ed that the original costs are accurate. The CPA fi rm 
believes that the client will never ultimately realize a substantial portion of the investments because 
the market value is much lower than the cost; the client has fully disclosed the facts in notes to the 
fi nancial statements.

1.  Unmodifi ed—
standard 
report

2.  Unmodifi ed 
with an 
emphasis-
of-matter 
paragraph

3.  Qualifi ed
4. Adverse
5. Disclaimer
 6.  Either 

 qualifi ed 
or adverse

7.  Either 
qualifi ed or 
disclaimer

8.  Either adverse 
or disclaimer
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 17–27. Use the following to provide the type of audit report the auditors generally should issue in the 

situations presented below:

 1. Unmodifi ed—standard.

 2. Unmodifi ed—with an emphasis-of-matter paragraph.

 3. Qualifi ed.

 4. Adverse.

 5. Disclaimer

 a. Client-imposed restrictions signifi cantly limit the scope of the auditors’ procedures, and 

they are unable to obtain suffi cient appropriate audit evidence. The possible effects on 

the fi nancial statements of undetected misstatements, if any, could be both material and 

pervasive.

 b. The auditors decide not to make reference to the report of a component auditor that audited 

a portion of group fi nancial statements.

 c. The auditors believe that the fi nancial statements have been presented in conformity with 

generally accepted accounting principles in all respects, except that a loss contingency that 

should be disclosed through a note to the fi nancial statements is not included. While they 

consider this a material omission, they do not believe that it pervasively affects the fi nan-

cial statements.

 d. The client has changed from LIFO to FIFO for inventory valuation purposes; the audi-

tors concur with this change. The effect is considered material to the fi nancial statements, 

although inventory is not a large part of total assets.

 e. The client has changed from LIFO to FIFO for inventory valuation purposes; the auditors 

do not concur with this change. The effect is considered material and pervasive.

 17–28. Auditors report on the consistency of application of accounting principles. Assume that the 

following list describes changes that have a material effect on a client’s fi nancial statements 

for the current year.

 (1) A change from the completed-contract method to the percentage-of-completion method of 

accounting for long-term construction contracts.

 (2) A change in the estimated service lives of previously recorded plant assets based on newly 

acquired information.

 (3) Correction of a mathematical error in inventory pricing made in a prior period.

 (4) A change from direct costing to full absorption costing for inventory valuation.

 (5) A change from deferring and amortizing preproduction costs to recording such costs as an 

expense when incurred because future benefi ts of the costs have become doubtful. The new 

accounting method was adopted in recognition of the change in estimated future benefi ts.

 (6) A change to including the employer’s share of FICA taxes as “Retirement benefi ts” on the 

income statement. This information was previously included with “Other taxes.”

 (7) A change from the FIFO method of inventory pricing to the LIFO method of inventory 

pricing.

For each of the above situations, state whether the audit report should include an emphasis-of-

matter paragraph on consistency.

 17–29. Simulation

Items 1 through 5 present various independent factual situations an auditor might encounter in 

conducting an audit. For each situation, assume:

 • The auditor is independent.

 • The auditor previously expressed an unmodifi ed opinion on the prior year’s fi nancial 

statements.

 • Only single-year (not comparative) statements are presented for the current year.

 • The conditions for an unmodifi ed opinion exist unless contradicted in the factual situations.

 • The conditions stated in the factual situations are material.

 • No report modifi cations are to be made except in response to the factual situation.

 1. In auditing the long-term investments account, an auditor is unable to obtain audited fi nan-

cial statements for an investee located in a foreign country. The auditor concludes that 

suffi cient appropriate audit evidence regarding this investment cannot be obtained.

LO 17-3, 4

Situation:

LO 17-3

Required:

LO 17-3, 4
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 17–30. Simulation*

For each of the following brief scenarios, assume that you are reporting on a client’s fi nancial state-

ments. Reply as to the type(s) of opinion (per below) possible for the scenario. In addition:

 • Unless stated otherwise, assume the matter involved is material. If the problem doesn’t tell 

you whether a misstatement pervasively misstates the fi nancial statements or doesn’t list a 

characteristic that indicates pervasiveness, two reports may be possible (i.e., replies 6 to 9).

 • Do not read more into the circumstances than what is presented.

 • Do not consider an auditor discretionary circumstance for modifi cation of the audit report 

unless the situation explicitly suggests that the auditor wishes to emphasize a particular matter.

Types of Opinion

 1. Unmodifi ed—standard.

 2. Unmodifi ed with an emphasis-of-matter paragraph.

 3. Qualifi ed.

 4. Adverse.

 5. Disclaimer.

 6. Unmodifi ed with an emphasis-of-matter paragraph or disclaimer.

 7. Qualifi ed or adverse.

 8. Qualifi ed or disclaimer.

 9. Adverse or disclaimer.

 10. Other.

LO 17-3, 4, 5

 2. Due to recurring operating losses and working capital defi ciencies, an auditor has substan-

tial doubt about an entity’s ability to continue as a going concern for a reasonable period of 

time. However, the fi nancial statement disclosures concerning these matters are adequate. 

The auditor has decided not to issue a disclaimer of opinion.

 3. A group auditor decides to take responsibility for the work of a component CPA who 

audited a wholly owned subsidiary of the entity and issued an unmodifi ed opinion. The 

total assets and revenues of the subsidiary represent 17 percent and 18 percent, respec-

tively, of the total assets and revenues of the entity being audited.

 4. An entity changes its depreciation method for production equipment from straight-line 

to a units-of-production method based on hours of utilization. The auditor concurs with 

the change, although it has a material effect on the comparability of the entity’s fi nancial 

statements.

 5. An entity discloses certain lease obligations in the notes to the fi nancial statements. The 

auditor believes that the failure to capitalize these leases is a departure from generally 

accepted accounting principles and, although the possible effects on the fi nancial state-

ments of the misstatements are material, they could not be pervasive.

List A represents the types of opinions the auditor ordinarily would issue and List B represents 

the report modifi cations (if any) that would be necessary. Select as the best answer for each 

situation (items 1 through 6) the type of opinion and alterations, if any, the auditor would nor-

mally select. Replies may be selected once, more than once, or not at all.

(AICPA, adapted)

Required:

List A: Types of Opinions List B: Report Alteration

 A. Unmodifi ed
 B. Qualifi ed
 C. Adverse
 D. Disclaimer
 E. Qualifi ed or adverse
 F.  Qualifi ed or 

disclaimer
 G. Disclaimer or 

adverse

 H.  Add an emphasis-of-matter paragraph—prior to opinion 
paragraph.

 I.  Add an emphasis-of-matter paragraph—after opinion 
paragraph.

 J.  Add a basis for modifi cation paragraph—prior to opinion 
paragraph.

 K.  Add a basis for modifi cation paragraph—after opinion 
paragraph.

 L.  Modifi cations other than addition of a paragraph.
 M. Issue standard report without alteration.

* Note that this simulation has more parts than one would expect in a particular CPA exam 
simulation. We present it to provide examples of many types of reporting situations in one 
problem.
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Situation Report

 1. A company has not followed generally accepted accounting principles in the recording of its leases.

 2.  A company has not followed generally accepted accounting principles in the recording of its leases. The 
amounts involved are immaterial.

 3.  A company valued its inventory at current replacement cost. Although the auditor believes that the 
inventory costs do approximate replacement costs, these costs do not approximate any GAAP inventory 
valuation method.

 4.  A client changed its depreciation method for production equipment from the straight-line method to the 
units-of-production method based on hours of utilization. The auditor concurs with the change.

 5.  A client changed its depreciation method for production equipment from the straight-line to a units-of-
production method based on hours of utilization. The auditor does not concur with the change.

 6.  A client changed the depreciable life of certain assets from 10 years to 12 years. The auditor concurs with the 
change.

 7.  A client changed the depreciable life of certain assets from 10 years to 12 years. The auditor does not 
concur with the change. Confi ned to fi xed assets and accumulated depreciation, the misstatements 
involved are not considered pervasive.

 8.  A client changed from the method it uses to calculate postemployment benefi ts from one acceptable method 
to another. The effect of the change is immaterial this year, but is expected to be material in the future.

 9.  A client changed the salvage value of certain assets from 5 percent to 10 percent of original cost. The 
auditor concurs with the change.

10.  A client uses the specifi c identifi cation method of accounting for valuable items in inventory, and LIFO for 
less valuable items. The auditor concurs that this is a reasonable practice.

11.  Due to recurring operating losses and working capital defi ciencies, an auditor has substantial doubt 
about an entity’s ability to continue as a going concern for a reasonable period of time. The notes to the 
fi nancial statements adequately disclose the situation.

12.  Due to recurring operating losses and working capital defi ciencies, an auditor has substantial doubt 
about an entity’s ability to continue as a going concern for a reasonable period of time. The notes to the 
fi nancial statements do not adequately disclose the substantial doubt situation, and the auditor believes 
the omission fundamentally affects the users’ understanding of the fi nancial statements.

13.  An auditor reporting on group fi nancial statements decides to take responsibility for the work of a component 
auditor who audited a 70 percent owned subsidiary and issued an unmodifi ed opinion. The total assets and 
revenues of the subsidiary are 5 percent and 8 percent, respectively, of the total assets and revenues of the 
entity being audited.

14.  An auditor reporting on group fi nancial statements decides not to take responsibility for the work of a 
component auditor who audited a 70 percent owned subsidiary and issued an unqualifi ed opinion. The 
total assets and revenues of the subsidiary are 5 percent and 8 percent, respectively, of the total assets 
and revenues of the entity being audited.

15.  An auditor was hired after year-end and was unable to observe the counting of the year-end inventory. She is 
unable to apply other procedures to determine whether ending inventory and related information are properly 
stated.

16.  An auditor was hired after year-end and was unable to observe the counting of the year-end inventory. 
However, she was able to apply other procedures and determined that ending inventory and related 
information are properly stated.

17.  An auditor discovered that a client made illegal political payoffs to a candidate for president of the 
United States. The auditor was unable to determine the amounts associated with the payoffs because of 
the client’s inadequate record-retention policies. The client has added a note to the fi nancial statements 
to describe the illegal payments and has stated that the amounts of the payments are not determinable.

18.  An auditor discovered that a client made illegal political payoffs to a candidate for president of the United 
States. The auditor was unable to determine the amounts associated with the payoffs because of the 
client’s inadequate record-retention policies. Although there is no likelihood that the fi nancial statements 
are pervasively misstated, they may be materially misstated. The client refuses to disclose the payoffs in a 
note to the fi nancial statements.

19.  In auditing the long-term investments account of a new client, an auditor fi nds that a large contingent liability 
exists that is material to the consolidated company. It is probable that this contingent liability will be resolved 
with a material loss in the future, but the amount is not estimable. Although no adjusting entry has been 
made, the client has provided a note to the fi nancial statements that describes the matter in detail.
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Situation Report

20.  In auditing the long-term investments account of a new client, an auditor fi nds that a large contingent 
liability exists that is material to the consolidated company. It is probable that this contingent liability 
will be resolved with a material loss in the future, and this amount is reasonably estimable as $2,000,000. 
Although no adjusting entry has been made, the client has provided a note to the fi nancial statements 
that describes the matter in detail and includes the $2,000,000 estimate in that note.

21.  A client is issuing two years of comparative fi nancial statements. The fi rst year was audited by another 
auditor who is not being asked to reissue her audit report. (Reply as to the successor auditors’ report.)

22.  A client is issuing two years of comparative fi nancial statements. The fi rst year was audited by another 
auditor who is being asked to reissue her audit report. (Reply as to the successor auditors’ report.)

23.  A client’s fi nancial statements follow GAAP, but the auditor wishes to emphasize in his audit report a 
signifi cant related party transaction that is adequately described in the notes to the fi nancial statements.

24.  A client’s fi nancial statements follow GAAP except that they do not include a note on a signifi cant related 
party transaction.

 17–31. Simulation

Last year, Johnson & Barkley, CPAs, audited the consolidated fi nancial statements of Jordan 

Company (a nonpublic company) for the year ended December 31, 20X0, and expressed a 

standard unmodifi ed report.

Johnson & Barkley also audited Jordan’s this year’s fi nancial statements—for the year 

ended December 31, 20X1. These consolidated fi nancial statements are being presented on a 

comparative basis with those of the prior year, and an unmodifi ed opinion is being expressed. 

Smith, the engagement supervisor, instructed Abler, an assistant on the engagement, to draft 

the auditors’ report. In drafting the report below, Abler considered the following:

 • Jordan changed its method of accounting for inventory from LIFO to FIFO in 20X1.

 • Larkin & Lake, CPAs, audited the fi nancial statements of BX, Inc., a consolidated subsidiary of 

Jordan, for the year ended December 31, 20X1. The subsidiary’s fi nancial statements refl ected 

total assets and revenues of 2 percent and 3 percent, respectively, of the consolidated totals. 

Larkin & Lake expressed an unmodifi ed opinion and furnished Johnson & Barkley with a copy 

of the auditors’ report. Johnson & Barkley has decided to assume responsibility for the work of 

Larkin & Lake insofar as it relates to the expression of an opinion on the consolidated fi nancial 

statements taken as a whole and has applied the necessary audit procedures.

 • Jordan is a defendant in a lawsuit alleging patent infringement. This is adequately dis-

closed in the notes to Jordan’s fi nancial statements, but no provision for liability has been 

recorded because the ultimate outcome of the litigation cannot presently be determined.

Abler drafted the following audit report:

LO 17-3, 4

Auditors’ Report
We have audited the accompanying consolidated fi nancial statements of Jordan Company and 
its subsidiaries, which comprise the consolidated balance sheets as of December 31, 20X1 and 
20X0, and the related consolidated statements of income, changes in stockholders’ equity, and 
cash fl ows for the years then ended, and the related notes to the fi nancial statements.

Auditors’ Responsibility 
Our responsibility is to express an opinion on these consolidated fi nancial statements based on 
our audits. We conducted our audits in accordance with auditing standards generally accepted 
in the United States of America. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the consolidated fi nancial statements are free of 
material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the consolidated fi nancial statements. The procedures selected depend on the 
auditors’ judgment, including the assessment of the risks of material misstatement of the con-
solidated fi nancial statements, whether due to fraud or error. In making those risk assessments, 
the auditors consider internal control relevant to the entity’s preparation and fair presentation 
of the consolidated fi nancial statements in order to design audit procedures that are appropri-
ate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness 
of the entity’s internal control. Accordingly, we express no such opinion. An audit also includes 
evaluating the appropriateness of accounting policies used and the reasonableness of signifi cant 
accounting estimates made by management, as well as evaluating the overall presentation of the 
consolidated fi nancial statements.
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Smith reviewed Abler’s draft and stated in the Supervisor’s Review Notes below that there 

were defi ciencies in Abler’s draft. Items 1 through 10 represent the defi ciencies noted by 

Smith. For each defi ciency, indicate whether Smith is correct or incorrect in the criticism of 

Abler’s draft.

 1.  The report’s title is incorrect as it should include the word “independent.”

 2.  The report should have an addressee such as the board of directors.

 3.  There should be a section entitled Management’s Responsibility for the Financial Statements.

 4.  The fi rst sentence of the Auditors’ Responsibility section should state that “Our responsi-

bility is to provide assurance . . .,” not “Our responsibility is to express an opinion . . .”

 5.  The Auditors’ Responsibility and the Opinion sections should both refer to the component 

auditors.

 6.  The third paragraph under the Auditors’ Responsibility section is not required—let’s omit it.

 7.  The emphasis-of-matter paragraph should follow the opinion paragraph.

 8.  The Opinion section should indicate that the principles were consistently applied except 

for the change in method of inventory valuation.

 9.  The report should be dated as of the date suffi cient appropriate audit evidence has been 

gathered, not as of year-end.

 10.  The names of the individual fi nancial statements should be included in the Opinion section.

Required:

We believe that the audit evidence we have obtained is suffi cient and appropriate to provide 
a basis for our audit opinion.

Emphasis-of-Matter
As discussed in Note 2 to the consolidated fi nancial statements, the Company adopted the fi rst-
in-fi rst-out method of inventory valuation in 20X1. Our opinion is not modifi ed with respect to 
this matter.

Opinion
In our opinion, the consolidated fi nancial statements referred to here present fairly, in all mate-
rial respects, the fi nancial position of Jordan Company and its subsidiaries as of December 31, 
20X1 and 20X0, and the results of their operations and their cash fl ows for the years then ended 
in accordance with accounting principles generally accepted in the United States of America.

 Johnson & Barkley, CPAs
Phoenix, Arizona 
December 31, 20X1

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

 17–32. The auditors’ report that follows was drafted by a staff accountant of Williams & Co., CPAs, 

at the completion of the audit of the fi nancial statements of Lenz Corporation (nonpublic com-

pany) for the year ended December 31, 20X1. Assume that there is substantial doubt about the 

entity’s ability to continue as a going concern, and that this doubt is properly disclosed in the 

fi nancial statements.

LO 17-1, 3

Problems

Independent Auditors’ Report
To the Board of Directors and Stockholders of Lenz Corporation:

We have audited the accompanying consolidated fi nancial statements of Lenz Corporation 
and its subsidiaries, and the related notes to the fi nancial statements.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these consolidated 
fi nancial statements in accordance with accounting principles generally accepted in the United 
States of America; this includes the design, implementation, and maintenance of internal control 
relevant to the preparation and fair presentation of consolidated fi nancial statements that are 
free from material misstatement, whether due to fraud or error.
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Identify deviations from the appropriate nonpublic company audit report.

 17–33. The auditors’ report that follows was drafted by a staff accountant of Smith & Co., CPAs, at 

the completion of the audit of the fi nancial statements of Lenses Co. (a public company) for the 

year ended December 31, 20X1.

Required:

LO 17-2

Auditors’ Responsibility
Our responsibility is to express an opinion on these consolidated fi nancial statements based on 
our audit. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the consolidated fi nancial statements are in conformity with account-
ing principles generally accepted in the United States of America.

An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the consolidated fi nancial statements. The procedures selected depend on the 
auditors’ judgment, including the assessment of the risks of material misstatement of the con-
solidated fi nancial statements, whether due to fraud or error. In making those risk assessments, 
the auditors consider internal control relevant to the entity’s preparation and fair presentation 
of the consolidated fi nancial statements in order to design audit procedures that are appropri-
ate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness 
of the entity’s internal control. Accordingly, we express no such opinion. An audit also includes 
evaluating the appropriateness of accounting policies used and the reasonableness of signifi cant 
accounting estimates made by management, as well as evaluating the overall presentation of the 
consolidated fi nancial statements.

Emphasis-of-Matter
The accompanying consolidated fi nancial statements have been prepared assuming that the 
Company will continue as a going concern. As discussed in Note 1 to the consolidated fi nancial 
statements, the Company has suffered negative cash fl ows from operations and has an accumu-
lated defi cit that raises substantial doubt about the Company’s ability to continue as a going con-
cern beyond a reasonable time. Management’s plans in regard to these matters are also described 
in Note 1. The consolidated fi nancial statements do not include any adjustments that might result 
from the outcome of this uncertainty. Our opinion is modifi ed with respect to this matter.

Opinion
In our opinion, except for the effects of the matter described in the preceding paragraph, the con-
solidated fi nancial statements referred to above present fairly, in all material respects, the fi nan-
cial position of Lenz Corporation and its subsidiaries and the results of their operations and their 
cash fl ows for the year then ended in accordance with accounting principles generally accepted in 
the United States of America applied on a basis consistent with that of the preceding year.

 Williams & Co., LLP
Phoenix Arizona
February 15, 20X2

Report of Registered Public Accounting Firm
To the Management of Lenses Co.:

We have examined the accompanying consolidated balance sheet of Lenses Co. as of Decem-
ber 31, 20X1 and 20X0, and the related consolidated statement of income, stockholders’ equity, 
and cash fl ows for each of the three years in the period ended December 31, 20X1. These fi nan-
cial statements are the responsibility of the Company’s management. Our responsibility is to 
express an opinion on these fi nancial statements based on our audits. All PCAOB requirements 
were met on this audit.

We conducted our audits in accordance with the standards of generally accepted auditing 
standards (United States). Those standards require that we plan and perform the audit to obtain 
positive assurance about whether the fi nancial statements are free of all misstatements. An 
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the fi nancial statements. An audit also includes assessing the accounting principles used and 
signifi cant estimates made by management, as well as evaluating the overall fi nancial statement 
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the fi nancial statements referred to above present, in all material respects, the 
consolidated fi nancial position of Lenses Co. at December 31, 20X1 and 20X0, and the consoli-
dated results of its operations and its cash fl ows for each of the three years in the period ended 
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Identify deviations from the public company standard report.

 17–34. Sturdy Corporation (a nonpublic company) owns and operates a large offi ce building in a 

desirable section of New York City’s fi nancial center. For many years, management of Sturdy 

Corporation has modifi ed the presentation of its fi nancial statement by:

 1. Refl ecting a write-up to appraisal values in the building accounts.

 2. Accounting for depreciation expense on the basis of such valuations.

Wyley, CPA, was asked to audit the fi nancial statements of Sturdy Corporation for the year 

ended December 31, 20X3. After completing the audit, Wyley concluded that, consistent with 

prior years, an adverse opinion would have to be expressed because the material misstate-

ments were considered pervasive.

 a. Describe in detail the appropriate content of the basis for modifi cation section of the audi-

tors’ report on the fi nancial statements of Sturdy Corporation for the year ended December 

31, 20X3. Do not discuss deferred taxes.

 b. Write a draft of the opinion paragraph of the auditors’ report on the fi nancial statements of 

Sturdy Corporation for the year ended December 31, 20X3.

 17–35. Roscoe & Jones, Ltd, a CPA fi rm in Silver Bell, Arizona, has completed the audit of the fi nan-

cial statements of Excelsior Corporation as of, and for, the year ended December 31, 20X1. 

Findings related to the fi nancial statements and the audit include:

 • Excelsior is a nonpublic company that presents only current-year fi nancial statements.

 • Roscoe was unable to perform normal accounts receivable confi rmation procedures, but 

alternate procedures were used to satisfy Roscoe as to the validity of the receivables.

 • Excelsior Corporation is the defendant in litigation, the outcome of which is highly uncer-

tain. If the case is settled in favor of the plaintiff, Excelsior will be required to pay a 

substantial amount of cash that might require the sale of certain assets. The litigation and 

the possible effects have been properly disclosed in Note 11. Roscoe wishes to include 

discussion of this matter in the audit report.

 • During 20X1 Excelsior changed its method of accounting for long-term construction con-

tracts and properly refl ected the effect of the change. Roscoe is satisfi ed with Excelsior’s 

justifi cation for making the change. The change is discussed in Note 12.

 • Excelsior issued debentures on January 31, 20X1, in the amount of $10 million. The 

funds obtained from the issuance were used to fi nance the expansion of plant facilities. 

The debenture agreement restricts the payment of future cash dividends to earnings after 

December 31, 20X1. Excelsior declined to disclose these data in the notes to the fi nancial 

statements. Roscoe considers this a material but not pervasive omission.

 • Roscoe gathered suffi cient appropriate audit evidence as of February 10, 20X2, and 

planned a report release date of February 16, 20X2.

Consider all facts given and prepare an auditors’ report in an acceptable and complete format, 

incorporating any necessary departures from the standard report.

 17–36. Rotter & Co, Ltd, a CPA fi rm in Silver Bell, Arizona, has completed the audit of the fi nancial 

statements of Exchecker Corporation as of, and for, the year ended December 31, 20X1. Find-

ings related to the fi nancial statements and the audit include:

 • Exchecker is a public company that presents two years of balance sheets and three years of 

the other fi nancial statements in accordance with SEC reporting requirements.

Required:

LO 17-4

Required:

LO 17-1, 3, 4

Required:

LO 17-2, 3, 4

December 31, 20X1, in conformity with U.S. generally accepted accounting principles applied on 
a consistent basis.

We also have reviewed, in accordance with the standards of the Public Company Account-
ing Oversight Board (United States), Lenses Co.’s internal control over fi nancial reporting as of 
December 31, 20X1, based on criteria established in the Internal Control-Integrated Framework 
issued by the Committee of Sponsoring Organizations of the Treadway Commission, and our 
report dated February 15, 20X2, expressed an unmodifi ed opinion thereon.

  Smith & Co., CPAs
Dallas, Texas
February 15, 20X2
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 1.  Your client has declined to depreciate its assets this year because the depreciation expense 

would reduce the year’s small income to a loss.

 2.  A client’s fi nancial statements follow GAAP, but you wish to emphasize that the client is 

a subsidiary of Webster Corporation in the audit report.

 3.  In auditing the long-term investments account of a new client, you are unable to obtain 

audited fi nancial statements for the investee located in a foreign country. You conclude 

that suffi cient appropriate audit evidence regarding this investment cannot be obtained.

 4.  Due to a very major lawsuit, you have substantial doubt about a client’s ability to con-

tinue as a going concern for a reasonable period of time. The fi nancial statement disclo-

sures related to this lawsuit are adequate.

 5.  You decide not to take responsibility for the work of the component auditors who audited 

a 70 percent owned subsidiary and issued an unmodifi ed opinion. The total assets and 

revenues of the subsidiary are 5 percent and 8 percent, respectively, of the total assets and 

revenues of the entity being audited.

 6.  You decide to take responsibility for the work of the component auditors who audited 

a 70 percent owned subsidiary and issued an unmodifi ed opinion. The total assets and 

revenues of the subsidiary are 5 percent and 8 percent, respectively, of the total assets and 

revenues of the entity being audited.

 • During 20X1, Exchecker changed its method of accounting for long-term construction 

contracts and properly refl ected the effect of the change. Rotter is satisfi ed with Excheck-

er’s justifi cation for making the change. The change is discussed in Note 12.

 • Rotter was unable to perform normal accounts receivable confi rmation procedures, but 

alternate procedures were used to satisfy Rotter as to the validity of the receivables.

 • Exchecker Corporation is the defendant in litigation, the outcome of which is highly 

uncertain. If the case is settled in favor of the plaintiff, Exchecker will be required to pay 

a substantial amount of cash that might require the sale of certain assets. The litigation 

and the possible effects have been properly disclosed in Note 11. Rotter wishes to include 

discussion of this matter in the audit report.

 • Rotter gathered suffi cient appropriate audit evidence as of February 10, 20X2, and planned 

a report release date of February 16, 20X2.

Consider all facts given, and prepare an auditors’ report in an acceptable and complete format 

incorporating any necessary departures from the standard report.

Required:

 17–37. For each of the following brief scenarios, assume that you are the CPA reporting on the cli-

ent’s fi nancial statements. Using the form included with this problem, describe the reporting 

circumstance involved, the type or types of opinion possible in the circumstance, and the 

appropriate report alterations. Since more than one report may be possible in several of the 

circumstances, a second “type of opinion” and “report alteration” row is added for each cir-

cumstance. For example, if the problem doesn’t tell you whether a misstatement pervasively 

misstates the fi nancial statements or doesn’t list a characteristic that indicates pervasiveness, 

two reports may be possible.

In most cases, you will not need to use the second row. Do not read more into the circum-

stance than what is presented, and only reply “emphasis-of-matter” in auditor discretionary 

circumstances such as those suggested in the chapter. Unless stated otherwise, assume that the 

information presented is material to the fi nancial statements.

LO 17-3,
 4, 5

In-Class 
Team 
Cases

Circumstance Type of Opinion Report Alteration

GC Going concern U Unmodifi ed EOM Emphasis-of-matter paragraph added

CON Consistency Q Qualifi ed OM Other-matter paragraph added

EMPH  Auditor discretionary 
emphasis-of-matter

D Disclaimer BFM Basis for modifi cation paragraph added

GROUP Group audit A Adverse OTHER Other alteration, but no paragraph added

GAAP Departure from GAAP NO No alteration

SCOPE Scope limitation

COMP Comparative fi nancial statements

NONE No circumstance
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 17–38. For each of the following brief scenarios, assume that you are reporting on a client’s current 

year fi nancial statements. Reply as to the type or types of opinion possible in the circumstance.

S Unmodifi ed—standard

U Unmodifi ed with emphasis-of-matter or other-matter paragraph

Q Qualifi ed

D Disclaimer

A Adverse

Since more than one report may be possible in several of the circumstances, a second “opin-

ion” column is added for each circumstance. In certain cases, you will not need to use the 

second column. Do not read more into the circumstance than what is presented, and do not 

consider the possibility of an auditors’ discretionary emphasis-of-matter paragraph being 

added to the audit report. Unless stated otherwise, assume that the information presented is 

material to the fi nancial statements. If the situation doesn’t tell you whether a misstatement 

pervasively misstates the fi nancial statements or doesn’t list a characteristic that indicates per-

vasiveness, two reports may be possible.

LO 17-3, 4, 5

 7.  A company has changed the remaining life of a signifi cant asset from 12 to 10 years. You 

believe that the change is reasonable.

 8.  A company changes from FIFO to LIFO for inventory valuation and you concur with the 

change. The change has an immaterial effect on the entity’s fi nancial statements this year, 

but it is expected to have a material effect in the future.

 9.  Your client is a defendant in a major lawsuit. It is probable that the company will experi-

ence a material loss due to the lawsuit, although it is impossible to calculate the likely 

amount. The fi nancial statements include a note adequately describing the matter. You 

decide that a standard report is inappropriate.

 10.  Predecessor auditors audited last year’s fi nancial statements and you audited the current 

year. You have decided not to ask the predecessor to reissue that audit report. Compara-

tive fi nancial statements are being issued on the two years.

Circumstance Type Opinion(s) Report Alteration

 1

 2

 3

 4

 5

 6

 7

 8

 9

10
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Situation Opinion Opinion

 1.  A company in its fi rst year of existence values its inventory at current replacement cost. 
Although you believe that the inventory costs do approximate replacement costs, these 
costs do not approximate any GAAP inventory valuation method. The difference involved 
is material, but not pervasively material to the fi nancial statements.

 2.  Due to recurring operating losses and working capital defi ciencies, you have substantial 
doubt about an entity’s ability to continue as a going concern for a reasonable period 
of time. The notes to the fi nancial statements adequately disclose the substantial doubt 
situation.

 3.  You have discovered that a client made illegal payoffs to a candidate for president of 
the United States. You are unable to determine the amounts associated with the payoffs 
because of the client’s inadequate record retention policies. The client has added a note to 
the fi nancial statements to describe this information, and has stated that the amounts of 
the payments are not determinable.

 4.  In auditing the long-term investments account of a new client, you fi nd that a $2,000,000 
contingent liability exists that is material to the consolidated company. It is probable that 
this contingent liability will be resolved with a material loss in the future. Although no 
adjusting entry has been made, the client has provided a note to the fi nancial statements 
that describes the matter in detail and includes the $2 million estimate.

 5.  A client is issuing two years of comparative fi nancial statements. The fi rst year was 
audited by other auditors who are not being asked to reissue their audit report.

 6.  An entity changes its depreciation method for production equipment from the straight-line to 
the units-of-production method based on hours of utilization. You concur with the change.

 7.  A client has changed the method it uses to calculate postemployment benefi ts from one 
acceptable method to another acceptable method. The effect of the change is immaterial 
this year, but is expected to be material in the future.

 8.  Component auditors have audited a subsidiary of your client as a part of a group audit. 
You have decided to rely upon the component auditors’ work.

 9.  A client omits note disclosure related to signifi cant accounting  policies that the auditors 
believe to be fundamental to users’  understanding of the fi nancial statements.

10.  A client does not count its year-end inventory. The auditors are unable to obtain suffi cient 
appropriate audit evidence related to the inventory, and they consider inventory to 
represent an extremely substantial proportion of the fi nancial statements.

Research 
and Discussion 
Case

 17–39. Your fi rm audits Metropolitan Power Supply (MPS). The issue under consideration is the 

treatment in the company’s fi nancial statements of $700 million in capitalized construction 

costs relating to Eagle Mountain, a partially completed nuclear power plant.

Seven years ago, MPS began construction of Eagle Mountain, with an original cost esti-

mate of $400 million and completion expected within fi ve years. Cost overruns were enor-

mous, and construction has been repeatedly delayed by litigation initiated by the antinuclear 

lobby. At present, the project is little more than 50 percent complete, and construction has 

been halted because MPS does not have the funds to continue.

If Eagle Mountain is ultimately completed, the state utilities commission will determine 

the extent to which MPS may recover its construction costs through its rate structure. The 

commission’s rulings are diffi cult to predict, but it is quite possible that the commission will 

not allow MPS to include all of the Eagle Mountain construction costs in its “rate base.” If 

Eagle Mountain were abandoned today, none of the construction costs would be recoverable. 

The related write-off would amount to over 70 percent of MPS’s stockholders’ equity, but the 

company would survive.

MPS’s management, however, remains committed to the completion of the Eagle Moun-

tain facility. Management has obtained authorization from the company’s stockholders to 

issue $500 million in bonds and additional shares of common stock to fi nance completion of 

the project. If MPS incurs this additional debt and is still not able to make Eagle Mountain 

fully operational, it is doubtful that the company can avoid bankruptcy. In short, management 

has elected to gamble—all its chips are riding on Eagle Mountain.

LO 17-3, 4
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 a. Discuss the arguments for and against the auditors insisting that MPS begin expensing 

some portion of the construction costs rather than continuing to accumulate an ever-

increasing asset. Indicate the position you would take as the auditor.

 b. Discuss whether the auditors should modify their report because of uncertainty about 

whether or not MPS can remain a going concern. Indicate the type of opinion that you 

would issue. (You need not limit yourself to a “going-concern” modifi cation.)

Part a:

FASB Accounting Standards Codifi cation sections 360-10 and 450-20-25-2.

Part b:

AICPA AU-C sections 570 and 700–706; PCAOB sections 341 and 508.

Required:



CHAPTER

In this chapter, we provide information on integrated 
audits based on the provisions of Public Company 

Accounting Oversight Board (PCAOB) Standard No. 5,
“An Audit of Internal Control Over Financial Reporting 

That Is Integrated with an Audit of Financial Statements.” Throughout this chapter, 

our emphasis is on presenting (1) details on audits of internal control over fi nan-

cial reporting and (2) information on how fi nancial statement audits are modifi ed 

when the auditors perform an integrated audit. Although we have referred to inte-

grated audits earlier in the text, in this chapter we emphasize in detail the nature of a 

public company audit. While an integrated audit involves an enhanced consideration 

of internal control, the fi nancial statement audit’s various planning, evidence gath-

ering, and reporting procedures remain largely unchanged. Accordingly, the focus 

of this chapter is on audits of internal control over fi nancial reporting (hereafter, 

internal control).

Overview

The Sarbanes-Oxley Act of 2002 requires that, in addition to reporting upon fi nancial 

statements, auditors of public companies should also report upon internal control over 

fi nancial reporting (hereafter, internal control). Consistently, PCAOB Standard No. 5
recognizes this relationship and states that the internal control and fi nancial statement 

audits should be viewed as integrated.

Section 404 is composed of two distinct sections.1 Section 404(a), which applies 

to all public companies, requires that each annual report fi led with the Securities and 

Exchange Commission include an internal control report prepared by management in 

which management acknowledges its responsibility for establishing and maintaining 

adequate internal control and provides an assessment of internal control effectiveness 

as of the end of the most recent fi scal year. Section 404(b), which applies to public 

companies with a market capitalization in excess of $75,000,000, requires the CPA 

fi rm to audit internal control and express an opinion on the effectiveness of internal 

control. While the emphasis of this chapter is on the auditors’ responsibility under 

Section 404(b), we will begin with an overview of management’s responsibility.

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 18-1 Describe the nature of 
an integrated audit.

 LO 18-2 Discuss management’s 
responsibility for 
reporting on internal 
control as required by 
the Sarbanes-Oxley Act 
of 2002.

 LO 18-3 Describe the auditors’ 
responsibility for report-
ing on internal control 
through integrated 
audits as required by 
the Public Company 
Accounting Oversight 
Board.

 LO 18-4 Present the auditors’ 
approach to analyzing 
internal control when 
performing an inte-
grated audit.

 LO 18-5 Explain how fi ndings 
relating to the audits of 
internal control and the 
fi nancial statements may 
affect one another.

 LO 18-6 Discuss circumstances 
that require auditors to 
modify their report on 
internal control.

Integrated Audits 
of Public Companies 18

1 While we emphasize Section 404 in this chapter, we also incorporate information from 
Section 103, which requires auditor reporting on internal control. In addition, other sections of 
the Sarbanes-Oxley Act are also relevant to the overall area of audits of fi nancial statements. 
Section 302 requires each of a company’s principal executives and fi nancial offi cers to certify the 
fi nancial and other information contained in the company’s quarterly and annual reports. These 
certifi cations must indicate that, based on the offi cer’s knowledge, the fi nancial statements and 
other fi nancial information included in the report fairly present, in all material respects, the 
fi nancial condition and results of operations of the company as of, and for, the period presented 
in the report. Section 906 includes a similar certifi cation requirement but amends the Federal 
Criminal Code and explicitly sets forth possible criminal penalties for certifi cations that do not 
comply with the requirements.

 Describe the nature of an inte-

grated audit.  

  LO 18-1 
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Management’s Responsibility for Internal Control

Management has always been responsible for maintaining effective internal control. 

However, the Sarbanes-Oxley Act of 2002 increases management’s responsibility 

for demonstrating that controls are effective. As operationalized by the Securities and 

Exchange Commission (SEC), management is required to:

 • Accept responsibility for the effectiveness of internal control.

 • Evaluate the effectiveness of internal control using suitable control criteria.

 • Support the evaluation with suffi cient evidence.

 • Provide a report on internal control.

Management’s report and the auditors’ opinion must be included in Form 10-K, the 

annual report fi led with the SEC. The Sarbanes-Oxley Act requires management to per-

form the above steps in a meaningful manner to support its report. While the exact word-

ing of the report is left to management’s discretion, Section 404(a) of the Sarbanes-Oxley 

Act requires the report to:

 • State that it is management’s responsibility to establish and maintain adequate internal 

control.

 • Identify management’s framework for evaluating internal control.

 • Include management’s assessment of the effectiveness of the company’s internal con-

trol over fi nancial reporting as of the end of the most recent fi scal period, including a 

statement as to whether internal control over fi nancial reporting is effective.

 • Include a statement that the company’s auditors have issued an audit report on man-

agement’s assessment.

For most SEC registrants, passage of Sarbanes-Oxley resulted in a one-time major project 

of evaluating and improving internal control to allow both management and the auditors 

to conclude that the company’s internal control is effective. Then, for each subsequent 

year’s reporting, the analysis is updated. The overall process is one of identifying the 

signifi cant controls and testing their design and operating effectiveness.

The project is performed either by the company itself or by the company assisted by 

consultants—often personnel from a CPA fi rm that does not audit the company’s fi nan-

cial statements. The company’s external auditing fi rm may provide only limited assis-

tance to management to avoid a situation in which its assessment is in essence part of 

management’s assessment, as well as its own. That is, the CPA fi rm performing the audit 

should not create a situation in which management relies in any way on the CPA fi rm’s 

assessment in making its own assessment.

As a starting point, the Securities and Exchange Commission, which provides oper-

ational guidance for implementing the Sarbanes-Oxley requirements, has adopted the 

following defi nition for internal control:

Management’s 
Evaluation Process 
and Assessment

 Discuss management’s responsibil-

ity for reporting on internal control 

as required by the Sarbanes-Oxley 

Act of 2002.  

  LO 18-2 

Internal control over fi nancial reporting is a process designed by, or under the supervision of, the 
company’s principal executive and principal fi nancial offi cers, or persons performing similar func-
tions, and affected by the company’s board of directors, management, and other personnel, to 
provide reasonable assurance regarding the reliability of fi nancial reporting and the preparation 
of fi nancial statements for external purposes in accordance with generally accepted accounting 
principles and includes those policies and procedures that:

 1. Pertain to the maintenance of records that, in reasonable detail, accurately and fairly refl ect 
the transactions and dispositions of the assets of the company;

 2. Provide reasonable assurance that transactions are recorded as necessary to permit prepa-
ration of fi nancial statements in accordance with generally accepted accounting principles, 
and that receipts and expenditures of the company are being made only in accordance with 
authorizations of management and directors of the company; and

 3. Provide reasonable assurance regarding prevention or timely detection of unauthorized 
acquisition, use, or disposition of the company’s assets that could have a material effect on 
the fi nancial statements.
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Management’s report must be based on the preceding defi nition of internal control 

and must result from an evaluation using an accepted “control framework.” Although 

not required, the control framework ordinarily used is the Internal Control–Integrated 
Framework, created by the Committee of Sponsoring Organizations of the Tread-

way Commission (COSO). The COSO framework (revised 2013), discussed in detail 

in Chapter 7, is the internal control framework commonly used in audits of fi nancial 

statements.

To perform its evaluation and make its assessment,2 management must understand 

the concepts of control defi ciency, signifi cant defi ciency, and material weakness—con-

cepts originally presented in Chapter 7 of this text, although the latter two terms are 

defi ned differently for purposes of an integrated audit. A control defi ciency exists 

when the design or operation of a control does not allow management or employees, in 

the normal course of performing their functions, to prevent or detect misstatements on a 

timely basis.

A material weakness is a control defi ciency, or combination of control defi cien-

cies, in internal control over fi nancial reporting, such that there is a reasonable possibil-

ity that a material misstatement of the company’s annual or interim fi nancial statements 

will not be prevented or detected on a timely basis. A reasonable possibility exists when 

the likelihood is either “reasonably possible” or “probable” as those terms are used in 

FASB ASC 450-20 “Loss Contingencies.”

A signifi cant defi ciency is a control defi ciency, or a combination of control defi -

ciencies, in internal control over fi nancial reporting that is less severe than a material 

weakness, yet important enough to merit attention by those responsible for oversight of 

the company’s fi nancial reporting.

Figures 18.1 and 18.2 illustrate relationships among defi ciencies, signifi cant defi cien-

cies, and material weaknesses.

Defi ciency Severity

Does Existence Result 
in Required Modifi cation 

of Management’s Assessment 
and Auditors’ Report?

Control 
Defi ciency

Not directly considered in 
defi nition

Only if it is a material 
weakness

Signifi cant 
Defi ciency

Less severe than a material 
weakness

No

Material 
Weakness

Reasonable possibility of a 
material misstatement

Yes

FIGURE 18.1
Comparison of Control 
Defi ciency, Signifi cant 
Defi ciency, and Material 
Weakness Defi nitions

FIGURE 18.2
Levels of Severity of 
Control Defi ciencies

Control Deficiency

Less than a Significant
Deficiency

Significant Deficiency Material Weakness

2 The “evaluation” or “evaluation process” refers to the methods and procedures management 
implements to comply with the requirements. The “assessment” is the disclosure required in 
management’s report on internal control discussing any material weaknesses and management’s 
assessment of the effectiveness of internal control.
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In evaluating the signifi cance of identifi ed defi ciencies, both quantitative and quali-

tative factors are considered. Quantitative factors address the potential amount of loss. 

Qualitative factors include consideration of the nature of the accounts and assertions 

involved and the possible future consequences of the defi ciency. Chapters 6 and 16 of this 

text include discussions of qualitative factors affecting materiality judgments.

Additionally, the consideration of a control defi ciency should also include analysis of 

whether a compensating control exists to either prevent or detect the possible mis-

statement. For example, assume a company has a defi ciency in control over cash dis-

bursements. The compensating control of reconciliation of cash accounts by a competent 

individual who is otherwise independent of the cash function might make the likelihood 

of not detecting a signifi cant misstatement less than reasonably possible. Therefore, while 

a defi ciency might exist, it might not be a signifi cant defi ciency or a material weakness 

due to the existence of a compensating control.

Management must identify the signifi cant fi nancial statement accounts in order to eval-

uate the controls over major classes of transactions. Major classes of  transactions 

are those that materially affect signifi cant fi nancial statement accounts—either directly 

through entries in the general ledger or indirectly through the creation of rights or obliga-

tions that may or may not be recorded in the general ledger.

The overall objective of management’s evaluation of internal control is to provide 

it with a reasonable basis for its annual assessment as to whether there are any mate-

rial weaknesses in internal control as of the end of the fi scal year. How does manage-

ment go about achieving this objective? The SEC guidance is structured about two 

broad  principles—(1) evaluating the design of controls to identify controls and risks and 

(2) evaluating the operation of the controls. This is consistent with the internal control 

coverage throughout the text—fi rst consider the design and then the operating effective-

ness of controls.

Evaluating Design Effectiveness of Controls
The evaluation process begins with identifying and assessing the risks to reliable fi nancial 

reporting. Management then considers whether it has controls placed in operation (imple-

mented) that are designed to adequately address those risks. Management ordinarily uses 

a top-down approach in which it begins with the identifi cation of entity-level controls 

and works down to detailed controls only to the extent necessary. For example, if man-

agement determines that a control within the company’s period-end fi nancial reporting 

process (an entity-level control) is designed to adequately address the risk of a material 

misstatement of interest expense, management may not need to identify any additional 

controls related to interest expense. When additional assurance is needed, consideration 

of additional controls becomes necessary. Since the process auditors go through is simi-

lar, we discuss this in greater detail later in the chapter.

Evaluating Operating Effectiveness of Internal Control
Management then evaluates operating effectiveness of controls in those areas that pose a 

high risk to reliable fi nancial reporting. Evidence on operating effectiveness is obtained 

from tests of controls and from ongoing monitoring activities related to the controls. Tests 

of controls are similar to those performed by fi nancial statement auditors as described in 

detail in Chapter 7. Ongoing monitoring includes activities that provide information about 

the operation of controls. This information is obtained, for example, through assessments 

made by employees, assessments made by management (referred to as self-assessment 
procedures), and the analysis of performance measures designed to track the operation of 

controls (e.g., budgets).

Documentation
A required part of management’s evaluation process is appropriate documentation 

of internal control. The documentation often occurs throughout the entire evaluation 
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process. Virtually all of the documentation tools included in Chapters 7 and 8 of this 

text are relevant for both management’s evaluation and the external auditors’ audit of 

internal control.

Reporting
Management’s evaluation process culminates with the issuance of management’s report 

on internal control, which includes management’s assessment. If management believes 

that no material weaknesses exist at year-end, it is able to issue a report concluding that 

the company maintained effective internal control over fi nancial reporting. An illustration 

of such a report is included in Figure 18.3. In the next section, we will describe the audi-

tors’ process for evaluating and reporting on internal control.

The Auditors’ Responsibility for Reporting 
on Internal Control in PCAOB Audits

The auditors’ objective in an audit of internal control is to express an opinion on the com-

pany’s internal control over fi nancial reporting. To meet this objective, the auditors must 

plan and perform the audit to obtain reasonable assurance about whether material weak-

nesses exist as of the date specifi ed in management’s assessment. Evidence is gathered on 

both the design and operating effectiveness of internal control as of the date specifi ed in 

management’s assessment—normally the last day of the company’s fi scal year. The audit 

may be viewed as consisting of the following fi ve stages.

 1. Plan the engagement.

 2. Use a top-down approach to identify controls to test.

 3. Test and evaluate design effectiveness of internal control.

 4. Test and evaluate operating effectiveness of internal control.

 5. Form an opinion on the effectiveness of internal control.

 Management is responsible for establishing and maintaining adequate internal control 
over fi nancial reporting. Carver Company’s internal control system was designed to 
provide reasonable assurance to the company’s management and board of directors 
regarding the preparation and fair presentation of published fi nancial statements.

  All internal control systems, no matter how well designed, have inherent limitations. 
Therefore, even a system determined to be effective can provide only reasonable 
assurance with respect to fi nancial statement preparation and presentation. [Note: This 
paragraph is not required.]

  We assessed the effectiveness of the company’s internal control over fi nancial reporting 
as of December 31, 20X4. In making this assessment, we used the criteria set forth by 
the Committee of Sponsoring Organizations of the Treadway Commission (COSO) in 
Internal Control–Integrated Framework. Based on our assessment, we believe that, as of 
December 31, 20X4, the company’s internal control over fi nancial reporting is effective 
based on those criteria.

  Carver Company’s independent auditors have issued an audit report on our assessment 
of the company’s internal control over fi nancial reporting. This report appears on 
page XX.

Sally Jones John Hankson
Chief Executive Offi cer Chief Financial Offi cer
February 12, 20X5

 FIGURE 18.3 
 Management Report on 
Internal Control 

 Describe the auditors’ responsibil-

ity for reporting on internal con-

trol through integrated audits as 

required by the Public Company 

Accounting Oversight Board.  

  LO 18-3 
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 Present the auditors’ approach to 

analyzing internal control when 

performing an integrated audit.  

  LO 18-4 

 FIGURE 18.4 
 An Audit of Internal 
Control over Financial 
Reporting 

Company
Internal
Control

Management‘s
Evaluation of

Internal Control

Control Criteria
(ordinarily COSO
Internal Control
Framework)

Issue Auditors‘
Audit Report

Plan the
engagement

Use a top-down approach
to identify controls

to test

Management’s
report on internal control

(with internal control
assessment)

Test and evaluate
design effectiveness

Test and evaluate
operating effectiveness

Form an opinion on
the effectiveness of
internal control over
financial reporting

 Plan the 
Engagement 

As indicated in Figure 18.4, the auditors fi rst plan the engagement. Effi cient planning 

requires coordination with the fi nancial statement audit. For purposes of both audits, the 

auditors consider matters related to the client’s industry, regulatory matters, the client’s 

business, and any recent changes in the client’s operations. The auditors’ knowledge of a 

client’s internal control at the planning stage of the engagement will differ signifi cantly 

depending upon the nature of the client and the auditors’ experience with that client, and 

this in turn will affect the scope of the auditors’ procedures. For example, when the audi-

tors have previously performed audits of the client, the auditors begin the integrated audit 

with more information than in a circumstance in which the company is a new audit client. 

Accordingly, they only have to perform procedures to update their knowledge.
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There is a subtle difference between the auditors’ consideration of internal control for 

the audit of internal control as compared to their consideration of internal control in an 

audit of fi nancial statements. In the audit of internal control, the focus is on whether inter-

nal control is effective at a point in time—the as of date—which is ordinarily the last 

day of the client’s fi scal period. To express the internal control opinion, the auditors must 

obtain suffi cient evidence on the effectiveness of controls at the as of date. By itself, this 

would involve performing tests of controls for a period that is usually signifi cantly less 

than the entire year. On the other hand, in a fi nancial statement audit the consideration 

of internal control is performed to help plan the audit and to assess control risk for the 

entire fi nancial statement period. Therefore, the auditors must perform tests of controls 

of transactions occurring throughout the year to meet the objective of obtaining suffi cient 

evidence to support the opinion on internal control and assess control risk. This distinc-

tion is discussed in more detail later in this chapter.

When planning and performing the audit of internal control, the auditors should take 

into account the results of the fi nancial statement fraud risk assessment. Specifi cally, the 

auditors should identify and test controls that address the risk of fraud, including man-

agement override of other controls. These controls include those over:

 • Signifi cant unusual transactions, particularly those reported late in the period and 

those related to the period-end fi nancial reporting process.

 • Related party transactions.

 • Signifi cant management estimates.

 • Incentives for management to falsify or inappropriately manage fi nancial results.

When planning and performing the audit of internal control, the auditors should also 

recognize internal control differences between small and large clients. Often these dif-

ferences are related to the degree of complexity of their operations. For example, when 

the auditors are auditing a small company, many control objectives may be accomplished 

through daily interaction of senior management and other company personnel rather than 

through formal policies and procedures. Because of the extensive involvement of senior 

management in performing controls and the period-end fi nancial reporting process, the 

auditors of a small company should realize that controls to prevent management override 

are even more important than it is for a large company. Accordingly, for example, while 

detailed oversight by the audit committee may be an important control for most compa-

nies, it may be particularly important for a small company.

Figure 18.4 indicates that the auditors use a top-down approach to identify controls 

to test. What is a “top-down” approach? As indicated in Figure 18.5, the “top-down” 

approach starts at the top—the fi nancial statements and entity-level controls—and links 

the fi nancial statement elements and entity-level controls to signifi cant accounts, relevant 

assertions, and to the major classes of transactions. The goal is to focus on testing those 

controls that are most important to the auditor’s conclusion on internal control, while 

avoiding those that are less important.

Entity-Level Controls
Entity-level controls often are those included in the control environment or monitoring 

components of internal control. For example, the portions of the control environment deal-

ing with integrity and ethical values, oversight by the board of directors, and appropriate 

assignment of authority and responsibility have a pervasive effect on internal control. Also, 

information technology general controls over program development, program changes, and 

computer controls over processing have a pervasive effect in that they help ensure that spe-

cifi c controls over processing are operating effectively. The pervasiveness of entity-level 

Use a Top-Down 
Approach to 
Identify Controls 
to Test3

3 This terminology is used in PCAOB Standard No. 5. This stage corresponds to obtaining an 
understanding of internal control in a fi nancial statement audit.
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Overall Approach Illustration

Financial
statements

Significant accounts
and disclosures

Relevant
assertions

Major classes of
transactions and

significant processes

Entity-
level
controls

Various
other
controls

Balance
sheet

Accounts
receivable

Completeness
assertion

Cash receipt and
transactions remittance

process

Centralized
processing

Detailed list
of cash
receipts

FIGURE 18.5
A Top-Down Approach 
to Testing Internal 
Control

controls distinguishes them from other controls that are designed to achieve the specifi c 

objectives. As an example of a control that is not an entity-level control, consider control 

of requiring accounting for all shipping documents. This control activity is aimed primarily 

at assuring the completeness of recorded sales and does not have the pervasive effect of an 

entity-level control.

Entity-level controls relating to audit committee effectiveness, fraud, and the period-

end fi nancial reporting process are particularly emphasized in Standard No. 5. The audit 

committee is particularly important since an effective audit committee exercises over-

sight responsibility over both fi nancial reporting and internal control. Indeed, ineffec-

tive audit committee oversight by itself is regarded as a strong indication that a material 

weakness in internal control exists.

PCAOB Standard No. 5 also emphasizes the need for controls specifi cally intended 

to address the risk of fraud. These controls range from entity-level control environment 

controls, such as an appropriate tone at the top, corporate codes of conduct, and an effec-

tive antifraud program, to control activities, such as the reconciliation of cash accounts. 

Figure 18.6 provides examples of antifraud programs and elements.

The period-end fi nancial reporting process (often referred to as “fi nancial statement 

close”) is also very signifi cant. The period-end process involves the procedures used to 

enter transaction totals into the general ledger through the end of the fi nancial statement 

reporting process. Auditors should thoroughly evaluate this process, including the man-

ner in which fi nancial statements are produced, the extent of information technology 

involved, who participates from management, the locations involved, and the types of 

adjusting entries and oversight by appropriate parties.

In considering entity-level controls, the auditors should be aware that controls may have 

either an indirect or a direct effect on the likelihood of misstatement. Controls with an indi-

rect effect on the likelihood of misstatement might affect the auditors’ decisions about the 

other controls that the auditors select for testing, as well as the nature, timing, and extent of 

procedures the auditors perform on other controls. For example, a positive tone at the top 

of the organization may lead to more effective lower level control performance, yet it does 

not have a direct effect on the likelihood of misstatement for any particular assertion. Such 

a control might allow the auditors to decrease the testing of other lower level controls.

Controls with a direct effect on the likelihood of misstatement operate at varying lev-

els of precision. Some of these controls might be designed to identify possible break-

downs in lower level controls and operate at a level of precision that would allow auditors 

to reduce, but not eliminate, the testing of other controls. As an example, a monitoring 

control that detects only relatively large misstatements may fall into this category. When 

such a control is operating effectively, it might allow the auditor to reduce, but not elimi-

nate, the testing of other controls.
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Other entity-level controls that have a direct effect on the likelihood of misstatement 

might be designed to operate at a level of precision that would adequately prevent or 

detect material misstatements to one or more relevant assertions. Such controls may allow 

the auditor to omit testing additional controls relating to that risk. Monitoring controls 

that identify relatively small misstatements may fall into this category. Note, however, 

that this area has been controversial as some have asked how frequently such controls 

actually exist, and thus allow the elimination of testing of controls beneath “the top.”

Signifi cant Accounts and Disclosures
As shown in Figure 18.5, the auditors should obtain an understanding of signifi cant 
accounts and disclosures. An account is signifi cant if there is a reasonable possibility 

that it could contain a misstatement that, individually or when aggregated with others, has 

a material effect on the fi nancial statements, considering both the risks of understatement

and overstatement. The assessment should be made without giving any consideration 

to the effectiveness of internal control. Factors that the auditors consider in deciding 

whether an account is signifi cant include:

 • Size and composition.

 • Susceptibility of loss due to errors or fraud.

 • Volume of activity, complexity, and homogeneity of individual transactions.

 • Nature of the account.

 • Accounting and reporting complexity.

 • Exposure to losses.

Antifraud Program 
or Element Strong Indicator of Signifi cant Defi ciency

Management accountability Senior management conducts ineffective 
oversight of antifraud programs and controls.

Audit committee Audit committee passively conducts oversight.

It does not actively engage the topic of fraud.

Internal audit Inadequate scope of activities.

Inadequate communication, involvement, and 
interaction with the audit committee.

Code of conduct/ethics Nonexistent code or code that fails to 
address confl icts of interest, related party 
transactions, illegal acts, and monitoring by 
management and the board.

Ineffective communication to all covered 
persons.

“Whistleblower” program* No program for anonymous submissions.

Inadequate process for responding to 
allegations of suspicions of fraud.

Whistleblower program signifi cantly defective 
in design or operation.

Hiring and promotion procedures Failure to perform substantive background 
investigations for individuals being 
considered for employment or promotion to 
a position of trust.

Remediation Failure to take appropriate and consistent 
remedial actions with regard to identifi ed 
signifi cant defi ciencies, material weaknesses, 
actual fraud, or suspected fraud.

* A program for handling complaints and for accepting confi dential submissions of concerns about questionable accounting, audit-

ing, and other matters (e.g., hotlines).

FIGURE 18.6
Entity-Level Antifraud 
Programs and Elements
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 • Possibility of signifi cant contingent liabilities.

 • Existence of related party transactions.

 • Changes from the prior period.

Identifying Relevant Financial Statement Assertions
Once they have determined the signifi cant accounts and disclosures, the auditors must 

determine which fi nancial statement assertions are relevant to the signifi cant accounts: 

(1) existence or occurrence; (2) completeness; (3) valuation or allocation; (4) rights and 

obligations; and/or (5) presentation and disclosure. Relevant assertions for an account 

are those that have a meaningful bearing on whether the account is presented fairly. For 

example, valuation may be very relevant to determining the amount of receivables, but it 

is not ordinarily relevant to cash unless currency translation is involved.

Obtaining a Further Understanding of Likely Sources of Misstatement
To further understand the likely sources of potential misstatements, auditors should 

understand the fl ow of transactions related to the relevant assertions. This understand-

ing allows the auditors to identify points within the company’s processes where a mate-

rial misstatement could arise and to identify the controls to prevent or detect these 

misstatements.

Throughout the text (e.g., Chapter 6, Chapters 11–16), we have discussed the concept 

of transaction cycles. Transaction cycles (also referred to as classes of transactions) are 

those transaction fl ows that have a meaningful bearing on the totals accumulated in the 

company’s signifi cant accounts and, therefore, have a meaningful bearing on relevant 

assertions. Consider a company whose sales may be initiated by customers either through 

the Internet or in a retail store. These two types of sales may be viewed as representing 

two major classes of transactions within the sales process.

Although not explicitly discussed in PCAOB Standard No. 5, it is helpful to classify 

transactions by transaction type—routine, nonroutine, or accounting estimates. Routine 
transactions are for recurring activities, such as sales, purchases, cash receipts and 

disbursements, and payroll. Nonroutine transactions occur only periodically; they 

generally are not part of the routine fl ow of transactions and include transactions such as 

counting and pricing inventory, calculating depreciation expense, or determining prepaid 

expenses. Accounting estimates are activities involving management’s judgments or 

assumptions, such as determining the allowance for doubtful accounts, estimating war-

ranty reserves, and assessing assets for impairment.

Throughout the audit of internal control, auditors must be concerned about all 

three transaction types. However, the auditors must be aware that the unique nature 

of nonroutine transactions and the subjectivity involved with accounting estimate 

transactions make them particularly prone to misstatement unless they are properly 

controlled.

To understand the likely sources of potential misstatements and as a part of selecting 

the controls to test, the auditors should:

 • Understand the fl ow of transactions;

 • Verify points within the company’s processes at which a misstatement could arise that 

could be material;

 • Identify the controls management has implemented to address these potential mis-

statements; and

 • Identify the controls management has implemented to prevent or detect on a timely 

basis unauthorized acquisition, use, or disposition of the company’s assets that could 

result in a material misstatement.

Figure 18.7 provides an illustration of the relationships among signifi cant accounts, 

processes, and transaction types emphasizing inventory processes; it presumes one major 

class of transactions for each process.
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Selecting Controls to Test
The auditors should test those controls that are important to their conclusion about 

whether the company’s controls suffi ciently address the risk of misstatement for each 

relevant assertion. It is not necessary to design tests of all controls. For example, tests of 

redundant controls (those that duplicate other controls) need not be designed when 

tests of the related control are planned, unless redundancy itself is a control objective. The 

auditors may decide to design tests of preventive controls, detective controls, or a com-

bination of both for the various assertions and signifi cant accounts. Preventive controls 

have the objective of preventing errors or fraud from occurring; detective controls have 

the objective of detecting errors or fraud that has already occurred. Effective internal con-

trol generally involves “levels” of controls composed of a combination of both preventive 

and detective controls. Some controls are complementary controls in that they work 

together to achieve a particular control objective. When tests are being performed related 

to that control objective, the complementary controls should be tested.

A question that arises when a client has multiple locations is: Should the auditors 

design and perform tests at all locations? The answer is no. In determining the locations 

at which to perform tests of controls, the auditor should assess the risk of material mis-

statement to the fi nancial statements of each location and base the amount of testing on 

the degree of risk.

Performing Walk-throughs
While not required, performing walk-throughs may frequently be the most effective 

way to obtain an understanding of the likely sources of misstatement. A walk-through 

involves literally tracing a transaction from its origination through the company’s 

FIGURE 18.7  Relationships among Processes, Transaction Types, and Signifi cant Accounts

 Examples of Signifi cant Accounts

 Transaction 
Example Processes Types C

as
h

 

 A
cc

o
u

n
ts

 R
ec

ei
va

b
le

 A
llo

w
an

ce
 f

or
 D

ou
bt

fu
l A

cc
ou

nt
s

 In
ve

n
to

ri
es

 In
ve

n
to

ry
 R

es
er

ve
s

 Pr
ep

ai
d

 Pr
o

p
er

ty
, P

la
n

t,
 &

 E
q

u
ip

m
en

t

 O
th

er
 A

cc
o

u
n

ts

 St
o

ck
h

o
ld

er
s’

 E
q

u
it

y

Financial statement close Nonroutine X X X X X X X X X
Cash receipts Routine X X      X 
Cash disbursements Routine X       X 
Payroll Routine         
Inventory costing (CGS) Routine X   X     
Estimate purchase commitments Estimation        X 
Estimate excess and obsolete 
  inventory Estimation     X    
Lower-of-cost-or-market 
  calculation Estimation     X    
LIFO calculation Nonroutine     X    
Physical inventory count Nonroutine     X    
Accounts receivable and sales Routine  X       

Source: Adapted from Ernst & Young, Evaluating Internal Control: Considerations for Documenting Controls at the Process, Transaction, or Application Level, 2003. 
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information system until it is refl ected in the company’s fi nancial reports. Walk-throughs 

provide the auditors with evidence to:

 • Verify that they have identifi ed points at which a signifi cant risk of misstatement to a 

relevant assertion exists.

 • Verify their understanding of the design of controls, including those related to the pre-

vention or detection of fraud.

 • Evaluate the effectiveness of the design of controls.

 • Confi rm whether controls have been placed in operation (implemented).

Because much judgment is required in performing a walk-through, the auditors should 

either perform walk-throughs themselves or supervise the work of others who provide 

assistance to them (e.g., internal auditors).

While performing walk-throughs, the auditors ask those involved to describe their 

understanding of the processing involved and to demonstrate what they do. In addition, 

follow-up inquiries should be made to help identify abuse of controls or indicators of 

fraud. Examples of such follow-up inquiries include:

 • What do you do when you fi nd an error?

 • What kind of errors have you found?

 • What happened as a result of fi nding the errors, and how were the errors resolved?

 • Have you ever been asked to override the process or controls? If yes, why did it occur 

and what happened?

The auditors test the design effectiveness of controls by determining whether the com-

pany’s controls, if operating properly, satisfy the company’s control objectives and can 

effectively prevent or detect errors or fraud that could result in material misstatements. 

The procedures performed here include a combination of inquiry of appropriate person-

nel, observation of the company’s operations, and inspection of relevant documenta-

tion. Figure 18.8 provides an example of control objectives, risks, and controls using the 

COSO framework. The auditors specifi cally consider whether the controls, if function-

ing, would reduce the risks to an appropriately low level.

Tests of the operating effectiveness of a control determine whether the control func-

tions as designed and whether the person performing the control possesses the necessary 

authority and qualifi cations. In deciding how to design tests of operating effectiveness, 

the auditors must focus on the nature, timing, and extent of the tests.

Nature of Tests of Operating Effectiveness
Tests of controls, in the order of increasing persuasiveness, include a combination of 

inquiries of appropriate personnel, inspection of relevant documents, observation of the 

company’s operations, and reperformance of the application of controls. For example, to 

evaluate whether the second control objective in Figure 18.8, the accurate and complete 

recording of invoices, is achieved, the auditors might use generalized audit software to 

inspect electronic documents to determine that no gaps exist in the sequence of shipping 

documents. Also, Standard No. 5 states that the auditors should vary the exact tests per-

formed when possible to introduce unpredictability into the audit process.

Evaluating responses to inquiries represents a particular challenge in that the responses 

may range from formal written inquiries (e.g., representation letters) to informal oral 

inquiries. Because of the possibility of misrepresentation or misunderstanding of the 

responses, inquiry alone does not provide suffi cient evidence to support the operating 

effectiveness of a control. Thus, auditors should substantiate the responses to inquiries by 

performing other procedures, such as inspecting reports or other documentation relating 

to the inquiries.

Test and Evaluate 
Design 
Effectiveness of 
Internal Control 
over Financial 
Reporting

Test and Evaluate 
Operating 
Effectiveness of 
Internal Control 
over Financial 
Reporting
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Timing of Tests of Controls
Tests of controls should be performed over a period of time suffi cient to determine 

whether, as of the date specifi ed in management’s report, the controls were operating 

effectively. The auditors are aware that some controls operate continuously (e.g., con-

trols over routine transactions, such as sales), while others operate only periodically 

(e.g., controls over nonroutine transactions or events, such as the preparation and analysis 

of monthly or quarterly fi nancial statements). For controls that operate only periodically, 

it may be necessary to wait until after the date of management’s report to test them; for 

example, controls over period-end fi nancial reporting normally operate only after the date 

of management’s report. The auditors’ tests can be performed only at the time the con-

trols are operating.

Extent of Tests of Controls
PCAOB Standard No. 5 requires the auditors to obtain suffi cient evidence about the 

effectiveness of controls for all relevant assertions related to all signifi cant accounts. 

This means that the auditors must design procedures to provide a high level of assurance 

FIGURE 18.8 Process: Accounts Receivable

Control Objective Risks Controls

1.  Ensure that all goods 
shipped are accurately 
billed in the proper 
period.

Missing documents or 
incorrect information

•  Use standard shipping or contract terms.
•  Communicate nonstandard shipping or contract 

terms to accounts receivable department.
•  Identify shipments as being before or after period 

end by means of a shipping log and prenumbered 
shipping documents.

Improper cutoff of ship-
ment at the end of a 
period

2.  Accurately record 
invoices for all 
authorized shipments 
and only for such 
shipments.

Missing documents or 
incorrect information

•  Prenumber and account for shipping documents 
and sales invoices.

•  Match orders, shipping documents, invoices, and 
customer information, and follow through on 
missing or inconsistent information.

•  Mail customer statements periodically and 
investigate and resolve disputes or inquiries by 
individuals independent of the invoicing function.

•  Monitor number of customer complaints regarding 
improper invoices or statements.

3.  Accurately record all 
authorized sales 
returns and 
allowances and only 
such returns and 
allowances.

Missing documents or 
incorrect information

•  Authorization of credit memos by individuals 
independent of accounts receivable function.

•  Prenumber and account for credit memos and 
receiving documents.

•  Match credit memos and receiving documents 
and resolve unmatched items by individuals 
independent of the accounts receivable function.

•  Mail customer statements periodically and 
investigate and resolve disputes or inquiries by 
individuals independent of the invoicing function.

Inaccurate input of data

4.  Ensure continued 
completeness and 
accuracy of accounts 
receivable.

Unauthorized input for 
nonexistent returns, 
allowances, and 
write-offs

•  Review correspondence authorizing returns and 
allowances.

•  Reconcile accounts receivable subsidiary ledger 
with sales and cash receipts transactions.

•  Resolve differences between the accounts 
receivable subsidiary ledger and the accounts 
receivable control account.

5.  Safeguard accounts 
receivable records.

Unauthorized access to 
accounts receivable 
records and stored data

•  Restrict access to accounts receivable fi les and data 
used in processing receivables.

Source: Adapted from Internal Control–Integrated Framework, Evaluation Tools.
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that the controls related to each relevant assertion are operating effectively. For man-

ual controls, this generally involves more extensive testing than for automated controls. 

Generally, the more frequently controls operate, the more auditors should test them, and 

controls that are relatively more important should be tested more extensively. Also, the 

auditors cannot be satisfi ed with less-than-persuasive evidence because of a belief that 

management is honest.

When control exceptions are identifi ed, the auditors should critically assess the nature 

and extent of testing and consider whether additional testing is appropriate. Also, a con-

clusion that an identifi ed control exception does not represent a control defi ciency is only 

appropriate if evidence beyond what the auditors had originally planned, and beyond 

inquiry, supports that conclusion. The issue of evaluating exceptions will be described in 

more detail later in this chapter.

Can auditors use the work of others—internal auditors, company personnel, and third 

parties—in the audit of internal control? For example, if client personnel have already 

performed certain procedures that the auditors had intended, may the auditors use that 

work? The answer is yes because PCAOB Standard No. 5 allows auditors to use the work 

of others. It is expected that the work of others used by the auditors will often be related 

to relatively low-risk areas. In any event, the auditors must understand that when they 

use the work of others they remain responsible for their opinion and they cannot share 

responsibility with those others. In all cases in which the work of others is used, the audi-

tors should evaluate the competence and objectivity of those individuals and test the work 

they have performed.

Another issue relates to the degree to which auditors should retest controls in detail 

each year. In audits subsequent to the fi rst year, auditors should incorporate knowledge 

obtained during past audits of internal control. Using this “cumulative audit knowledge” 

(knowledge obtained from prior audits), the auditors often may be able to reduce the 

amount of work performed. In making decisions as to the necessary testing, the auditors 

should consider the various risk factors related to a control as well as:

 • The nature, timing, and extent of procedures performed in previous audits,

 • The results of the previous years’ testing of the control, and

 • Whether there have been changes in the control, or the signifi cant process in which it 

operates, since the previous audit.

To illustrate, assume that a control presents a low risk overall in that there is a low inherent 

risk, a low degree of complexity, few changes in controls, and the previous year revealed 

no defi ciencies. In such a case, the auditors may determine that suffi cient evidence of 

operating effectiveness could be obtained by performing a walk-through. In addition, the 

auditors may use the work of others to a greater extent than in the past. But, on an overall 

basis, the auditors must test controls every year and cannot “rotate” analysis of various 

transaction types between various years (e.g., consider controls over sales this year, and 

purchases next year).

h h l l d h l i i ff i l F

One CPA fi rm provided the following guidance to its auditors as to frequency of testing:

 Frequency of Control Suggested Number of Items to Test
 Annual 1
 Quarterly 2
 Monthly 3–6
 Weekly 10–20
 Daily 20–40
 Multiple times per day 30–60    

Illustrative Case Frequency of Testing
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Relationship between Tests of Controls Performed for the Internal Control Audit 
and Those Performed for the Financial Statement Audit
Are the types of tests of controls performed for an internal control audit the same as those per-

formed for a fi nancial statement audit? May the evidence from tests performed for an internal 

control audit be used for the fi nancial statement audit? While the answer to both of these 

questions is yes, the auditors should consider the differences in the objectives of the tests.

The objective of tests of controls in an audit of internal control is to obtain evidence 

about the effectiveness of controls to support the auditors’ opinion on whether manage-

ment’s assessment of the effectiveness of internal control, taken as a whole, is fairly 

stated as of a point in time. Accordingly, to express this opinion the auditors should obtain 

evidence about the effectiveness of controls over all relevant assertions for all signifi cant 

accounts and disclosures in the fi nancial statements.

The objective of tests of controls for a fi nancial statement audit is to assess control risk. 

If the auditors decide to assess control risk at less than the maximum, they are required 

to obtain evidence that the relevant controls operated effectively during the entire period 

upon which they plan to place reliance on those controls. However, the auditors are not 

required to assess control risk at less than the maximum for all assertions.

How may these two different approaches for tests of controls be reconciled in an inte-

grated audit? PCAOB Standard No. 5, for purposes of the internal control audit, allows the 

auditors to obtain evidence about operating effectiveness at different times throughout the 

year—provided that the auditors update those tests or obtain other evidence that the controls 

still operated effectively at the end of the year. Thus, although the timing for issuing the 

internal control report will not ordinarily require tests from throughout the year, the inte-

grated nature of the two audits suggests that testing should be spread throughout the year.

The requirements of Standard No. 5 have had the effect of pushing auditors to perform 

fi nancial statement audits using the systems approach—an approach with heavy reliance 

on internal control evidence. In essence, since extensive tests of controls are required for 

each signifi cant account for the internal control audit, the auditors should have signifi -

cant evidence about the effectiveness of internal control for the fi nancial statement audit. 

The auditors generally must merely extend the tests to cover the fi nancial statement period 

in order to assess control risk at a low level for purposes of the fi nancial statement audit.

Effect of Tests of Controls on Financial Statement Audit Substantive Procedures
Historically, to enhance audit effi ciency and effectiveness, auditors often have used a sub-

stantive audit approach that is not acceptable for integrated audits. Auditors have traditionally 

relied primarily (or completely) on evidence from substantive procedures rather than testing 

controls in audit areas when a substantive approach was considered the most cost-effective 

approach. To illustrate, when only a fi nancial statement audit is being performed, auditors 

often rely heavily upon substantive procedures to audit areas such as property, plant, and 

equipment; investments; and long-term debt. Since auditors must now report on the effec-

tiveness of internal control, approaches limiting the testing of controls are not acceptable.

Historically, another effi ciency that has developed in fi nancial statement audits is 

minimizing the testing of controls aimed at preventive controls (e.g., transaction 

level controls), and emphasizing the testing of detective controls (e.g., various types 

of reconciliations and exception reports). When auditors express an opinion on internal 

control, the auditors are more likely to use an approach that includes testing of both 

preventive and detective controls.

Since an integrated audit requires tests of controls for all major accounts and relevant 

assertions, circumstances in which controls are found to be effective will lead to a decreased 

scope of substantive procedures as compared to a situation in which tests of controls have 

revealed an ineffective system or a situation in which tests of controls have not been per-

formed. However, when signifi cant defi ciencies or material weaknesses have been identifi ed, 

the auditors should obtain assurance that such defi ciencies have not resulted in undetected 

material misstatements. As an example, if controls over the recording of revenues are con-

sidered ineffective, the auditors should determine whether the audit procedures designed into 

their audit program must be modifi ed to obtain more evidence about the fairness of revenue.

Explain how fi ndings relating to 

the audits of internal control and 

the fi nancial statements may affect 

one another.

LO 18-5
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4 Notice that this is different from reports on audits of fi nancial statements. In an audit of fi nancial 
statements, a departure from generally accepted accounting principles results in either a qualifi ed 
opinion or an adverse opinion based on materiality.

The extensive level of controls testing performed during an integrated audit leads to 

the question of whether substantive tests may be omitted completely in areas in which 

controls have been found to operate effectively. This is not acceptable. Regardless of the 

assessed level of control risk, the auditors must perform substantive procedures for all 

relevant assertions related to all signifi cant accounts and disclosures.

Effect of Financial Statement Substantive Procedures on the Audit of Internal Control
We have shown that the audit of internal control may affect the scope of substantive 

procedures performed for the fi nancial statement audit. Alternatively, the results of sub-

stantive procedures may affect the audit of internal control. The fi ndings obtained while 

performing substantive procedures in the fi nancial statement audit may provide evidence 

of the effectiveness or ineffectiveness of internal control over fi nancial reporting. For 

example, identifi cation of a material misstatement in the fi nancial statements is consid-

ered indicative of at least a signifi cant defi ciency in internal control. Additional examples 

of substantive procedures fi ndings that might affect the internal control audit are those 

relating to illegal acts, related party transactions, the reasonableness of accounting esti-

mates, and the client’s overall selection of accounting principles.

In forming an opinion on internal control over fi nancial reporting, the auditors evaluate 

all evidence, including:

 1. The results of their evaluation of the design,

 2. The results of tests of the operating effectiveness of controls,

 3. Negative results of substantive procedures performed during the fi nancial statement 

audit, and

 4. Any identifi ed control defi ciencies.

An unqualifi ed audit opinion may be issued when no material weaknesses in internal 

control have been identifi ed as existing at the as of date (year-end) and when there have 

been no restrictions on the scope of the auditors’ work. The auditors may issue separate 

reports on the fi nancial statements and internal control or a combined report. Figure 18.9 

is an example of a separate report on internal control.

One or more material weaknesses in internal control result in an adverse opinion.4

Scope limitations may result in either a disclaimer or withdrawal from the engagement 

depending on the extent of the limitation.

Form an 
Opinion on the 
Effectiveness of 
Internal Control 
over Financial 
Reporting

Discuss circumstances that require 

auditors to modify their report on 

internal control.

LO 18-6

It is possible to use statistical
attribute sampling (presented
in Chapter 9) to consider con-

trol defi ciency seriousness. Consider a control over authoriza-
tion of sales transactions:

1% = Deviation rate in the auditors’ sample

6% = Achieved upper deviation rate

5% = Risk of assessing control risk too low

If one further assumes that $3,000,000 of the transaction 
type occurred, the auditor may estimate that $180,000 

(6% × $3,000,000) worth of transactions may not have been 
properly approved. That is, there is at least a reasonable possi-
bility that $180,000 in transactions was not properly approved.

If one assumes that $180,000 is material, after consider-
ing both quantitative and qualifi ed factors, the defi ciency 
represents a material weakness. Alternatively, if it is not 
considered quantitatively material, an auditor must judg-
mentally determine whether it represents a signifi cant 
defi ciency that should be communicated to the audit com-
mittee. Note, however, that the auditors must also take into 
account qualitative considerations.

Illustrative Case Using Attributes Sampling to 
Consider Control Defi ciencies
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Determining whether defi ciencies have been identifi ed and, if so, the likelihood and 

potential amount of misstatement is key to identifying the proper opinion to issue. If no 

defi ciencies have been identifi ed and no scope limitations are involved, an unqualifi ed 

opinion is appropriate.

Evaluating Defi ciencies
The auditors must evaluate whether identifi ed control defi ciencies, individually or in 

combination, are signifi cant defi ciencies or material weaknesses. This involves a consid-

eration of both quantitative and qualitative factors.

When a defi ciency has been identifi ed, the auditors will consider whether any other 

controls effectively mitigate the risk of potential misstatement and create a situation in 

which the defi ciency is not signifi cant or, at least, does not constitute a material weak-

ness. Earlier in this chapter, we used the example of a weakness in cash disbursements 

that was mitigated by the compensating control of reconciliation of the bank account by 

an individual otherwise independent of the cash function. Such a compensating control 

might cause the auditors to alter their assessment of a defi ciency—reducing it from one 

that otherwise would be considered signifi cant (or a material weakness) to one that is 

simply a control defi ciency.

In evaluating the potential amount of misstatement related to a control defi ciency, the 

auditors should consider not only the misstatements identifi ed, but also the amount that 

could occur with a reasonable possibility. Although there are various possible approaches 

to this evaluation, one is to directly consider whether a reasonable possibility exists that 

a material amount of misstatement could occur. If that is the case, the defi ciency is a 

material weakness. Alternatively, if the defi ciency is less severe than a material weak-

ness, yet important enough to merit the attention by those responsible for oversight of the 

company’s fi nancial reporting (ordinarily the audit committee), the defi ciency represents 

a signifi cant defi ciency.

The auditors must also consider qualitative factors when evaluating materiality, as is 

the case with fi nancial statement audits. Examples of qualitative factors include whether 

the weakness relates to related party transactions and whether there are changes in account 

characteristics in relation to the prior year. Chapter 6 presents additional information on 

qualitative factors that are used by the auditors. In essence, the auditors should attempt to 

determine what a prudent offi cial in the conduct of his or her own affairs would consider 

a signifi cant defi ciency and a material weakness.

A recent PCAOB analysis of 
audits of internal control 
revealed that at the time the 

auditors issued their audit reports, 15% of the reports on 
internal control failed to obtain suffi cient audit evidence 
to support its opinion on the effectiveness of internal con-
trol. The most frequent defi ciencies included audit fi rm 
failures to:

• Identify and suffi ciently test controls that are intended 
to address the risks of material misstatements.

• Suffi ciently test the design and operating effectiveness 
of management review controls to monitor the results 
of operations (e.g., monthly comparisons of budget 

and actual results, comparisons of other metrics such as 
profi t margins, and quarterly balance sheet reviews).

• Obtain suffi cient evidence to update the results of tests 
of controls from an interim date to the client’s year 
end.

• Suffi ciently test system-generated data and reports that 
support important controls.

• Suffi ciently perform procedures regarding the use of 
the work of others (e.g., that of its own IT specialist 
auditors).

• Suffi ciently evaluate identifi ed control defi ciencies and 
consider their effect on both the fi nancial statement 
audit and the audit of internal control.

Illustrative Case
Internal Control Audit 
Defi ciencies
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Report of Independent Registered Public Accounting Firm

 To the Audit Committee and Stockholders of Carver Company:

[Introductory paragraph]

  We have audited Carver Company’s internal control over fi nancial reporting as of December 31, 20X8, based on 
criteria established in Internal Control–Integrated Framework issued by the Committee of Sponsoring Organizations 
of the Treadway Commission (COSO). Carver Company’s management is responsible for maintaining effective 
internal control over fi nancial reporting, and for its assessment of the effectiveness of internal control over fi nancial 
reporting, included in the accompanying [title of management’s report]. Our responsibility is to express an opinion 
on the company’s internal control over fi nancial reporting based on our audits.

[Scope paragraph]

  We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board 
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about 
whether effective internal control over fi nancial reporting was maintained in all material respects. Our audit 
included obtaining an understanding of internal control over fi nancial reporting, assessing the risk that a material 
weakness exists, and testing and evaluating the design and operating effectiveness of internal control based on 
the assessed risk. Our audit also included performing such other procedures as we considered necessary in the 
circumstances. We believe that our audit provides a reasonable basis for our opinion.

[Defi nition paragraph]

  A company’s internal control over fi nancial reporting is a process designed to provide reasonable assurance 
regarding the reliability of fi nancial reporting and the preparation of fi nancial statements for external purposes 
in accordance with generally accepted accounting principles. A company’s internal control over fi nancial reporting 
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, 
accurately and fairly refl ect the transactions and dispositions of the assets of the company; (2) provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of fi nancial statements in accordance 
with generally accepted accounting principles, and that receipts and expenditures of the company are being made 
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable 
assur ance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s 
assets that could have a material effect on the fi nancial statements.

[Inherent limitations paragraph]

  Because of its inherent limitations, internal control over fi nancial reporting may not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that 
controls may become inadequate because of changes in conditions, or that the degree of compliance with the 
policies or procedures may deteriorate.

[Opinion paragraph]

  In our opinion, Carver Company maintained, in all material respects, effective internal control over fi nancial 
reporting as of December 31, 20X8, based on criteria established in Internal Control–Integrated Framework issued by 
the Committee of Sponsoring Organizations of the Treadway Commission (COSO).

[Explanatory paragraph]

  We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board 
(United States), the balance sheets of Carver Company as of December 31, 20X8 and 20X7, and the related 
statements of income, shareholders’ equity and comprehensive income, and cash fl ows for each of the three years 
for the period ended December 31, 20X8, of Carver Company. Our report, dated February 12, 20X9, expressed an 
unqualifi ed opinion.

 Willington & Co., CPAs

 Bisbee, Arizona, United States of America
 February 20X9

 FIGURE 18.9   Report with Standard Unqualifi ed Opinion on Internal Control over Financial Reporting 



Integrated Audits of Public Companies 725

While a material weakness in internal control can arise in a wide variety of situations, 

PCAOB Standard No. 5 provides the following indicators of material weaknesses:

 • Identifi cation of fraud, whether or not material, on the part of senior management.

 • Restatement of previously issued fi nancial statements to refl ect the correction of a 

material misstatement.

 • Identifi cation by the auditors of a material misstatement in circumstances that indicate 

that the misstatement would not have been detected by the company’s internal control.

 • Ineffective oversight of the company’s external fi nancial reporting and internal control 

by the company’s audit committee.

Correcting a Material Weakness
Recall that the audit report is modifi ed for material weaknesses that exist at the as of date 

(year-end). Consider a situation in which four months prior to year-end management 

identifi es a material weakness. If management corrects this weakness prior to year-end, 

can the auditors issue an unqualifi ed opinion on internal control? Yes, but only if the 

auditors have suffi cient evidence to provide reasonable assurance that the new control 

is operating effectively. Obtaining such evidence is much easier for controls that oper-

ate frequently, in contrast to those that operate only monthly or quarterly (e.g., fi nancial 

statement close). All in all, the timing of the identifi cation of the material weakness is 

very important. For example, if the material weakness is not identifi ed until after year-

end, an adverse opinion must be issued even if the weakness is corrected: The control did 

not operate effectively on the date of management’s report.

Existence of a Material Weakness
A material weakness in internal control that exists at year-end results in the issuance of an 

adverse opinion. When expressing an adverse opinion, the auditors’ report must defi ne a 

material weakness, indicate that one has been identifi ed, and refer to the description of it 

in management’s report. Figure 18.10 provides an example of an adverse opinion.

Scope Limitations
If a restriction on the scope of the audit is imposed by the circumstances, the auditors 

should withdraw from the engagement or disclaim an opinion. Earlier we discussed the 

situation in which the auditors identify a material weakness and management takes steps 

to correct that material weakness prior to year-end. If the auditors are unable to obtain 

suffi cient evidence that the new controls are effective for a suffi cient period of time, they 

will issue a disclaimer of opinion on internal control.

Audit Report 
Modifi cations

 (Paragraphs 1–4 and the fi nal paragraph are identical to Figure 18.9 standard unqualifi ed report)

[Explanatory paragraph]

  A material weakness is a control defi ciency, or a combination of control defi ciencies, in internal control over 
fi nancial reporting, such that there is a reasonable possibility that a material misstatement of the company’s 
annual or interim fi nancial statements will not be prevented or detected on a timely basis. A material weakness 
was identifi ed and is described in management’s assessment of internal control. That material weakness relates to 
[describe the material weakness, including its actual and potential effect on the fi nancial statements].

[Opinion paragraph]

  In our opinion, because of the effect of the material weakness described above on the achievement of the 
objectives of the control criteria, Carver Company has not maintained effective internal control over fi nancial 
reporting as of December 31, 20X8, based on criteria established in Internal Control–Integrated Framework issued by 
the Committee of Sponsoring Organizations of the Treadway Commission (COSO).

 FIGURE 18.10   Abstract of Report with Adverse Opinion on Internal Control over Financial Reporting 
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Management’s Report on Internal Control Is Incomplete or Improperly Presented
When management’s report on internal control (including its assessment) is found to be 

inadequate, the auditors should modify their report to include an explanatory paragraph 

describing the reasons for this determination. If management does not disclose a material 

weakness properly, the auditors should state that the material weakness is not included 

in management’s assessment and describe it in the audit report. Note that the auditors’ 

report is already adverse due to the existence of a material weakness. In this situation, the 

auditors also are required to communicate in writing to the audit committee that the mate-

rial weakness was not disclosed or identifi ed as a material weakness in management’s 

report. Figure 18.11 summarizes reporting for this and the preceding circumstances 

described in this section.

Reliance on Other Auditors
When other auditors have performed a portion of the audit, the auditors must decide 

whether they are able to serve as the principal auditors. The considerations and reporting 

requirements are essentially the same as when other auditors are involved in the fi nan-

cial statement audit. The auditors who are able to serve as the principal auditors of the 

fi nancial statements ordinarily also serve as principal auditors of internal control. When 

the principal auditors decide to refer in their report to the work of the other auditors, 

this reference is included both in describing the scope of the audit and in expressing the 

opinion.

Subsequent Events
Subsequent events relevant to the internal control audit are changes in internal control 

subsequent to year-end but before the date of the auditors’ report. The auditors have 

a responsibility to make inquiries of management about whether there have been any 

such changes. If the auditors obtain knowledge of subsequent events that materially and 

adversely affect the effectiveness of internal control, they should issue an adverse opin-

ion. If the auditors are unable to determine the effect of the subsequent event, they should 

disclaim an opinion.

Issuing a Combined Report on the Financial Statements and Internal Control
PCAOB Standard No. 5 allows auditors to either issue separate reports on their audits of the 

fi nancial statements and internal control or issue one combined report. The illustrations in 

this chapter have been based on separate reports. Figure 18.12 provides an illustration of a 

combined unqualifi ed report on both the fi nancial statements and internal control.

Circumstance Auditors’ Opinion

Material Weakness Exists Adverse

Material Weakness Existed during Year, System 
Changed prior to the As of Date

 Auditors test new system and material weakness eliminated Unqualifi ed

 Auditors do not have suffi cient time to test new system Treat as scope restriction

Scope Restriction* Disclaimer or Withdraw from Engagement

Management’s Report on Internal Control 
Is Incomplete or Improperly Presented

Report does not acknowledge a material weakness 
identifi ed by the auditor

Adverse

Other Issues Unqualifi ed (but with an explanatory paragraph)

* If the auditors intend to issue a disclaimer of opinion, yet know of a material weakness, the material weakness should be described in the report.

FIGURE 18.11 Circumstances Affecting Auditors’ Opinion on Internal Control
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Report of Independent Registered Public Accounting Firm
 To the Audit Committee and Stockholders of Carver Company

[Introductory paragraph]

  We have audited the accompanying balance sheets of Carver Company as of December 31, 20X8 and 20X7, and the 
related statements of income, stockholders’ equity and comprehensive income, and cash fl ows for each of the years 
in the three-year period ended December 31, 20X8. We also have audited Carver Company’s internal control over 
fi nancial reporting as of December 31, 20X8, based on [Identify control criteria: for example, “criteria established 
in Internal Control–Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway 
Commission (COSO)”]. Carver Company’s management is responsible for these fi nancial statements, for maintaining 
effective internal control over fi nancial reporting, and for its assessment of the effectiveness of internal control over 
fi nancial reporting included in the accompanying [title of management’s report]. Our responsibility is to express an 
opinion on these fi nancial statements and an opinion on the company’s internal control over fi nancial reporting 
based on our audits.

[Scope paragraph]

  We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board 
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance 
about whether the fi nancial statements are free of material misstatement and whether effective internal control 
over fi nancial reporting was maintained in all material respects. Our audits of the fi nancial statements included 
examining, on a test basis, evidence supporting the amounts and disclosures in the fi nancial statements, assessing 
the accounting principles used and signifi cant estimates made by management, and evaluating the overall fi nancial 
statement presentation. Our audit of internal control over fi nancial reporting included obtaining an understanding 
of internal control over fi nancial reporting, assessing the risk that a material weakness exists, and testing and 
evaluating the design and operating effectiveness of internal control based on the assessed risk. Our audits also 
included performing such other procedures as we considered necessary in the circumstances. We believe that our 
audits provide a reasonable basis for our opinions.

[Defi nition paragraph]

  A company’s internal control over fi nancial reporting is a process designed to provide reasonable assurance 
regarding the reliability of fi nancial reporting and the preparation of fi nancial statements for external purposes 
in accordance with generally accepted accounting principles. A company’s internal control over fi nancial reporting 
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, 
accurately and fairly refl ect the transactions and dispositions of the assets of the company; (2) provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of fi nancial statements in accordance 
with generally accepted accounting principles, and that receipts and expenditures of the company are being made 
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable 
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s 
assets that could have a material effect on the fi nancial statements.

[Inherent limitations paragraph]

  Because of its inherent limitations, internal control over fi nancial reporting may not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that 
controls may become inadequate because of changes in conditions, or that the degree of compliance with the 
policies or procedures may deteriorate.

[Opinion paragraph]

  In our opinion, the fi nancial statements referred to above present fairly, in all material respects, the fi nancial 
position of Carver Company as of December 31, 20X8 and 20X7, and the results of its operations and its cash fl ows 
for each of the years in the three-year period ended December 31, 20X8, in conformity with accounting principles 
generally accepted in the United States of America. Also in our opinion, Carver Company maintained, in all material 
respects, effective internal control over fi nancial reporting as of December 31, 20X8, based on [identify control 
criteria: for example, “criteria established in Internal Control–Integrated Framework issued by the Committee of 
Sponsoring Organizations of the Treadway Commission (COSO)”].

 Willington & Co., CPAs
 Bisbee, Arizona, United States of America

 February 20X9

FIGURE 18.12  Combined Report with Standard Unqualifi ed Opinion on Financial Statements and Internal Control over 
Financial Reporting
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PCAOB Standard No. 5 requires that auditors communicate in writing to management all 

control defi ciencies, regardless of their severity—this includes material weaknesses, sig-

nifi cant defi ciencies, and other defi ciencies. In addition, a written communication to the 

audit committee must be issued that includes material weaknesses, signifi cant defi cien-

cies, and an indication that all defi ciencies have been communicated to management. The 

written communications on weaknesses to both management and the audit committee 

should be made prior to issuance of the audit report on internal control.

In addition, when the auditors conclude that the oversight of the company’s external 

fi nancial reporting and internal control over fi nancial reporting is ineffective, they must 

communicate that conclusion in writing to the board of directors.

After the existence of a material weakness has led to an adverse opinion in an internal 

control audit report, the company is ordinarily motivated to eliminate the weakness as 

quickly as is reasonably possible. When management believes that the material weak-

ness has been eliminated, the auditors may be engaged to report on whether the material 

weakness continues to exist. PCAOB Standard No. 4, “Reporting on Whether a Previ-

ously Reported Material Weakness Continues to Exist,” provides the guidance for such 

engagements.

To engage the auditors to perform this service, management must fi rst gather suf-

fi cient evidence to demonstrate that the material weakness has been eliminated, docu-

ment this evidence, and provide a written assertion stating that the material weakness no 

longer exists. The auditors then plan and perform an engagement that focuses on con-

trols that are relevant to the particular weakness. If they determine that the controls are 

now effective, the auditors may issue an unqualifi ed report indicating that the material 

weakness no longer exists. PCAOB Standard No. 4 provides other reporting guidance, 

including:

 • A signifi cant scope limitation on the auditors’ procedures should result in either a 

disclaimer of opinion or the resignation of the auditors (qualifi ed opinions are not 

allowed).

 • When the auditors’ original report includes other material weaknesses that are not 

being considered in this engagement, the report should be modifi ed to disclose that the 

other weaknesses are not addressed by the opinion.

 • After a change in auditors, the successor auditors may issue such a report, but they 

fi rst must obtain a suffi cient understanding of the entity and the related material 

weakness.

 • If, while performing the engagement, the auditors discover an additional material 

weakness, the auditors should inform the audit committee about the matter, but they 

are not required to modify their report.

While nonpublic companies are not required to undergo integrated audits, the option is 

available. As an example, management may be considering taking the company public 

in the relatively near future and might choose to undergo such an audit. AICPA Audit-

ing Standards provide guidance for performing an audit of internal control over fi nan-

cial reporting that is integrated with the audit of fi nancial statements for engagements 

where PCAOB standards do not apply (e.g., engagements involving non-public compa-

nies). AICPA Standards provide guidance for performing an audit of internal control over 

fi nancial reporting that is integrated with the audit the fi nancial statements of a nonpublic 

company.

The procedures for a nonpublic integrated audit are very similar to those for a public 

company that we have emphasized throughout this chapter.

Other 
Communication 
Requirements

Integrated Audits 
for Nonpublic 
Companies

 Reporting 
on Whether 
a Previously 
Reported Material 
Weakness 
Continues to Exist 
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This chapter explained the nature of integrated audits of public companies performed 

in response to the Sarbanes-Oxley Act of 2002 and in accordance with Public Company 

Accounting Oversight Board Standard No. 5. To summarize:

 1. Section 404(a) of the Sarbanes-Oxley Act requires management to acknowledge its 

responsibility for establishing and maintaining adequate internal control and pro-

vide an assessment of internal control effectiveness as of the end of the most recent 

fi scal year.

 2. Section 404(b) of the Sarbanes-Oxley Act requires the auditors to provide an opinion 

on the effectiveness of internal control.

 3. Material weaknesses involve a reasonable possibility that a material misstatement of 

the fi nancial statements will not be prevented or detected on a timely basis. Signifi -

cant defi ciencies are less severe than maternal weaknesses, yet important enough to 

merit attention by those responsible for oversight of the company’s fi nancial reporting.

 4. An integrated audit includes an audit report on both the fi nancial statements and 

internal control. To issue such a report, the auditors perform procedures to test con-

trols over all signifi cant accounts, as well as substantive tests to support their opinion 

on the fairness of the fi nancial statements.

 5. Internal control audit reports are modifi ed for a material weakness that exists at year-

end. The report issued includes an adverse opinion indicating that effective internal 

control does not exist. If the scope of the auditors’ work is limited, they should issue 

a disclaimer of opinion, or withdraw from the engagement.

 6. After a client has remediated a material weakness that led to an adverse report, audi-

tors may be engaged to attest to the elimination of the material weakness.

 Chapter 
Summary 

Accounting estimate (716) A transaction involving management’s judgments or assumptions, such 

as determining the allowance for doubtful accounts, establishing warranty reserves, and assessing assets 

for impairment.

As of date (713) An audit of internal control over fi nancial reporting assesses internal control as 

of a particular point in time, the “as of” date, as opposed to the entire period under audit. This date is 

ordinarily the last day of the client’s fi scal period.

Compensating control (710) A control that reduces the risk that an existing or potential control 

weakness will result in a failure to meet a control objective (e.g., avoiding misstatements). Compensating 

controls are ordinarily controls performed to detect, rather than prevent, the misstatement from occurring. 

For example, a reconciliation of the bank account performed by an individual otherwise independent of 

the cash function serves to detect a variety of possible misstatements (both errors and fraud) that may 

have occurred in the processing of cash receipts and disbursements.

Complementary controls (717) Controls that function together to achieve the same control objective 

(e.g., avoiding misstatements).

Control defi ciency (709) A weakness in the design or operation of a control that does not allow 

management or employees, in the normal course of performing their functions, to prevent or detect 

misstatements on a timely basis.

Detective controls (722) Policies and procedures that are designed to identify errors or fraud after they 

have occurred. Detective controls can be applied to groups of transactions (e.g., bank reconciliations).

Integrated audit (under PCAOB Standard No. 5) (707) An audit that includes audit reports on both 

a company’s internal control over fi nancial reporting and the fi nancial statements.

Major classes of transactions (710) Those transaction fl ows that have a meaningful bearing on the 

totals accumulated in the company’s signifi cant accounts and, therefore, have a meaningful bearing on 

relevant assertions.

Material weakness (709) A control defi ciency, or a combination of control defi ciencies, in internal 

control over fi nancial reporting, such that there is a reasonable possibility that a material misstatement of 

the company’s annual or interim fi nancial statements will not be prevented or detected on a timely basis.

Key Terms 
Introduced or 
Emphasized in 
Chapter 18
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Nonroutine transaction (716) A transaction that occurs only periodically, such as counting and 

pricing inventory, calculating depreciation expense, or determining prepaid expenses.

Preventive controls (722) Procedures designed to prevent an error or fraud. Preventive controls are 

normally applied at the individual transaction level.

Redundant controls (717) Duplicate controls that both achieve a control objective.

Routine transaction (716) A transaction for a recurring fi nancial activity recorded in the accounting 

records in the normal course of business, such as sales, purchases, cash receipts, cash disbursements, 

and payroll.

Sarbanes-Oxley Act of 2002 (708) An act passed by the U.S. Congress to protect investors from the 

possibility of fraudulent accounting activities by corporations by improving the accuracy and reliability 

of corporate disclosures.

Section 404 (707) The primary section of the Sarbanes-Oxley Act dealing with management and 

auditor reporting on internal control over fi nancial reporting. Section 404(a) requires that each annual 

report fi led with the Securities and Exchange Commission include an internal control report prepared 

by management in which management acknowledges its responsibility for establishing and maintaining 

adequate internal control and an assessment of internal control effective as of the end of the most recent 
fi scal year. Section 404(b) requires that the CPA fi rm attest to and report internal control.

Signifi cant account (715) An account for which there is a reasonable possibility that it could contain 

misstatements that individually, or when aggregated with others, could have a material effect on the 

fi nancial statements.

Signifi cant defi ciency (709) A defi ciency, or a combination of defi ciencies, in internal control over 

fi nancial reporting that is less severe than a material weakness, yet important enough to merit attention 

by those responsible for oversight of the company’s fi nancial reporting.

Walk-through (717) A procedure in which an auditor follows a transaction from origination through 

the company’s processes, including information systems, until it is refl ected in the company’s fi nancial 

records, using the same documents and information technology that company personnel use. Walk-

through procedures usually include a combination of inquiry, observation, inspection of relevant 

documentation, and reperformance of controls.

Review 
Questions
 18–1. Section 404 of the Sarbanes-Oxley Act of 2002 includes two sections. Describe those sections.

 18–2. Identify management’s four overall responsibilities with respect to internal control over fi nan-

cial reporting that arise due to the Securities and Exchange Commission’s implementation of 

the Sarbanes-Oxley Act of 2002.

 18–3. What information must be included in management’s report on internal control over fi nancial 

reporting in the annual report fi led with the Securities and Exchange Commission?

 18–4. Describe the difference between a signifi cant defi ciency and a material weakness in internal 

control.

 18–5. Comment on the accuracy of the following statement: “Since both signifi cant defi ciencies and 

material weaknesses must be reported to the audit committee, for practical purposes, there is 

no distinction between the two.”

 18–6. What is meant by the “as of ” date when reporting on internal control over fi nancial reporting?

 18–7. What is a compensating control?

 18–8. Provide examples of antifraud programs that the auditors might expect the client to have.

 18–9. Describe what is meant by a “walk-through.” Must walk-throughs be performed during audits 

of internal control over fi nancial reporting? May the client perform a walk-through and the 

auditors then review the client’s work?

 18–10. While performing a walk-through, auditors ordinarily make certain inquiries of employees. 

Provide three examples of such inquiries.

 18–11. Auditors often perform walk-throughs in integrated audits. Describe the evidence that is typi-

cally provided by a walk-through.

 18–12. When performing an audit of internal control over fi nancial reporting, auditors may distin-

guish among the following types of transactions: routine, nonroutine, and accounting esti-

mates. Distinguish between these three types of transactions and give an example of each.

 18–13. When performing an integrated audit, auditors should identify signifi cant accounts and dis-

closures. What makes an account signifi cant? What factors should be considered in deciding 

whether an account is signifi cant?
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 18–14. A client operates out of 25 locations. Must the CPA perform tests related to internal control at 

each of these locations?

 18–15. Comment on the following: “Auditors must decide, based on cost considerations, whether to 

test the design effectiveness or operating effectiveness of controls.”

 18–16. Provide an example of a situation in which the design of controls may be effective but those 

controls do not operate effectively.

 18–17. Comment on the following: “Inquiry alone does not provide suffi cient evidence to support the 

operating effectiveness of a control.”

 18–18. Comment on the following: “All controls should be tested either prior to or on the ‘as of’ 

date.”

 18–19. What requirements exist when the auditors use the work of client personnel as a part of the 

evidence obtained for an audit of internal control? In which areas of the audit would one 

expect this to be most likely to occur?

 18–20. Provide an example of a situation in which the performance of substantive procedures for the 

fi nancial statement audit might affect the internal control audit.

 18–21. Provide an example of a situation in which the performance of tests of controls for the internal 

control audit might affect the performance of substantive procedures in a fi nancial statement 

audit.

 18–22. Distinguish between entity-level controls and controls designed to achieve specifi c control 

objectives.

 18–23. Provide three examples of fi ndings by the auditors that are at least signifi cant defi ciencies and 

strong indicators of the existence of a material weakness in internal control.

 18–24. The auditors have completed an examination of internal control and are preparing to issue a 

report. Does the opinion paragraph on the client’s internal control conclude on internal control 

or management’s assessment of internal control?

 18–25. What type of report on internal control is likely to be issued when management imposes a 

scope limitation?

 18–26. If an adverse internal control report is issued by the auditors, may an unqualifi ed report be 

issued on the fi nancial statements?

 18–27. Which types of defi ciencies must be communicated to the audit committee?

 18–28. Describe the requirements involved when auditors are engaged to report on whether a previ-

ously reported material weakness continues to exist.

 Questions 
Requiring 
Analysis 

 18–29. The CPA fi rm of Carson & Boggs LLP is performing an internal control audit in accordance 

with PCAOB Standard No. 5. The partner in charge of the engagement has asked you to 

explain the process of determining which controls to test. Describe the process, presenting 

each of the links in this process and a short summary of how the auditors approach each of 

them.

 LO 18-1, 5 18–30. Tests of controls are ordinarily performed for both fi nancial statement audits and internal con-

trol audits.

 a. What is the objective of tests of controls when performed for internal control audits?

 b. What is the objective of tests of controls when performed for fi nancial statement audits?

 c. How are these different objectives reconciled in an integrated audit?

 18–31. The CPA fi rm of Webster, Warren, & Webb LLP issued an adverse opinion on the internal 

control of Alexandria Financial, a public company, due to a material weakness. The weakness 

involved the lack of suffi cient accounting expertise to evaluate and adopt appropriate account-

ing principles. Subsequent to issuance of the report, management of Alexandria hired a new 

controller to eliminate the weakness.

 a. Describe what steps Alexandria must perform to engage Webster, Warren, & Webb to issue 

a report indicating that the weakness no longer exists.

 b. Describe how Webster, Warren, & Webb should approach the engagement.

 c. Describe what Webster, Warren, & Webb must do if, during the course of the engagement, 

a member of the audit team discovers another material weakness in internal control over 

fi nancial reporting. Will the new weakness affect the auditors’ report?

LO 18-6

   LO 18-3   
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All applicable questions are available with McGraw-Hill’s Connect® Accounting.

 18–32. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reasons for your 

selection:

 a. In an integrated audit, which of the following must the auditors communicate to the audit 

committee?

 Known Material  Known Signifi cant 
 Weaknesses Defi ciencies 

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 b.  In an integrated audit, which of the following lead(s) to an adverse opinion on internal 

 control?

 Known Material Known Signifi cant 
 Weaknesses Defi ciencies 

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 c.  In an integrated audit, which of the following must be communicated by management to 

the audit committee?

 Known Material Known Signifi cant 
 Weaknesses Defi ciencies 

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 d. Which of the following is most likely to be considered a material weakness in internal 

control?

 (1) Ineffective oversight of fi nancial reporting by the audit committee.

 (2) Restatement of previously issued fi nancial statements due to a change in accounting 

principles.

 (3) Inadequate controls over nonroutine transactions.

 (4) Weaknesses in risk assessment.

 e. Which of the following is defi ned as a weakness in internal control that allows a reason-

able possibility of a misstatement that is material?

 (1) Control defi ciency.

 (2) Material weakness.

 (3) Reportable condition.

 (4) Signifi cant defi ciency.

 f. The auditors identifi ed a material weakness in internal control in August. The client was 

informed and the client corrected the material weakness prior to year-end (December 31); 

the auditors concluded that management eliminated the material weakness prior to year-

end. The appropriate audit report on internal control is:

 (1) Adverse.

 (2) Qualifi ed.

LO 18-3

LO 18-6

LO 18-2

LO 18-6

LO 18-3

LO 18-6

 Objective 
Questions 
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 (3) Unqualifi ed.

 (4) Unqualifi ed with explanatory language relating to the material weakness.

 g. Which of the following need not be included in management’s report on internal control 

under Section 404(a) of the Sarbanes-Oxley Act of 2002?

 (1) A statement that the company’s auditors have issued an audit report on management’s 

assertion.

 (2) An identifi cation of the framework used for evaluating internal control.

 (3) Management’s assessment of the effectiveness of internal control.

 (4) Management’s acknowledgment of its responsibility to establish and maintain internal 

control that detects all signifi cant defi ciencies.

 h. Management’s documentation of internal control ordinarily should include information on:

 Controls Designed  Controls Designed to Ensure 
 to Prevent Fraud Employee Personal Integrity

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 i. A material weakness is a control defi ciency (or combination of control defi ciencies) that 

results in a reasonable possibility that a misstatement of at least what amount will not be 

prevented or detected?

 (1) Any amount greater than zero.

 (2) A greater amount than zero, but an amount that is at least inconsequential.

 (3) A greater amount than inconsequential.

 (4) A material amount.

 j. A procedure that involves tracing a transaction from origination through the company’s 

information systems until it is refl ected in the company’s fi nancial report is referred to as 

a(n):

 (1) Analytical analysis.

 (2) Substantive test.

 (3) Test of a control.

 (4) Walk-through.

 k. Which of the following is not a typical question asked during a walk-through?

 (1) Have you ever been asked to override the process or controls?

 (2) What do you do when you fi nd an error?

 (3) What is the largest fraudulent transaction you ever processed?

 (4) What kind of errors have you found?

 l. An audit of internal control over fi nancial reporting ordinarily assesses internal 

control:

 (1) As of the last day of the fi scal period.

 (2) As of the last day of the auditor’s fi eldwork.

 (3) For the entire fi scal period.

 (4) For the entire period plus the period of the auditor’s fi eldwork.

 18–33. While performing an internal control audit in conformity with PCAOB Standard No. 5, the 

auditors must be able to identify both control strengths and control weaknesses. Items (1) 

through (11) present various control strengths and defi ciencies. For each item, select from the 

following list the appropriate response.

 A. Control strength for the revenue cycle (including cash receipts).

 B. Control defi ciency for the revenue cycle (including cash receipts).

 C. Control strength unrelated to the revenue cycle.

LO 18-2

LO 18-2

LO 18-3

LO 18-4

LO 18-4

LO 18-4

LO 18-4
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 1. Credit is granted by a credit department.

 2.  Sales returns are presented to a sales department clerk who prepares a written prenum-

bered shipping report.

 3. Statements are sent monthly to customers.

 4. Write-offs of accounts receivable are approved by the controller.

 5. Cash disbursements over $10,000 require two signatures on the check.

 6.  Cash receipts received in the mail are received by a secretary with no record keeping 

responsibility.

 7.  Cash receipts received in the mail are forwarded unopened, with remittance advices, to 

accounting.

   8. The cash receipts journal is prepared by the treasurer’s department.

   9. Cash is deposited weekly.

 10. Support for disbursement checks is canceled after payment by the treasurer.

 11.  Bank reconciliation is prepared by individuals independent of cash receipts record 

keeping.

 18–34. Simulation

Bill Jensen, a staff member of Zhan & Co., CPAs, has given you the following list of what 

he refers to as “internal control defi ciencies” for the Zabling Co. audit and has asked you to 

review each point and make certain that you agree that each is an internal control defi ciency. 

For each of the following items, reply A (Agree) or D (Disagree) indicating whether the item 

represents an internal control defi ciency.

 a. Voided checks are torn up and destroyed.

 b. Separate sequences of prenumbered checks are used for each bank account.

 c. The purchasing department manager and assistant manager are the authorized check signers.

 d. No checks are made payable to cash.

 e. The authorized check signers reconcile bank accounts.

 f. All cash receipts (checks) received through the mail are prelisted by the two individuals 

who open the mail.

 g. All cash receipts received through the mail are restrictively endorsed when received.

 h. When a disbursement is made based on paper supporting documents, those supporting 

documents are canceled by the individual who signs the check.

 18–35 Adapted AICPA Simulation
During audits of internal control over fi nancial reporting of various issuers, the auditors 

encountered the independent situations below. For each situation a through e select from the 

following list the appropriate audit responses. Each reply may be used once, more than once, 

or not at all.

 1. Assess control risk as low for the purpose of the fi nancial statement audit.

 2. Consult legal counsel to explore reducing auditor liability.

 3. Determine if the control defi ciency is a material weakness by obtaining further evidence.

 4. Disclose in the notes to the fi nancial statements that there are material weaknesses.

 5. Express an adverse opinion on internal control.

 6. Express an unqualifi ed opinion on internal control.

 7.  Express an unqualifi ed opinion on internal control and add a paragraph on whether a pre-

viously reported material weakness in internal control continues to exist.

 8.  Insist that management’s assessment of internal control includes a description of the sig-

nifi cant defi ciency.

 9. Issue a disclaimer of opinion.

 10. Issue a report on internal control stating that no defi ciencies were noted.

 11. Issue a separate report on the client’s internal control.

 12. Modify the opinion in the report on internal control for signifi cant defi ciencies.

 13. Report matter only to the board of directors.

Items to be answered:

LO 18-4
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 18–36. Match the following defi nitions (or partial defi nitions) to the appropriate term. Each term may 

be used once or not at all.

LO 18-2, 3, 4, 6

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

 18–37. Your working papers for an integrated audit being performed under PCAOB Standard No. 5 

include the narrative description below of the cash receipts and billing portions of internal 

control of Slingsdale Building Supplies, Inc. Slingsdale is a single-store retailer that sells a 

variety of tools, garden supplies, lumber, small appliances, and electrical fi xtures to the public, 

although about half of Slingsdale’s sales are to construction contractors on account. Slings-

dale employs 12 salaried sales associates, a credit manager, three full-time clerical workers, 

and several part-time cash register clerks and assistant bookkeepers. The full-time clerical 

workers perform such tasks as cash receipts, billing, and accounting and are adequately 

bonded. They are referred to in the narrative as “accounts receivable supervisor,” “cashier,” 

and “bookkeeper.”

  Retail customers pay for merchandise by cash or credit card at cash registers when merchan-

dise is purchased. A contractor may purchase merchandise on account if approved by the 

credit manager, based only on the manager’s familiarity with the contractor’s reputation. After 

credit is approved, the sales associate fi les a prenumbered charge form with the accounts 

receivable (AR) supervisor to set up the receivable.

LO 18-4

Narrative:

Problems

Situation Response

 a.  The client did not furnish adequate evidence for the auditors to evaluate internal 
control over inventory. All other evidence was provided.

 b.  The auditors examined the client’s internal control over cash receipts and 
concluded that they are operating exactly as designed. However, the design of the 
controls does not include control procedures to prevent misstatements and the 
potential omission of cash receipts.

 c.  The auditors concluded that the ineffectiveness of the design of controls over 
accounts payable and cash disbursements represents a material weakness 
in internal control, even though the fi nancial statements are not materially 
misstated.

 d.  The auditors concluded that a signifi cant defi ciency in internal control exists in 
the payroll function, but no material weakness. 

 e.  The auditor’s prior-year report on internal control included an adverse opinion. 
The  client has since modifi ed internal control and no material weaknesses were 
found in the current year.

Defi nition (or Partial Defi nition) Term

 a.  A control defi ciency, or a combination of control defi ciencies, in internal control 
over fi nancial reporting, such that there is a reasonable possibility that a material 
misstatement of the company’s annual or interim fi nancial statements will not be 
prevented or detected on a timely basis

 b.  A weakness in the design or operation of a control that does not allow 
management or employees, in the normal course of performing their functions, to 
prevent or detect misstatements on a timely basis

 c.  An account for which there is a reasonable possibility that it could contain 
misstatements that individually, or when aggregated with others, could have a 
material effect on the fi nancial statements

 d.  The primary section of the Sarbanes-Oxley Act dealing with management and 
auditor reporting on internal control over fi nancial reporting

 e.  Those transaction fl ows that have a meaningful bearing on the totals 
accumulated in the company’s signifi cant accounts and, therefore, have a 
meaningful bearing on  relevant assertions

 f.  Tracing a transaction from origination through the company’s information systems 
until it is refl ected in the company’s fi nancial reports

     1. Control defi ciency
     2. Detective controls
     3.  Major classes of 

transactions
     4. Material weakness
     5. Nonroutine transaction
     6. Routine transaction
     7. Section 243
     8. Section 404
     9. Signifi cant account
10. Signifi cant defi ciency
11. Substantive procedure
12. Walk-through
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   The AR supervisor independently verifi es the pricing and other details on the charge form 

by reference to a management-authorized price list, corrects any errors, prepares the invoice, 

and supervises a part-time employee who mails the invoice to the contractor. The AR supervi-

sor electronically posts the details of the invoice in the AR subsidiary ledger; simultaneously, 

the transaction’s details are transmitted to the bookkeeper. The AR supervisor also prepares 

a monthly computer-generated AR subsidiary ledger (without a reconciliation with the AR 

control account) and a monthly report of overdue accounts.

   The cash receipts functions are performed by the cashier, who also supervises the cash 

register clerks. The cashier opens the mail, compares each check with the enclosed remittance 

advice, stamps each check “for deposit only,” and lists checks for deposit. The cashier then 

gives the remittance advices to the bookkeeper for recording. The cashier deposits the checks 

daily, separate from the daily deposit of cash register receipts. The cashier retains the verifi ed 

deposit slips, to assist in reconciling the monthly bank statements, but forwards to the book-

keeper a copy of the daily cash register summary. The cashier does not have access to the 

journals or ledgers.

   The bookkeeper receives the details of transactions from the AR supervisor and the cashier for 

journalizing and posting to the general ledger. After recording the remittance advices received 

from the cashier, the bookkeeper electronically transmits the remittance information to the AR 

supervisor for subsidiary ledger updating. The bookkeeper sends monthly statements to contrac-

tors with unpaid balances upon receipt of the monthly report of overdue balances from the AR 

supervisor. The bookkeeper authorizes the AR supervisor to write off accounts as uncollect-

ible when six months have passed since the initial overdue notice was sent. At this time, the 

credit manager is notifi ed by the bookkeeper not to grant additional credit to that contractor.

 a. Based only on the information in the narrative, describe the internal control defi ciencies 

in Slingsdale’s internal control over the cash receipts and billing functions. Organize 

the weaknesses by employee job function: Credit manager, AR supervisor, Cashier, and 

Bookkeeper.

 b. Assume that you have performed your audit of internal control in conformity with PCAOB 

standards. Based on your results for part (a), you believe that several of the defi ciencies 

represent material weaknesses. What effect will this have on your report on Slingsdale’s 

internal control? Which types of opinions may be appropriate?

 c. What communication responsibilities do you have for any weaknesses that represent sig-

nifi cant defi ciencies?

Required:

 18–38. For each of the following independent cases, state the highest level of defi ciency that you 

believe the circumstances represent—a control defi ciency, a signifi cant defi ciency, or a mate-

rial weakness. Explain your decision in each case.

  The company processes a signifi cant number of routine intercompany transactions. Individual 

intercompany transactions are not material and primarily relate to balance sheet activity—for 

example, cash transfers between business units to fi nance normal operations. A formal man-

agement policy requires monthly reconciliation of intercompany accounts and confi rmation 

of balances between business units. However, there is not a process in place to ensure perfor-

mance of these procedures. As a result, detailed reconciliations of intercompany accounts are 

not performed on a timely basis. Management does perform monthly procedures to investigate 

selected large-dollar intercompany account differences. In addition, management prepares a 

detailed monthly variance analysis of operating expenses to assess their reasonableness.

  During its assessment of internal control over fi nancial reporting, management identifi ed the 

following defi ciencies. Based on the context in which the defi ciencies occur, management and 

the auditors agree that these defi ciencies individually represent signifi cant defi ciencies:

 • Inadequate segregation of duties over certain information system access controls.

 • Several instances of transactions that were not properly recorded in the subsidiary ledgers; 

the transactions involved were not material, either individually or in the aggregate.

 • No timely reconciliation of the account balances affected by the improperly recorded 

transactions.

LO 18-6

Case 1:

Case 2:

In-Class 
Team Cases
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  The company uses a standard sales contract for most transactions, although sales personnel are 

allowed to modify sales contract terms as necessary to make a profi table sale. Individual sales 

transactions are not material to the entity. The company’s accounting personnel review signifi -

cant or unusual modifi cations to the sales contract terms, but they do not review changes in 

the standard shipping terms. The changes in the standard shipping terms could require a delay 

in the timing of revenue recognition. Management reviews gross margins on a monthly basis 

and investigates any signifi cant or unusual relationships. In addition, management reviews 

the reasonableness of inventory levels at the end of each accounting period. The company has 

experienced limited situations in which revenue has been inappropriately recorded in advance 

of shipment, but amounts have not been material.

  The company has a standard sales contract, but sales personnel frequently modify the terms of 

the contract. Sales personnel frequently grant unauthorized and unrecorded sales discounts to 

customers without the knowledge of the accounting department. These amounts are deducted 

by customers in paying their invoices and are recorded as outstanding balances on the accounts 

receivable aging. Although these amounts are individually insignifi cant, they are material in 

the aggregate and have occurred consistently over the past few years.

  The company has found it necessary to restate its fi nancial statements for the past two years due 

to a material overstatement of revenues two years ago (and an equal understatement last year). 

The errors are due to sales of certain software that allowed the purchasers extremely lenient 

rights of return. The errors were discovered shortly following the end of the current accounting 

year. Members of management indicated that the misstatements occurred because they simply 

didn’t know the accounting rules. Now they know the rules and they won’t let it happen again.

  Assume the same facts exist as in Case (5) except that you, the auditor, have identifi ed the 

misstatements at the end of June of the year currently under audit. Members of management 

acknowledged that the misstatements occurred because they simply didn’t know the rules at 

the time, and now they know the rules. Management, within the last six months of the year 

under audit, hired a new fi nancial accounting expert and believes that the control weakness 

has been corrected as of year-end. Management believes that it is extremely unlikely that such 

a misstatement could occur again with the new expert reviewing these matters.

  Assume the same facts exist as in Case (6), except that management has informed the chief 

fi nancial offi cer that she must watch over these matters much more carefully. She has attended 

several CPE courses on accounting and seems to be caught up in the area in which the mis-

statements occurred.

  Subsequent to year-end, the auditors have determined that they believe that management has 

understated its warranty obligations. The auditors know that, according to the Professional 

Standards, they should consider the difference between management’s estimate and the clos-

est reasonable estimate as “likely misstatement.” The chief fi nancial offi cer (CFO) has argued 

that this amount is reasonable. Yet, in fact, neither the auditors nor the CFO knows which 

amount is right. The CFO is under no particular pressure to meet an earnings forecast; he 

just thinks that the warranty obligations for many of the products will expire and will not be 

exercised. Still, the CFO can’t convince the auditors. Likewise, the auditors can’t convince the 

CFO of their position. The CFO fi nally agrees to a material adjustment to get to the auditors’ 

amount and “keep the peace.”

(Adapted from PCAOB Standard No. 5)

Case 3:

Case 4:

Case 5:

Case 6:

Case 7:

Case 8:



CHAPTER

In the preceding chapters, we emphasized the audit of fi nancial statements prepared in 

accordance with accounting principles generally accepted in the United States, includ-

ing resulting auditor communications through audit reports and communications to those 

charged with corporate governance. In addition, in Chapters 7 and 18 we discussed the 

audit of internal control. These services represent the CPAs’ principal type of attestation 

engagement. However, CPAs provide additional communications related to these audits 

and perform a variety of other types of assurance, attestation, and accounting services.

Chapter 19 begins with a discussion of services that use the fi nancial statement 

audit as a starting point but result in providing assurance on additional information. 

Next we describe engagements that involve audits of information prepared using 

a fi nancial reporting framework other than GAAP. Then we provide a summary of 

several assurance services not discussed previously in the text. Finally, we present a 

discussion of fi nancial statement compilation and preparation services in which no 

assurance is provided by CPAs.

Audit-Based Services: 
Assurance on Additional Information

Auditors who have audited the fi nancial statements of an 

organization are sometimes asked to use the audit results as 

a starting point for providing assurance on additional sub-

ject matter. Here we discuss reporting situations in which 

an audit has been performed and the auditors are engaged to 

(1) report on compliance with contractual or regulatory require-

ments, (2) issue letters for underwriters, or (3) report on summary fi nancial information.

Regulatory requirements and debt agreements often require 

companies to provide compliance reports prepared by their 

independent auditors. A common example of such reports 

is one prepared for a bond trustee as evidence of the com-

pany’s compliance with restrictions contained in the bond 

indenture. The auditors typically provide negative assurance 

with respect to the client’s compliance with indenture provi-

sions relating to the maintenance of certain fi nancial ratios 

and restrictions on the payment of dividends.

Professional standards indicate that to provide this service, 

the auditors must fi rst have performed an audit of the related 

fi nancial statements and must have subjected the applicable 

restrictions to audit procedures applied in the fi nancial state-

ment audit (AICPA AU-C 806; PCAOB 623). The auditors may provide such assur-

ance either in the audit report accompanying the fi nancial statements or in a separate 

report. When a separate report is issued, it includes an introductory paragraph sum-

marizing the audit report on the fi nancial statements, a paragraph providing negative 

Reporting on 
Compliance 
with Aspects 
of Contractual 
Agreements 
or Regulatory 
Requirements in 
Connection with 
Audited Financial 
Statements

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 19-1 Discuss additional 
audit-based services, 
including reporting on 
compliance with con-
tractual agreements, 
letters for underwrit-
ers, and summary 
fi nancial statements.

 LO 19-2 Identify the types of 
special-purpose fi nan-
cial reporting frame-
works and the nature of 
the audit reports issued.

 LO 19-3 Describe the auditors’ 
responsibilities when 
auditing fi nancial state-
ments that use a gener-
ally accepted fi nancial 
reporting framework of 
another country.

 LO 19-4 Discuss audits of single 
fi nancial statements 
and specifi c accounts 
or items of a fi nancial 
statement.

 LO 19-5 Explain the special 
considerations involved 
in auditing personal 
fi nancial statements.

 LO 19-6 Describe the nature 
of fi nancial statement 
reviews conducted 
under Statements on 
Standards for Account-
ing and Review Services.

 LO 19-7                 Discuss how reviews 
performed under State-
ments on Standards 
for Accounting and 
Review Services differ 
from those performed 
under the Statements 
on Auditing Standards.

 LO 19-8 Explain the accoun-
tant’s responsibilities 
when compiling and 
preparing fi nancial 
statements.

19
Additional Assurance 
Services: Historical 
Financial Information

Discuss additional audit-based 

services, including reporting on 

compliance with contractual agree-

ments, letters for underwriters, and 

summary fi nancial statements.

LO 19-1
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assurance with respect to compliance, and a paragraph indicating that the report is solely 

for the use of the client and the specifi ed third party. The paragraph providing negative 

assurance about compliance is illustrated below.1

In connection with our audit, nothing came to our attention that caused us to believe that the 
Company was not in compliance with any of the terms, covenants, provisions, or conditions of 
Sections 8 to 15, inclusive, of the Indenture dated July 21, 20X1, with First National Bank. How-
ever, our audit was not directed primarily toward obtaining knowledge of such noncompliance.

When the auditors have identifi ed one or more incidences of noncompliance that they 

believe should be reported, the items should be identifi ed in the report. When they believe 

that noncompliance is pervasive, they should consider whether a negative assurance state-

ment is appropriate. Also, issuance of this type of report is not appropriate if the auditors 

have expressed an adverse opinion or disclaimed an opinion on the fi nancial statements 

to which the covenants relate.

Investment banking fi rms that underwrite securities issues often request independent audi-

tors who have audited the fi nancial statements and schedules in the registration state-

ment to issue a letter for the underwriters. This letter is commonly called a comfort 
 letter, and the professional standards provide guidance on its content (AICPA AU-C 920; 

PCAOB 634). The standards indicate that a comfort letter may include assurance about 

the following matters:

 1. A statement that the auditors are independent.

 2. Whether the audited fi nancial statements and fi nancial statement schedules included in 

the registration statement comply regarding form with the accounting requirements of 

the Securities Act of 1933 and related regulations.

 3. Unaudited fi nancial statements, condensed interim fi nancial information, capsule 

fi nancial information, pro forma fi nancial information, fi nancial forecasts, and man-

agement’s discussion and analysis.

 4. Changes in selected fi nancial statement items during a period subsequent to the date 

and period of the latest fi nancial statements included in the registration statement.

 5. Tables, statistics, and other fi nancial information included in the registration statement.

 6. Certain nonfi nancial statement information included in the registration statement com-

plies regarding form with SEC regulations.

Auditors may provide positive assurance on items 1 and 2 of the preceding list. For items 

3 through 6, depending upon the situation (e.g., in some circumstances an interim review 

must have been performed on interim information), auditors are often able to provide 

negative assurance. This negative assurance indicates that, based on the procedures per-

formed, nothing has come to their attention to cause them to believe that any material 

modifi cations need to be made to the information (or that the information does not com-

ply with SEC requirements).

Comfort letters aid the underwriters in fulfi lling their obligation to perform a reason-

able investigation of the securities registration statement. No defi nitive criteria exist for 

the underwriters’ “reasonable investigation.” Therefore, the underwriters should approve 

the adequacy of the CPAs’ procedures serving as a basis for the comfort letter.

Letters for 
Underwriters

1 The auditing reporting standards are in a period of change in that, historically, reports do not 
include section headings and many reports still do not (e.g., compilation and review reports). In 
this chapter, with the exception of our illustration of an audit report on a special-purpose fi nancial 
framework, we do not include section headings.
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Occasionally, a client-prepared document will include summary fi nancial statements
(condensed fi nancial statements) developed from audited fi nancial statements. These 

statements typically include considerably less detail than the audited fi nancial statements. The 

auditors who issued the report on the audited fi nancial statements may be asked to report 

on the summary statements. Unless they have issued an adverse opinion or a disclaimer of 

opinion on the audited fi nancial statements, the auditors may accept an engagement related 

to the summary fi nancial statements (AICPA AU-C 810; PCAOB 552). In these circum-

stances, the auditors determine whether the criteria applied by management in the prepara-

tion of the summary fi nancial statements are acceptable and whether those criteria have been 

properly applied. Although they need not accompany the summary fi nancial statements, the 

audited fi nancial statements should be readily available to any user who wishes to obtain 

them (e.g., available on the company’s website). When the CPAs have concluded that the 

summary fi nancial information is properly presented, they may issue an opinion stating that 

the summary fi nancial statements are consistent, in all material respects, with the fi nan-

cial statements from which they have been derived, in accordance with the applied criteria.

Auditing Financial Statements That Use a Financial 
Reporting Framework Other Than GAAP

Recall that in Chapter 2 we briefl y discussed fi nancial reporting frameworks, which 

are sets of criteria for preparing fi nancial statements (e.g., generally accepted accounting 

principles are referred to as a general-purpose fi nancial reporting framework). 

Auditors are sometimes engaged to audit fi nancial statements that are prepared using a 

fi nancial reporting framework other than generally accepted accounting principles. In this 

section, we describe special-purpose frameworks and frameworks used in a foreign country.

The professional standards (AICPA AU-C 800) defi ne fi ve special-purpose fi nancial 
reporting frameworks: (a) cash basis, (b) tax basis, (c) contractual basis, and (d) reg-

ulatory basis.2

When considering accepting an engagement in which a special-purpose fi nancial 

reporting framework is used, the auditors should obtain an understanding of the purpose 

of the fi nancial statements, the intended users, and steps taken by management to deter-

mine that the framework is acceptable in the circumstances. In addition, management 

must acknowledge that it understands its responsibilities with respect to the framework. 

When planning and performing the audit, the auditors adapt AU sections that are relevant 

in the circumstances.

An audit report on fi nancial statements prepared using a special-purpose fi nancial 

reporting framework departs from the standard form in several ways. Most importantly, 

the report must include an emphasis-of-matter paragraph that states that the fi nancial 

Summary 
Financial 
Statements

Audits of Financial 
Statements 
Prepared in 
Accordance with 
Special-Purpose 
Financial Reporting 
Frameworks

Identify the types of special- 

purpose fi nancial reporting frame-

works and the nature of the audit 

reports issued.

LO 19-2

2 Under the current PCAOB standard (623), the cash basis, tax basis, and regulatory basis fi nancial 
reporting frameworks are referred to as “other comprehensive bases of accounting.” The AICPA 
eliminated the term from its standards in 2012.

A number of corporations 
have experimented with issu-
ing summary annual reports 

to shareholders. These reports generally include condensed 
fi nancial statements and refer shareholders desiring more 

detailed information to the annual report fi led with the 
SEC (Form 10-K). The auditors of these companies issue a 
report on the summary fi nancial statements that refers to 
their report included with the Form 10-K.

Illustrative Case Summary Annual Reports
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statements are prepared using a special-purpose framework that is a basis of accounting 

other than GAAP. The paragraph should also describe the basis of accounting being used 

or refer to a fi nancial statement note that provides such a description. The essence of the 

report is the expression of an opinion about whether the fi nancial statements fairly pres-

ent what they purport to present.

The auditors should be cautious about the titles given to the fi nancial statements. Titles 

such as “balance sheet,” “income statement,” and “statement of cash fl ows” are generally 

associated with fi nancial statements presented in accordance with GAAP. Consequently, 

the professional standards require more descriptive titles for statements that are presented 

on some other basis. For example, a cash-basis “balance sheet” is more appropriately 

titled “statement of assets and liabilities arising from cash transactions.” Perhaps the most 

common fi nancial statements prepared on a basis other than GAAP are cash-basis state-

ments. The body of an unmodifi ed report on cash-basis statements is shown below with 

the distinctive wording emphasized.

We have audited the accompanying fi nancial statements of ABC Partnership, which comprise the 
statement of assets and liabilities arising from cash transactions as of December 31, 20X1, and 
the related statement of revenue collected and expenses paid for the year then ended.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these fi nancial state-
ments in accordance with the cash receipts and disbursements basis of accounting described in 
Note X; this includes determining that the cash receipts and disbursements basis of accounting 
is an acceptable basis for the preparation of the fi nancial statements in the circumstances. Man-
agement is also responsible for the design, implementation, and maintenance of internal con-
trol relevant to the preparation and fair presentation of fi nancial statements that are free from 
material misstatement, whether due to fraud or error.

Auditors’ Responsibility
Our responsibility is to express an opinion on these fi nancial statements based on our audit. 
We conducted our audit in accordance with auditing standards generally accepted in the 
United States of America. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the fi nancial statements are free from material 
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the fi nancial statements. The procedures selected depend on the auditor’s judg-
ment, including the assessment of the risks of material misstatement of the fi nancial statements, 
whether due to fraud or error. In making those risk assessments, the auditor considers internal 
control relevant to the partnership’s preparation and fair presentation of the fi nancial state-
ments in order to design audit procedures that are appropriate in the circumstances, but not for 
the purpose of expressing an opinion on the effectiveness of the partnership’s internal control. 
An audit also includes evaluating the appropriateness of accounting policies used and the rea-
sonableness of signifi cant accounting estimates made by management, as well as evaluating the 
overall presentation of the fi nancial statements.

We believe that the audit evidence we have obtained is suffi cient and appropriate to provide 
a basis for our audit opinion.

Opinion
In our opinion, the fi nancial statements referred to above present fairly, in all material respects, 
the assets and liabilities arising from cash transactions of ABC Partnership as of December 31, 
20X1, and its revenue collected and expenses paid during the year then ended in accordance 
with the cash receipts and disbursements basis of accounting described in Note X.

Basis of Accounting
Without modifying our opinion, we draw attention to Note X to the fi nancial statements, which 
describes the basis of accounting. The fi nancial statements are prepared on the cash receipts and 
disbursements basis of accounting, which is a basis of accounting other than generally accepted 
accounting principles.

If the special-purpose fi nancial statements are prepared in accordance with a contractual 

or regulatory basis of accounting, the auditors’ report should also include an other-matter 

paragraph alerting users about the intended use of the auditors’ report (e.g., for those 
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within the entity, the parties to the contract or agreement, or the regulatory agencies to 

whose jurisdiction the entity is subject). The following is an illustration of this paragraph:

Restriction on Use
Our report is intended solely for the information and use of ABC Company and Regulator DEF 
and is not intended to be and should not be used by parties other than these specifi ed parties.

Figure 19.1 provides overall reporting requirements relating to the various special- 

purpose frameworks.

Auditors’ Report Prescribed by Law or Regulation
When the auditors are involved with fi nancial information prepared on a regulatory basis, 

they may be requested to use a specifi c layout, form, or wording (hereafter, layout) for 

the auditors’ report. If the layout includes the basic reporting requirements (e.g., title, 

Cash Basis Tax Basis
Contractual 
Basis

Regulatory 
Basis

Regulatory 
Basis 
(General Use 
Statements) Other Basis

Opinion(s) Single 
opinion 
on special-
purpose 
framework

Single 
opinion 
on special-
purpose 
framework

Single opinion 
on special-
purpose 
framework

Single opinion 
on special-
purpose 
framework

Dual opinion 
on special-
purpose 
framework 
and on GAAP

Single 
opinion 
on special- 
purpose 
framework

Description of 
purpose for 
which special-
purpose fi nancial 
statements are 
prepared

No No Yes Yes Yes Yes

Emphasis-
of-matter 
paragraph 
alerting 
readers to the 
preparation in 
accordance with 
a special-purpose 
framework

Yes Yes Yes Yes No Yes

Other-matter 
paragraph 
including an alert 
about restricting 
the use of the 
auditors’ report

No No Yes Yes No Yes

Additional 
requirements 
unique to 
category

The auditors 
must obtain an 
understanding 
of signifi cant 
management 
interpretations 
of the contract.

If a specifi c layout, form, 
or wording is required 
that the auditors have 
no basis to make, then 
the auditors should 
reword the form or 
attach an appropriately 
worded separate report.

FIGURE 19.1 Overview of Reporting Requirements
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addresses, management and auditor responsibilities, opinion paragraph), they may use it. 

If the layout is not acceptable, or would cause the auditors to make a statement they have 

no basis to make, they should reword it or attach an appropriately worded separate report. 

If this is not allowable, the auditors should not accept the audit engagement unless required 

by law or regulation to do so. If so required, the auditors should not include any reference 

within the auditors’ report to the audit having been conducted in accordance with GAAS.

A U.S.-based company may prepare fi nancial statements using another country’s fi nan-

cial reporting framework (rather than U.S. GAAP) for use in that country. For example, 

the company may have a subsidiary in Germany and may prepare fi nancial statements 

for that subsidiary following German accounting principles as part of an effort to raise 

capital in Germany. The professional standards (AICPA AU-C 910; PCAOB 534) address 

the auditors’ responsibility in this situation. When auditing the information, the auditors 

should comply with U.S. auditing standards to the extent the standards are appropriate. 

In addition, the auditors should obtain an understanding of the other country’s fi nancial 

reporting framework. Also, if the terms of the engagement require the auditors to apply 

either the auditing standards of that country or the international standards, the auditors 

should obtain an understanding of them and apply those standards.

When the fi nancial statements are intended for use only outside the United States, the 

auditors should issue one report, using either:

 • A United States form of report that indicates that the fi nancial statements have been 

prepared in accordance with a fi nancial reporting framework generally accepted in 

another country, or

 • The other country audit report.

When the fi nancial statements are also intended for use in the United States, the audi-

tors use a U.S. form of report. For nonpublic companies, this report includes an emphasis-

of-matter paragraph stating the fi nancial reporting framework used and that it differs from 

GAAP; an unmodifi ed opinion may be issued relating to the fi nancial reporting framework 

used. For public companies, the PCAOB requires that an opinion also be added on whether 

the fi nancial statements follow GAAP.

Additional GAAS Audits

In this section, we describe CPA association with:

 • Single fi nancial statements (e.g., an income statement, and not the other fi nancial 

statements), and specifi c elements, accounts, or items of fi nancial statement (e.g., a 

schedule of accounts receivable).

 • Personal fi nancial statements.

Auditors may be engaged to audit a single fi nancial statement or a specifi c element, 

account, or item (hereafter, element) of a fi nancial statement. A company may request the 

audit because it has entered into an agreement such as:

 • A loan agreement that includes a requirement that the balance sheet (but not other 

fi nancial statements) be audited annually.

 • A lease agreement with a requirement that annual company revenues be audited 

because lease payments are based in part on the lessee’s revenue.

When auditing a single fi nancial statement or a specifi c element of a fi nancial state-

ment, the auditors should adapt GAAS to the extent necessary in the circumstances and 

then apply it. The auditors should perform procedures on interrelated items as necessary 

to meet the objectives of the audit. Examples of interrelated items include sales and 

Discuss audits of single fi nancial 

statements and specifi c accounts 

or items of a fi nancial statement.

LO 19-4

Describe the auditors’ responsibil-
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receivables; inventory and payables; and building and equipment and depreciation. Thus, 

when auditing the sales account, the auditors will normally need to perform procedures 

on accounts receivable.

When the CPAs are engaged to audit a particular account or element, they modify the 

standard audit report to indicate the information audited, the basis of accounting used, 

and whether the information is presented fairly on that basis. For example, the following 

represents the opinion paragraph of a report on the audit of accounts receivable.

In our opinion, the schedule of accounts receivable referred to above presents fairly, in all mate-
rial respects, the accounts receivable of ABC Company as of December 31, 20X1, in accordance 
with accounting principles generally accepted in the United States of America relevant to prepar-
ing such a statement.

In some situations the auditors may be engaged to report on a schedule of accounts 

that, other than not being a balance sheet, income statement, or statement of cash fl ows, 

is otherwise prepared in accordance with GAAP. Examples of such schedules include:

 • A governmental agency may require a schedule of gross income and certain expenses 

of a company’s real estate operation in which income and expenses are measured in 

accordance with GAAP, but expenses are defi ned to exclude certain items such as 

interest, depreciation, and income taxes.

 • An agreement in which one company is considering acquiring another company may 

specify a schedule of gross assets and liabilities of the company measured in accor-

dance with GAAP, but limited to the assets to be sold and liabilities to be transferred 

according to the agreement.

In these situations, the auditors’ report should include an emphasis-of-matter paragraph 

stating the purpose of the presentation, referring to a note that describes the basis of pre-

sentation and stating that the presentation is not intended to be a complete presentation of 

the organization’s assets, liabilities, revenues or expenses.

To this point we have discussed situations in which auditors are asked to audit infor-

mation that is less than a complete set of fi nancial statements. In some circumstances, 

when they have performed an audit of the complete set of fi nancial statements, they may 

also be asked to audit and report on a single fi nancial statement or element. In such 

circumstances:

 • A separate opinion should be issued on each engagement.

 • Different materiality measures will ordinarily be used for the two engagements 

(e.g., materiality for a particular element generally will be less than for the overall 

fi nancial statements).

 • When both the complete set of fi nancial statements and the single fi nancial statement 

(or element) are being published together, the auditors must be satisfi ed that there is a 

clear differentiation between them.

 • When the auditors’ report on the complete set of fi nancial statements is modifi ed, the 

auditors should consider its effect on the single fi nancial statement (or element) report. 

When the matter relates to the specifi c element, the report on the element is also likely 

to be modifi ed. When it does not relate to the specifi c element, it may be possible to 

issue an unmodifi ed report on the element if the two reports are not published together 

and the specifi c element does not constitute a major portion of the complete set of 

fi nancial statements.

Reviews and Agreed-Upon Procedures Engagements
On occasion, the client may request the CPAs not to perform an audit, but to perform 

either review or agreed-upon procedures on a fi nancial statement or specifi ed ele-

ments of fi nancial statements. A review ordinarily consists of analytical procedures and 
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inquiries. For example, the landlord of a shopping center may request that the CPAs 

perform review procedures (analytical procedures and inquiry procedures) related to the 

revenue account. Typical review procedures are presented later in this chapter.

Finally, a CPA may be engaged to perform agreed-upon procedures on specifi ed ele-

ments. The attestation standards provide guidance for these engagements that result in 

a summary of fi ndings that is intended only for specifi ed parties (AICPA and PCAOB 

AT 201). Agreed-upon procedures engagements are “customer driven” services in that 

the “specifi ed parties” agree with the CPAs on the procedures to be performed and take 

responsibility for their suffi ciency. In our example, these might include procedures such 

as substantiating the revenue reported by tenants by agreeing the fi gures with the ten-

ants’ internal fi nancial statements and state sales tax returns. In this situation, the CPAs 

will meet with representatives of the landlord (the specifi ed party) to agree upon the 

procedures to be performed. The accountants’ report indicates that it is intended for 

the specifi ed party and lists the procedures performed and related fi ndings. The report 

should include a disclaimer of opinion and should not include negative assurance that 

indicates that nothing came to the CPAs’ attention to indicate that the fi nancial statement 

element is not fairly presented.

Another common example of an agreed-upon procedures engagement is one in 

which a bankruptcy trustee (the specifi ed party) engages the CPA to help establish 

claims of creditors. In this situation, a CPA may be engaged to perform agreed-upon 

procedures relating to accounts payable and issue a report such as the following 

(emphasis added):

Independent Accountants’ Report on Applying Agreed-Upon Procedures
To the Trustee of Mardem Company:

We have performed the procedures described below, which were agreed to by the Trustee of 
Mardem Company, with respect to the claims of creditors to determine the validity of claims of 
Mardem Company as of May 31, 20X1, as set forth in accompanying Schedule A. This engagement 
to apply agreed-upon procedures was performed in accordance with standards established by the 
American Institute of Certifi ed Public Accountants. The suffi ciency of these procedures is solely 
the responsibility of the Trustee of Mardem Company. Consequently, we make no representation 
regarding the suffi ciency of the procedures described below either for the purpose for which this 
report has been requested or for any other purpose. The procedures and associated fi ndings are 
as follows:

 1. Compare the total of the trial balance of accounts payable at May 31, 20X1, prepared by Mar-
dem Company, to the balance in the related general ledger account.

   The total of the accounts payable trial balance agrees with the balance in the related gen-
eral ledger account.

 2. Compare the amounts for claims received from creditors (as shown in claim documents pro-
vided by Mardem Company) to the respective amounts shown in the trial balance of accounts 
payable. Using the data included in the claims documents and in Mardem Company’s accounts 
payable detail records, reconcile any differences found to the accounts payable trial balance.

   All differences noted are presented in column 3 of Schedule A. Except for those amounts 
shown in column 4 of Schedule A, all such differences were reconciled.

 3. Examine the documentation submitted by creditors in support of the amounts claimed and 
compare it to the following documentation in Mardem Company’s fi les: invoices, receiving 
reports, and other evidence of receipt of goods or services.

   Invoices, receiving reports, and other evidence existed for all documents submitted by 
creditors.

We were not engaged to, and did not perform an audit, the objective of which would be the 
expression of an opinion on the specifi ed elements, accounts, or items. Accordingly, we do not 
express such an opinion. Had we performed additional procedures, other matters might have 
come to our attention that would have been reported to you.

This report is intended solely for the use of the Trustee of Mardem Company and should 
not be used by those who have not agreed to the procedures and taken responsibility for the 
suffi ciency of the procedures for their purpose.
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Audited personal fi nancial statements may be required in a variety of circumstances, 

including when an individual seeks a large loan or wishes to purchase a business using 

his or her personal credit. Generally accepted accounting principles applied to personal 

fi nancial statements are quite different from those applicable to business entities. In per-

sonal fi nancial statements, assets are shown at their estimated current values and liabili-

ties are presented at their estimated current amounts. Thus, auditors must apply audit 

procedures that will substantiate these estimates. On occasion, the auditors may need to 

rely upon appraisers, following the guidelines set forth for using the work of a specialist 

(AICPA AU-C 620; PCAOB 336).

The “balance sheet” for an individual is termed a statement of fi nancial condition. This 

statement shows the individual’s net worth in lieu of “owners’ equity” and includes a 

liability for income taxes on the differences between the estimated current values of 

assets and liabilities and their income tax bases. The “income statement” for an individ-

ual is called the statement of changes in net worth. In addition to showing revenue and 

expenses, this statement includes the increases and decreases in both the estimated cur-

rent values of assets and the estimated amounts of liabilities during the period.

Accounting principles and auditing guidance for personal fi nancial statements are pre-

sented in the AICPA’s audit and accounting guide titled “Personal Financial Statements,”3 

The reports issued on personal fi nancial statements are standard in form, modifi ed only 

for the change in fi nancial statement names.

Completeness—A Special Problem in Personal Financial Statements
One of the assertions that a client makes regarding its fi nancial statements is that the 

statements are complete—that is, they refl ect all of the client’s assets, liabilities, and 

transactions for the period. Determining the completeness of fi nancial statements may be 

especially diffi cult in the audit of personal fi nancial statements for several reasons. First, 

there is generally poor internal control because all aspects of each transaction usually are 

under the control of the individual. Second, some individuals may seek to omit assets and 

income from their personal fi nancial statements. The motivation to conceal earnings or 

assets may stem from income tax or estate tax considerations, anticipation of a divorce, 

or illegal sources of income.

The omission of assets from fi nancial statements is far more diffi cult for auditors to 

detect than is the overstatement of assets or omission of liabilities. Thus, in deciding 

whether to accept a personal fi nancial statements audit engagement, auditors should 

assess the risk that an individual may be concealing assets. If auditors conclude dur-

ing an engagement that the individual is concealing assets, it is doubtful that they can 

ever develop confi dence that their audit procedures have located all the concealed assets. 

Therefore, they should withdraw from the engagement.

Most engagements involving personal fi nancial statements are not audits, because 

few individuals need audited fi nancial statements. The approaches described for reviews, 

compilations and fi nancial statement preparation later in this chapter are more commonly 

applied to personal fi nancial statements.

Reviews of Historical Financial Statements

Auditors perform reviews of the fi nancial statements of nonpublic companies, as well as 

reviews of the interim information of public companies.

Serving the needs of small business represents a sizable part of the practice of many pub-

lic accounting fi rms. For a smaller public accounting fi rm, especially one with only a 

single offi ce, nonpublic clients may represent the fi rm’s entire practice. To provide CPAs 

with guidance in meeting the accounting needs of these nonpublic (nonissuer) clients, 

the AICPA established the Accounting and Review Services Committee. This committee 

Audits of 
Personal Financial 
Statements

Explain the special considerations 

involved in auditing personal 

fi nancial statements.

LO 19-5

SSARS Reviews 
of Nonpublic 
Companies 
(Nonissuers)

3 AICPA, “Personal Financial Statements,” AICPA Audit and Accounting Guide (New York, 2010).
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sets professional standards for CPAs associated with the unaudited fi nancial statements, or 

other unaudited fi nancial information of nonpublic companies. These standards are pub-

lished in a sequentially numbered series called Statements on Standards for Accounting and 
Review Services (SSARS). The SSARS include guidance for three types of engagements 

involving unaudited fi nancial statements of nonpublic companies: reviews (AR-C 90), 
compilations (AR-C 80), and preparation of fi nancial statements (AR-C 70). 

 Compilation and fi nancial statement preparation services are described in detail in the fi nal 

section of this chapter.

We will refer to reviews performed under these standards as “SSARS reviews,” to dis-

tinguish them from reviews of interim information performed under the requirements 

of the PCAOB or the Auditing Standards Board. SSARS reviews apply in the situation 

in which there is no annual audit performed. The objective of such a review is to obtain 

limited assurance that there are no material modifi cations that should be made to the 

fi nancial statements in order for the statements to be in conformity with GAAP, or other 

applicable fi nancial reporting framework.

The AICPA Code of Professional Conduct requires members to comply with the stan-

dards set forth in the SSARS. Thus, the Accounting and Review Services Committee has 

authority comparable to that of the Auditing Standards Board (ASB). The SSARS pro-

nouncements apply to nonpublic companies that do not have an annual audit. Although 

this ordinarily involves annual fi nancial statements, the standard also applies to reviews 

of interim fi nancial statements.

A review is an attest service in which the accountants (1) perform analytical procedures, 

(2) make inquiries of management and others within the organization, (3) perform other 

procedures considered necessary, and (4) obtain representations from management relating 

to the fi nancial statements. The review report provides limited (negative) assurance. 
SSARS reviews of nonpublic companies are ordinarily performed on annual information.

Screening the Client
One of the basic elements of quality control in a public accounting fi rm relates to the 

acceptance and continuance of clients. The purpose of policies and procedures in this 

area is to minimize the risk of association with a client whose management lacks integ-

rity. One means of acquiring information about a prospective client is to contact the cli-

ent’s predecessor CPAs.

SSARS 19 provides guidelines for accountants who decide to make inquiries of the prede-

cessor accountants before accepting a review (or compilation) engagement. These inquiries 

include questions regarding the integrity of management, disagreements over accounting 

principles, the willingness of management to provide or to revise information, and the rea-

sons for the change in accountants. The decision of whether to contact the predecessor 

accountants is left to the judgment of the successor CPAs. However, if inquiries are made 

with the client’s consent, the predecessor accountants are generally required to respond.

Engagement Letters
Reviews and compilations are quite different from audits. The need to establish a clear 

understanding with the client concerning the nature of such services was dramatically 

illustrated in the 1136 Tenants’ Corporation case discussed in Chapter 4. CPAs must 

avoid the implication that they are performing audits when they are engaged to perform 

other services. Accordingly, the professional standards require that CPAs prepare an 

engagement letter (or other suitable form of written communication) clearly specify-

ing the objectives of the engagement, management’s responsibilities, the accountant’s 

responsibilities, and limitations of the engagement.

Understanding the Client and Its Industry
After a client has been accepted, the auditors obtain further understanding of both the client 

and its industry. This information is used to help design review procedures as well as to evalu-

ate the responses to their inquiries and the results of the review procedures. The CPAs’ under-

standing of the client’s business should include a general understanding of the company’s 

organization, its methods of operation, and the nature of its fi nancial statement accounts.

Describe the nature of fi nancial 

statement reviews conducted 

under Statements on Standards for 
Accounting and Review Services.

LO 19-6
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Review Procedures
As we have indicated, during a review engagement the accountants (1) perform ana-

lytical procedures, (2) make inquiries of management and others within the organization, 

(3) perform other procedures considered necessary, and (4) obtain representations from 

management relating to the fi nancial statements.

Analytical procedures (generally comparisons of accounts and ratios) are applied to 

the fi nancial data by reference to prior fi nancial statements, budgets, and other operating 

data. The approach used when the accountants perform analytical procedures4 is to com-

pare recorded amounts and ratios to expected values, identify signifi cant differences that 

might indicate a misstatement, and then to investigate the unexpected values. For exam-

ple, revenue reported by month, product line, or business segment may be compared to 

amounts from comparable prior periods. When unexpected differences are noted, they are 

investigated further by making inquiries of management or performing other procedures.

The CPAs’ inquiries should focus on whether the fi nancial statements are in accor-

dance with generally accepted accounting principles, changes in business activities, sig-

nifi cant subsequent events, and knowledge of material fraud or suspected fraud.

Other procedures performed in a review include inquiries concerning actions taken at 

stockholder and director meetings, reading the interim fi nancial information, and obtaining 

reports from other accountants who have reviewed signifi cant components of the company.

Although a review ordinarily does not require accountants to corroborate manage-

ment’s responses, they should perform the engagement with professional skepticism and 

consider the consistency of management responses in light of the results of other review 

procedures. Additional procedures should be performed if the accountants become aware 

that information may be incorrect, incomplete, or otherwise unsatisfactory. The accoun-

tants should perform these procedures to the extent considered necessary to obtain limited 

assurance that there are no material modifi cations that should be made to the statements. 

For example, if review procedures lead an accountant to question whether a signifi cant 

sales transaction is recorded in conformity with generally accepted accounting principles, 

it may become necessary to discuss the terms of the transaction with both senior market-

ing and accounting personnel and to read the sales contract. Figure 19.2 summarizes ana-

lytical procedures, inquiries, and other review procedures.

4 Chapter 5 presents general guidance on analytical procedures.

FIGURE 19.2
Nonpublic Company 
Analytical Procedures, 
Inquiries, and Other 
Review Procedures

Analytical Procedures

• Develop expectations by identifying 
and using plausible relationships that 
are reasonably expected to exist.

• Compare recorded amounts or ratios 
developed from recorded amounts to 
expectations.

• Compare the consistency of 
management’s responses in light of 
results of other review procedures and 
knowledge of business and industry.

Other Review Procedures

• Inquire as to actions taken at 
shareholder, board of director, and other 
committees of board of directors.

• Read fi nancial statements.
• Obtain reports from other accountants, 

if any, that have reviewed signifi cant 
components.

Inquiries of Management Members 
with Responsibility for Financial 
and Accounting Matters About:

• Whether fi nancial statements are 
prepared in conformity with GAAP

• The accounting principles, practices, 
and methods applied

• Any unusual or complex situations that 
might affect the fi nancial statements

• Signifi cant transactions taking place near 
the end of the period

• Status of uncorrected misstatements 
identifi ed in a previous engagement

• Questions that have arisen in applying 
review procedures

• Subsequent events
• Knowledge of potentially material fraud 

or suspected fraud
• Signifi cant journal entries and other 

adjustments
• Communications from regulatory 

agencies
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Finally, the auditors must obtain a representation letter that is tailored to the circum-

stances of the particular engagement. However, all representation letters should be dated 

as of the date of the review report and include management’s acknowledgment of its:

 • Responsibility for the fi nancial statements’ conformity with generally accepted 

accounting principles and its belief that it has met this responsibility.

 • Responsibility to prevent and detect fraud, as well as to divulge any knowledge that it 

has of any actual or suspected fraud that is material.

 • Responsibility to respond fully and truthfully to all inquiries and to provide complete 

information, including that on subsequent events.

Review Reports
The assurance provided by a review report is necessarily limited because of the lim-

ited scope of the accountants’ procedures. Although these procedures may bring to 

the CPAs’ attention signifi cant departures from GAAP, they do not guarantee that the 

CPAs will become aware of all of the signifi cant matters that would be discovered in 

an audit. A review is not suffi cient to enable the accountants to express an opinion on 

the fairness of the fi nancial statements. Therefore, the accountants’ report concludes 

with a statement that the accountants do not express such an opinion. The body of an 

accountants’ standard report on a review of a nonpublic company’s fi nancial statements 

reads as follows:

Independent Accountant’s Review Report

[Appropriate Addressee]

We have reviewed the accompanying fi nancial statements of XYZ Company, which comprise 
the balance sheet as of December 31, 20XX, and the related statements of income, changes 
in stockholders’ equity, and cash fl ows for the year then ended, and the related notes to the 
fi nancial statements. A review includes primarily applying analytical procedures to management’s 
fi nancial data and making inquiries of company management. A review is substantially less 
in scope than an audit, the objective of which is the expression of an opinion regarding the 
fi nancial statements as a whole. Accordingly, we do not express such an opinion.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these fi nancial 
statements in accordance with accounting principles generally accepted in the United States of 
America; this includes the design, implementation, and maintenance of internal control relevant 
to the preparation and fair presentation of fi nancial statements that are free from material 
misstatement whether due to fraud or error.

Accountant’s Responsibility
Our responsibility is to conduct the review engagement in accordance with Statements on 
Standards for Accounting and Review Services promulgated by the Accounting and Review 
Services Committee of the American Institute of Certifi ed Public Accountants. Those standards 
require us to perform procedures to obtain limited assurance as a basis for reporting whether 
we are aware of any material modifi cations that should be made to the fi nancial statements for 
them to be in accordance with accounting principles generally accepted in the United States of 
America. We believe that the results of our procedures provide a reasonable basis for our report.

Accountant’s Conclusion
Based on our review, we are not aware of any material modifi cations that should be made to 
the accompanying fi nancial statements in order for them to be in accordance with accounting 
principles generally accepted in the United States of America.

[Signature of accounting fi rm or accountant, as appropriate]
[Accountant’s city and state]
[Date of the accountant’s review report]

The date of an accountant’s review report should not be earlier than the date on which 

the accountant has accumulated review evidence suffi cient to provide a reasonable basis 
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for providing limited assurance on the fi nancial statements. Also, although not required, 

the accountant may consider marking each page of the fi nancial statements with a caption 

such as “See Accountants’ Review Report.”

To provide any degree of assurance about the fairness of information, the CPAs must 

be independent. Thus, professional standards require the accountants to be independent 

of the client.

Departures from Generally Accepted Accounting Principles
A modifi cation of the report is required when the accountants become aware of a material 

departure from generally accepted accounting principles (or some other comprehensive 

basis of accounting). The departure is referred to in the report’s fourth paragraph, as 

illustrated below:

With the exception of the matter described in the following paragraph, we are not aware of any 
material modifi cations. . . .

Notice that the report is neither “qualifi ed” nor “adverse” in form as would be the case 

with an audit report in which a departure from GAAP exists. Audit reports, not review 

reports, result in an opinion, whether it is unmodifi ed, qualifi ed, or adverse.

In a separate paragraph of the review report, the departure will be described. The fol-

lowing is an example of a report paragraph that discusses a departure from generally 

accepted accounting principles:

As disclosed in Note 6 to the fi nancial statements, generally accepted accounting principles 
require that land be stated at cost. Management has informed us that the Company has stated its 
land at appraised value and that, if generally accepted accounting principles had been followed, 
the land account and stockholders’ equity would have been decreased by $500,000.

Review reports are not required to be altered in situations involving a lack of consis-

tent application of generally accepted accounting principles or the existence of major 

uncertainties (including going-concern uncertainties) that have been properly reported 

in the fi nancial statements. However, when that information is not properly presented or 

disclosed in the fi nancial statements, the fi nancial statements contain a departure from 

generally accepted accounting principles, and the review report should be appropriately 

modifi ed. Finally, in all circumstances in which an accountant is unable to perform the 

necessary review procedures due to a scope limitation, the review is considered incom-

plete and no review report should be issued.

Review Reports on Comparative Statements
As with audited fi nancial statements, accountants who have reviewed prior-period fi nan-

cial statements presented with those of the current period should report on both years. 

If the accountants have reviewed both sets of fi nancial statements, they will merely 

update their review report on the prior year by issuing one review report covering 

both years. The report will be dated as of the completion of the current year’s review 

procedures.

In certain situations, the accountants may be engaged to perform a lower level of ser-

vice on the current year’s fi nancial statements than they performed on the prior year’s 

fi nancial statements (e.g., a review this year and an audit last year or a compilation this 

year and a review last year). In these situations, the CPAs should not update the prior 

year’s report. This would imply that they have performed those types of services to the 

date of the current year’s report. Instead, the CPAs should either reissue the prior year’s 

report bearing its original date and present it with the current year’s report, or include a 

reference to the prior year’s report in the current year’s report. For example, the following 
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paragraph could be added to a compilation report on the current year’s fi nancial state-

ments to refer to a review of the comparative fi nancial statements for the prior year.

The accompanying 20X1 fi nancial statements of XYZ Company were previously reviewed by us, 
and our report dated March 1, 20X2, stated that we were not aware of any material modifi ca-
tions that should be made to those statements in order for them to be in conformity with gener-
ally accepted accounting principles. We have not performed any procedures in connection with 
that review engagement after the date of our report on the 20X1 fi nancial statements.

A reference similar to the one above should also be included in the current report when 

another public accounting fi rm, whose report is not presented, reviewed the comparative 

fi nancial statements.

Other Communications
As with annual fi nancial statement audits, the CPAs should communicate to the audit 

committee the information about signifi cant adjustments found during the review and the 

acceptability and quality of signifi cant accounting policies and estimates. The audit com-

mittee should also be informed about any disagreements with management over account-

ing principles or review procedures, or any other diffi culties encountered in performing 

the review. These communication responsibilities with respect to an audit were described 

in detail in Chapter 16. Finally, the CPAs should make sure that the audit committee 

is informed about any instances of fraud or illegal acts that come to their attention, as 

well as any signifi cant defi ciencies and material weaknesses related to the preparation of 

fi nancial statements.

Public companies (issuers) are required to have annual audits and interim 
reviews of the fi rst three quarters of the year prior to public release of that infor-

mation. The guidance for public companies interim reviews is included in PCAOB 

722.  Nonpublic  companies that have their annual fi nancial statements audited also 

may choose to undergo interim reviews in accordance with Auditing Standards Board 

(ASB) standards (AICPA AU-C 930). Interim reviews under standards of the PCAOB 

and the Auditing Standards Board are both very similar to reviews performed under 

the SSARS.
As is the case with a SSARS review, a starting point for a PCAOB or ASB interim 

review is to establish an understanding with the client regarding the nature of the engage-

ment. The understanding, which preferably should be in writing, includes information on 

management’s responsibilities, the accountants’ responsibilities, and the nature of 

PCAOB and 
Auditing 
Standards 
Board Reviews 
of Interim 
Information

The difference between CPAs’ 
responsibilities when per-
forming audits and reviews 

of fi nancial statements was dramatically illustrated by the 
ZZZZ Best case. ZZZZ Best, Inc. was a company engaged in 
the business of carpet cleaning and restoring fi re- and fl ood-
damaged buildings. The company, which was founded by 
16-year-old Barry Minkow, reported operating results that 
were almost wholly fi ctitious.

In the review of the fi nancial statements of ZZZZ Best, 
the partner-in-charge of the engagement insisted upon 

observing two major restoration jobs, a fi nished job, and 
a carpet warehouse. However, Minkow and other offi cers 
of the company cleverly faked these locations. As a result, 
the observations did not result in detection of the fraud, 
and the public accounting fi rm also agreed not to make 
 follow-up contacts with the insurance companies and build-
ing owners involved. The court ruled that the accounting 
fi rm was not liable for failing to detect the misstatements of 
the fi nancial statements. The court noted that the accoun-
tants’ review report specifi cally disclaimed an opinion on 
ZZZZ Best’s fi nancial statements.

Illustrative Case Difference between 
CPAs’ Responsibilities
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reviews. An engagement letter is often used to document the understanding. A review 

includes obtaining an understanding of the client’s business and internal control, per-

forming review procedures, and communicating results.

Since PCAOB and ASB interim reviews are very similar in scope to those of SSARS 

reviews, we will not go through these engagements in detail. We simply highlight the fol-

lowing major differences:

 • PCAOB and Auditing Standards Board reviews are conducted on interim information 

of public and nonpublic companies that have had annual audits, while SSARS reviews 

are conducted on nonpublic companies that have not had an annual audit. Public com-

panies must undergo interim reviews; it is an option for nonpublic companies.

 • The most signifi cant procedural difference between a SAARS and an ASB or PCAOB 

interim review is that the latter two require that the accountant obtain a more detailed 

understanding of the company’s business and particularly its internal control. The 

understanding that is necessary for an ASB or PCAOB interim review is one that 

allows the accountants to identify types of potential material misstatements and their 

likelihood of occurrence. This understanding allows them to select appropriate proce-

dures that serve as the basis for the review.

 • The accountants ordinarily are not required to issue a review report on interim fi nan-

cial statements.5 The decision on report issuance is made by the accountant and the 

client.

 • Although the ASB interim review report is very similar to the SSARS report, the 

PCAOB report differs somewhat and is presented below.

Discuss how reviews performed 

under Statements on Standards 
for Accounting and Review Ser-
vices differ from those performed 

under the Statements on Auditing 
Standards.

LO 19-7

Compilation and Preparation of Historical Financial Statements

The public accounting profession has developed fi nancial statement compilation and 

preparation services to respond to clients that request fi nancial statement assistance. 

Because neither compilation nor preparation results in accountants providing assurance 

on the fi nancial statements, accountants performing such services need not be indepen-

dent of their client. The following two sections describe these two services: compilation 

and preparation of fi nancial statements.

Explain the accountant’s responsi-

bilities when compiling or prepar-

ing fi nancial statements.

LO 19-8

5 An exception is that a document containing the reviewed interim fi nancial information makes 
reference to the accountant’s review—in such a situation, a review report must be issued.

Report of Independent Registered Public Accounting Firm
We have reviewed the balance sheet and related statements of income, retained earnings, 

and cash fl ows of ABC Company and consolidated subsidiaries as of September 30, 20X2 and 
20X1, and for the three-month and nine-month periods then ended. These fi nancial statements 
are the responsibility of the company’s management.

We conducted our review in accordance with the standards of the Public Company Accounting 
Oversight Board. A review of interim fi nancial information consists principally of applying ana-
lytical procedures to fi nancial data and making inquiries of persons responsible for fi nancial and 
accounting matters. It is substantially less in scope than an audit conducted in accordance with gen-
erally accepted auditing standards, the objective of which is the expression of an opinion regarding 
the fi nancial statements taken as a whole. Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifi cations that should be made 
to the accompanying fi nancial statements for them to be in conformity with generally accepted 
accounting principles.

Warren & Warren LLP
Houston, TX
April 12, 20X2
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Although not required, each page of the unaudited fi nancial statements may be marked 

“See Accountants’ Compilation Report,” or “See Accountant’s Report.” The accountants’ 

report should be dated as of the completion of compilation procedures.

Accountants may issue a compilation report on one or more individual fi nancial state-

ments, without compiling a complete set of statements. Also, fi nancial statements may be 

compiled on a framework of accounting other than generally accepted accounting prin-

ciples. In this case, the basis of accounting used must be disclosed either in the statements 

or in the accountants’ report.

Departures from Generally Accepted Accounting Principles
Treatment of departures from generally accepted accounting principles parallels that for 

reviews of fi nancial statements. A departure from generally accepted accounting prin-

ciples requires the accountants to discuss the departure in a separate paragraph in the 

compilation report. If the accountant believes that modifi cation of the standard report 

is not adequate to indicate the defi ciencies in the fi nancial statements, the accountant 

should withdraw from the engagement. As is the situation with review reports, compi-

lation reports are not required to be altered in situations involving a lack of consistent 

application of generally accepted accounting principles or the existence of major uncer-

tainties (including going-concern uncertainties) that have been properly reported in the 

fi nancial statements. When that information is not properly reported in the fi nancial state-

ments, the accountants should modify the compilation report for a departure from gener-

ally accepted accounting principles.

A compilation involves assisting management in presenting fi nancial information in the 

form of fi nancial statements.6 To perform a compilation, SSARS require the accountants to 

have knowledge of the accounting principles and practices used within the client’s industry 

and a general understanding of the client’s business transactions and accounting records. 

The accountants should evaluate the client’s representations in light of this knowledge. 

At a minimum, the accountants should read the compiled statements for appropriate 

format and to identify obvious material misstatements. When performing a compilation, 

the accountants must not accept patently unreasonable information. If the client’s infor-

mation appears to be incorrect, incomplete, or otherwise unsatisfactory, the accountants 

should insist upon revised information. If the client refuses to provide revised informa-

tion, the accountants should withdraw from the engagement. Beyond these basic require-

ments, accountants have no responsibility to perform any investigative procedures to 

substantiate the client’s representations.

In a compilation report the accountants provide no assurance on the fi nancial statements. 

The following is a standard report:

Compilation 
of Financial 
Statements

6 Previous compilation standards stated that compilations are attest engagements. The current 
standards do not explicitly include that statement. 

Management is responsible for the accompanying fi nancial statements of XYZ Company, 
which comprise the balance sheet as of December 31, 20X2 and the related statements of 
income, changes in stockholder’s equity, and cash fl ows for the years then ended, and the 
related notes to the fi nancial statements in accordance with accounting principles generally 
accepted in the United States of America. We have performed a compilation engagement in 
accordance with Statements on Standards for Accounting and Review Services promulgated by 
the Accounting and Review Services Committee of the AICPA. We did not audit or review the 
fi nancial statements nor were we required to perform any procedures to verify the accuracy or 
completeness of the information provided by management. Accordingly, we do not express an 
opinion, a conclusion, nor provide any form of assurance on these fi nancial statements.

Signature (accountant or accountant’s fi rm)
City and state where accountant practices
Date (date accountant completed required procedures)
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Compilations That Omit Substantially All Disclosures
The numerous disclosures required by generally accepted accounting principles may not 

be particularly useful in the fi nancial statements of a nonpublic business, especially when 

the statements are intended for internal use by management. Therefore, a nonpublic cli-

ent may request CPAs to compile fi nancial statements that omit substantially all of the 

disclosures required by GAAP. CPAs may compile such statements, provided that the 

omission is not undertaken to mislead fi nancial statement users and clearly indicated in 

the accountants’ report. In such situations, the accountants should add the following last 

paragraph to their report:

Management has elected to omit substantially all of the disclosures required by generally 
accepted accounting principles. If the omitted disclosures were included in the fi nancial state-
ments, they might infl uence the user’s conclusions about the company’s fi nancial position, results 
of operations, and cash fl ows. Accordingly, these fi nancial statements are not designed for those 
who are not informed about such matters.

If the client wishes to include only some of the disclosures required by GAAP, 

these disclosures may be labeled “Selected Information—Substantially All Disclosures 

Required by Generally Accepted Accounting Principles Are Not Included.”

Compilations of Information in Prescribed Forms
Prescribed forms refer to standard preprinted forms designed or adopted by the institu-

tion or agency to which the form is to be submitted. An example is a bank loan applica-

tion. Since these prescribed forms often require fi nancial statement items to be presented 

on a basis other than generally accepted accounting principles, accountants compiling 

the forms indicate that the fi nancial statements are presented in accordance with the 

requirements of the regulatory body rather than GAAP. The accountants should modify 

the report to point out material departures from the requirements of the prescribed form.

Compilations When the CPAs Are Not Independent
CPAs may perform compilations even when they are not independent of the client. How-

ever, they should indicate their lack of independence by adding the following last para-

graph to their compilation report:

We are not independent with respect to XYZ Company.

The CPAs may also provide reason(s) for the lack of independence (e.g., a member of the 

audit team had a direct fi nancial interest in XYZ Company).

Accountants may be engaged to prepare fi nancial statements (or a single fi nancial state-

ment), but not perform an audit, review or compilation of those fi nancial statements.7 

Preparation of fi nancial statements involves a CPA preparing (assembling) fi nancial state-

ments from client records. The service is considered a nonattest service and it ordinarily 

does not result in issuance or an accountant’s report. When preparing fi nancial statements 

the accountants need not be independent of the client, in fact, they need not even deter-

mine whether they are independent.8

Preparation 
of Financial 
Statements

7 AR-C 70 presents the requirements for fi nancial statement preparation. That section is not 
applicable to a number of fi nancial statement related services such as maintaining schedules (e.g., 
depreciation), preparing certain adjusting entries, entering general ledger transactions, processing 
payments in an accounting software system, or drafting fi nancial statement notes. Also, its 
requirements do not apply when fi nancial statements are prepared for:

•  Submission to a taxing authority or preparation of fi nancial statements prepared.

•  Inclusion in written personal fi nancial plans.

•  Litigation services, involving pending or potential legal or regulatory proceedings.
8 This requirement differs from compilations in which a determination of independence must be 
made and a lack of independence communicated in their compilation report.
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When preparing a client’s fi nancial statements a written engagement letter (or other 

suitable form of written agreement) is required; the letter should be signed by both the 

accountant (or the accountant’s fi rm) and management. Alternatively, in certain circum-

stances it may be appropriate for other parties (e.g., those charged with governance) to 

sign the letter instead of or in addition to management. 

Accountants prepare the fi nancial statements using the client’s records, documents, 

explanations and other information provided by management. To perform the engage-

ment, the accountants should have or obtain an understanding of the fi nancial frame-

work adopted by management for preparation of the fi nancial statements (e.g., generally 

accepted accounting principles) and the signifi cant accounting policies adopted by man-

agement. If the accountants become aware that the information used in the preparation of 

the fi nancial statements is incomplete or inaccurate, they should bring the matter to the 

attention of management and obtain additional or corrected information. While this will 

ordinarily solve the problem, the accountants should withdraw from the engagement if 

management fails to provide the corrected or additional information requested. 

Each page of the fi nancial statements should include a statement indicating that (1) 

no CPA provides any assurance on them or (2) the statements have not been audited or 

reviewed, and no CPA expresses an opinion or conclusion nor provides any assurance on 

them. If the accountant is unable to include such a statement on each page of the fi nancial 

statements, a disclaimer such as the following is required to be issued and accompany the 

fi nancial statements:

* When an accountant is engaged to prepare fi nancial statements, the accountant is required to include an adequate statement on each page of the fi nancial statements 

indicating that no CPA provides any assurance on the fi nancial statements. If the accountant is unable to include an adequate statement on each page of the fi nancial state-

ments, the accountant is required to issue a disclaimer on the fi nancial statements.

FIGURE 19.3 Comparison of Financial Statement Preparation and Compilation

Issue Preparation Compilation

Source of standards? AR-C 70 AR-C 80

What is basic service being provided? Prepare fi nancial 
statements.

Prepare fi nancial 
statements.

Is the accountant required to determine if he or she is 
independent of the client?

No Yes

If the accountant is not independent, is that fact required to be 
disclosed in accountant’s report?

Not applicable Yes

Engagement letter (or equivalent) signed by management and 
accountant required?

Yes Yes

Does the engagement require an accountant’s report? No* Yes

May the fi nancial statements omit notes? Yes Yes

Departures from GAAP (or other criteria)? Withdraw from 
engagement.

Modify compilation 
report; if 
modifi cation 
is inadequate, 
withdraw from 
engagement.

The accompanying fi nancial statements of XYZ Company as of and for the year ended December 
31, 20X3, were not subjected to an audit, review, or compilation engagement by us and, 
accordingly, we do not express an opinion, a conclusion, nor provide any assurance on them.

As is the situation with compiled fi nancial statements, in some circumstances a cli-

ent may wish to issue fi nancial statements that omit many of the disclosures required by 

generally accepted accounting principles (or other basis of accounting being followed). 

In such a situation the following may be added by the disclosures that are included: 

“Selected Information—Substantially All Disclosure Required By Generally Accepted 

Accounting Principles Are Not Included.” Figure 19.3 provides a comparison of fi nancial 

statement preparation and compilation.
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Chapter 
Summary

This chapter described CPA services on historical fi nancial information other than audits 

of corporation fi nancial statements in accordance with U.S. generally accepted account-

ing principles. To summarize:

 1. Auditors sometimes are asked to provide additional assurance services after having 

conducted an audit. Regulatory requirements and debt agreements often require com-

panies to provide compliance reports prepared by their auditors, including limited 

assurance about whether the company has complied with the particular requirements. 

In letters for underwriters (comfort letters), the auditors provide limited assurance 

about various information contained in registration statements used for the sale of 

securities. Also, clients may issue summary fi nancial statements developed from 

audited fi nancial statements, and CPAs may attest as to whether they are consistent, 

in all material respects, with the audited fi nancial statements.

 2. The professional standards defi ne special-purpose fi nancial reporting frameworks 

as: (a) cash basis, (b) tax basis, (c) regulatory basis, and (d) contractual basis. CPAs 

may audit fi nancial statements following these bases and issue an audit report that 

alerts users to the basis being followed. Financial statements following a regulatory 

or contractual basis are ordinarily restricted to the use of those in the company, the 

parties to the contract or agreement, or regulatory agencies.

 3. The nature of auditors’ reporting responsibilities on fi nancial statements prepared 

using a fi nancial framework generally accepted in another country depends upon 

whether there will be use of those fi nancial statements in the United States. When the 

intended use is only outside the United States, the auditors may issue a U.S. form of 

report modifi ed as appropriate, or the standard report of the other country. When use 

is also intended in the United States, a second report is issued using a U.S. form, with 

alterations that depend upon whether a nonpublic or public company is involved.

 4. Auditors may audit and issue an opinion on single fi nancial statements and specifi c 

elements, accounts, or items of a fi nancial statement. However, they must design the 

engagement to provide appropriate suffi cient audit evidence about the subject matter 

of the audit.

 5. There are several major differences between personal fi nancial statements and those 

of other types of organizations. For example, assets and liabilities on personal fi nan-

cial statements are presented at their estimated current values and amounts. Accoun-

tants may audit, review, or compile personal fi nancial statements.

 6. Nonpublic companies that do not have annual audits may engage CPAs to review 

their annual or interim fi nancial statements under SSARS. The procedures performed 

in a review engagement consist primarily of (1) performing analytical procedures, 

(2) making inquiries of management and others within the organization, (3) perform-

ing other procedures considered necessary, and (4) obtaining representations from 

management relating to the fi nancial statements. A review report provides limited 

(negative) assurance that the fi nancial statements contain no material departures from 

GAAP. The accountants will adjust the specifi c procedures based on their knowledge 

of the client’s internal control and business.

 7. Public companies must engage CPAs to review the company’s interim fi nancial state-

ments while nonpublic companies that have annual audits may choose to do so; these 

reviews are under ASB or PCAOB standards. These interim reviews are similar in 

nature to those performed under SSARS. However, under ASB and PCAOB stan-

dards, the auditors must obtain an understanding of client internal control.

 8. In fi nancial statement compilation and preparation engagements accountants pro-

vide no assurance with respect to the fi nancial statements. Neither form of associa-

tion requires accountant independence. A compilation results in an accountant’s 

report with no assurance. Financial statement preparation ordinarily results in no 

accountant’s report, unless the fi nancial statements do not make clear that accoun-

tants are providing no assurance.
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Comfort letter (739) A letter issued by the independent auditors to the underwriters of securities 

registered with the SEC under the Securities Act of 1933. Comfort letters deal with such matters as the 

auditors’ independence and the compliance of unaudited data with requirements of the SEC.

Compilation (747) An accounting service with the objective of assisting management in presenting 

fi nancial information in the form of fi nancial statements without obtaining or providing any assurance 

on those statements.  

Financial reporting framework (740) A set of criteria used to determine measurement, recognition, 

presentation, and disclosure of all material items appearing in the fi nancial statements. Financial 

reporting frameworks may be general-purpose fi nancial reporting frameworks or special-purpose 

fi nancial reporting frameworks.

General-purpose fi nancial reporting frameworks (740) Financial reporting frameworks designed to 

meet the common fi nancial information needs of a wide range of users. Examples of general-purpose 

fi nancial reporting frameworks are accounting principles generally accepted in the United States of America 

and International Financial Reporting Standards issued by the International Accounting Standards Board.

Limited assurance (negative assurance) (747) The level of assurance provided by CPAs who review 

historical fi nancial statements.

Negative assurance (747) An assertion by CPAs that after applying limited investigative techniques 

to certain information, they are not aware of the need to modify the presentation of the information. 

Negative assurance is equivalent to limited assurance.

Nonissuer (746) A company whose securities are not registered under requirements of the Securities 

and Exchange Commission; ordinarily, a “nonissuer” is a nonpublic company. This is in contrast to an 

issuer, a company whose securities are registered under the requirements of the Securities and Exchange 

Commission.

Nonpublic company (751) A company other than one whose securities are traded on a public market 

or one that makes a fi ling with a regulatory agency in preparation for the sale of securities on a public 

market.

Preparation of fi nancial statements) (754) An accounting service that involves a CPA preparing 

(assembling) fi nancial statements from client records. No assurance is provided and, ordinarily, no 

accountant’s report is issued.

Public company (issuers) (751) A company whose stock is traded on a public market or a company 

in the process of registering its stock for public sale.

Review of fi nancial statements (747) A form of attestation based on inquiry and analytical procedures 

applied for the purpose of expressing limited assurance that historical fi nancial statements are presented 

in accordance with generally accepted accounting principles or some other appropriate basis.

Special-purpose fi nancial reporting frameworks (740) Financial reporting frameworks other than 

GAAP, which are one of the following bases of accounting: cash basis, tax basis, regulatory basis, and 

contractual basis. Common special-purpose fi nancial reporting frameworks include:

Cash basis. The cash receipts and disbursements basis of accounting, and modifi cations of the cash 

basis having substantial support, such as recording depreciation on fi xed assets or accruing income 

taxes.

Tax basis. The basis of accounting that the entity uses or expects to use to fi le its income tax return 

for the period covered by the fi nancial statements.

Regulatory basis. A basis of accounting in accordance with the requirements or fi nancial 

reporting provisions of a regulatory agency to whose jurisdiction the entity is subject. An example 

is a basis of accounting that insurance companies use pursuant to the rules of a state insurance 

commission.

Contractual basis. A basis of accounting in accordance with an agreement between the entity and 

one or more third parties other than the auditors.

Summary fi nancial statements (condensed fi nancial statements) (740) Historical fi nancial 

information that is derived from the fi nancial statements but contains less detail, while still providing a 

structured representation consistent with the fi nancial statements.

Key Terms 
Introduced or 
Emphasized in 
Chapter 19



758 Chapter Nineteen

 19–1. Evaluate this statement: “All companies should be audited annually.”

 19–2. Evaluate this statement: “Auditors perform attestation services and accountants perform 

accounting services.”

 19–3. In communications with clients, should CPAs refer to themselves as auditors or as accoun-

tants? Explain.

 19–4. Can auditors express an unmodifi ed opinion on fi nancial statements that are not presented on 

the basis of generally accepted accounting principles? Explain.

 19–5. Provide four types of special-purpose fi nancial reporting frameworks.

 19–6. Comment on the following: “Because of the nature of the frameworks the clients use, audits 

of special-purpose fi nancial reporting frameworks result in an audit report that is restricted for 

use by those within the entity.”

 19–7. A client has prepared fi nancial statements using a fi nancial reporting framework generally 

accepted in another country. The statements are intended only to be used in that country. 

Describe the auditor’s reporting options.

 19–8. Jane Wilson has prepared personal fi nancial statements in which her assets are valued at her 

historical cost, less appropriate depreciation. Is this presentation in conformity with generally 

accepted accounting principles? Can a public accounting fi rm audit these statements and issue 

a standard unmodifi ed opinion?

 19–9. What are the general types of procedures performed during a review of the quarterly fi nancial 

statements of a company that has audits of its annual fi nancial statement?

 19–10. Describe a unique reporting aspect about the CPAs’ required review of the quarterly fi nancial 

statements of public companies.

 19–11. How do CPAs of public companies assist audit committees in performing their oversight func-

tion with respect to quarterly fi nancial statements?

 19–12. What types of services may be performed by CPAs with respect to the fi nancial statements of 

nonpublic companies?

 19–13. How does a review of the fi nancial statements of a nonpublic company differ from an audit?

 19–14. What are the types of procedures performed during the review of the fi nancial statements of a 

nonpublic company?

 19–15. Are engagement letters needed for accounting and review services? Explain.

 19–16. What is the purpose of a comfort letter? Discuss.

 19–17. What form of opinion will the auditors normally issue with respect to summary fi nancial 
statements that the client has developed from the audited fi nancial statements?

 19–18. What procedures are required when a CPA performs a compilation of fi nancial statements?

 19–19. Can the CPAs report on a nonpublic client’s fi nancial statements that omit substantially all 

disclosures required by generally accepted accounting principles? Explain.

 19–20. What should the accountants do if they discover that the fi nancial statements they are compil-

ing contain a material departure from generally accepted accounting principles?

 19–21. When a CPA has prepared a client’s fi nancial statements how is the fact that no assurance is 

provided indicated?

 19–22. Assume that a public accounting fi rm is reviewing the fi nancial statements of a nonpublic com-

pany and discovers that the fi rm is not independent. What options are available to the fi rm?

Questions 
Requiring 
Analysis

 19–23. You have been asked by Ambassador Hardware Co., a small nonpublic company, to submit 

a proposal for the audit of the company. After performing an investigation of the company, 

including its management and accounting system, you advise the president of Ambassador 

that the audit fee will be approximately $20,000. Ambassador’s president was somewhat sur-

prised at the fee, and after discussions with members of the board of directors, he concluded 

that the company could not afford an audit at this time.

 a. Discuss management’s alternatives to having their company’s fi nancial statements audited 

in accordance with generally accepted auditing standards.

LO 19-6, 8

Required:

Review 
Questions
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 b. What should Ambassador’s management consider when selecting the type of service that 

you should provide? Explain.

 19–24. Schmich and Schmich, CPAs in Minneapolis, Minnesota, has completed the audit of XYM 

Co. for the year ended December 31, 20X1. The fi nancial statements for this nonpublic client 

are prepared following the cash basis of accounting.

Note 7 to the fi nancial statements refers to an uncertainty due to material litigation against 

XYM related to an employee’s charges of age discrimination that the employee believes result 

in his inability to secure a promotion.

Schmich and Schmich has determined that an unmodifi ed opinion is appropriate, although 

the uncertainty should be referred to in the audit report.

Draft the opinion, basis of accounting, and emphasis-of-matter paragraphs of the audit 

report.

 19–25. Occasionally, public accounting fi rms are engaged to report on specifi ed elements, accounts, 

and items of fi nancial statements.

 a. Discuss three types of reports that may be provided for specifi ed elements, accounts, and 

items of fi nancial statements.

 b. Why should reports on the application of agreed-upon procedures to information be 

restricted to specifi ed users?

 19–26. You have been engaged by the management of Pippin, Inc., a nonpublic company, to review 

the company’s fi nancial statements for the year ended December 31, 20XX. To prepare for the 

engagement, you consult the Statements on Standards for Accounting and Review Services.

 a. Discuss the procedures required for the performance of a review of fi nancial statements.

 b. Explain the content of the report on a review of fi nancial statements.

 c. Discuss your responsibilities if you fi nd that the fi nancial statements contain a material 

departure from generally accepted accounting principles.

 19–27. In connection with a public offering of fi rst-mortgage bonds by Guizzetti Corporation, 

the bond underwriter has asked Guizzetti’s CPAs to furnish it with a comfort letter giving 

as much assurance as possible on Guizzetti’s unaudited fi nancial statements for the three 

months ended March 31. The CPAs had expressed an unqualifi ed opinion on Guizzetti’s fi nan-

cial statements for the year ended December 31, the preceding year; they also performed 

a review of Guizzetti’s fi nancial statements for the three months ended March 31. Nothing 

has come to their attention that would indicate that the March 31 statements are not properly 

presented.

 a. Explain what can be stated about the unaudited fi nancial statements in the letter.

 b. Discuss other matters that are typically included in comfort letters.

 19–28. Andrew Wilson, CPA, has assembled the fi nancial statements of Texas Mirror Co., a small 

nonpublic company. He has not performed an audit of the fi nancial statements in accordance 

with generally accepted auditing standards. Wilson is confused about the standards applicable 

to this type of engagement.

 a. Explain where Wilson should look for guidance concerning this engagement.

 b. Explain Wilson’s responsibilities with respect to a preparation of these fi nancial statements.

LO 19-2

Required:

LO 19-4

Required:

LO 19-6

Required:

LO 19-1

Required:

LO 19-8

Required:

Objective 
Questions

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

 19–29. Multiple Choice Questions

  Select the best answer for each of the following and explain fully the reason for your selection.

 a. Which of the following is not typically performed when the auditors are performing a 

review of client fi nancial statements?

 (1) Analytical procedures applied to fi nancial data.

 (2) Inquiries about signifi cant subsequent events.

 (3) Confi rmation of accounts receivable.

 (4) Obtaining an understanding of accounting principles followed in the client’s industry.

LO 19-6
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 b. Which of the following must be obtained in a review of a nonpublic company?

 Engagement Letter Representation Letter 

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 c. A CPA who is not independent may perform which of the following services for a non-

public company?

 Compilation Review 

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 d. When performing a review of a nonpublic company, which is least likely to be included in 

auditor inquiries of management members with responsibility for fi nancial and accounting 

matters?

 (1) Subsequent events.

 (2) Signifi cant journal entries and other adjustments.

 (3) Communications with related parties.

 (4) Unusual or complex situations affecting the fi nancial statements.

 e. The proper report by an auditor relating to summarized fi nancial statements includes:

 (1) A statement about the type of opinion expressed in the prior year.

 (2) An adverse opinion.

 (3) An opinion on whether the summarized information is fairly stated in all material 

respects in relation to the basic fi nancial statements.

 (4) No assurance on the information.

 f. Concerning interim quarterly fi nancial statements, management of public companies:

 (1) Must engage CPAs to audit the statements.

 (2) Must engage CPAs to review the statements.

 (3) May choose to engage CPAs to review the statements.

 (4) May not engage CPAs to become associated with the statements.

 g. A proper compilation report on fi nancial statements that omit note disclosures:

 (1) Includes an adverse opinion.

 (2) Includes a disclaimer of opinion on the accuracy of such note disclosures.

 (3) Indicates that management has omitted such information.

 (4) Indicates that note disclosures are not necessary for those not informed about such 

matters.

 h. Which of the following forms of accountant association is least likely to result in issuance 

of an accountant’s report on fi nancial statements or fi nancial information?

 (1) Compilation.

 (2) Review.

 (3) Preparation.

 (4) Agreed-upon procedures.

 i. Which assertion is generally most diffi cult to attest to with respect to personal fi nancial 

statements?

 (1) Existence and occurrence.

LO 19-6

LO 19-6, 8

LO 19-6

LO 19-4

LO 19-7

LO 19-8

LO 19-1, 6, 8

LO 19-5
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 (2) Rights and obligations.

 (3) Completeness.

 (4) Valuation.

 j. Financial statements prepared following which of the following are most likely to be con-

sidered a special-purpose fi nancial reporting framework?

 (1) Generally accepted accounting principles.

 (2) International Financial Reporting Standards.

 (3) Financial reporting standards of a foreign nation.

 (4) The cash basis of accounting.

 k. In which of the following reports should a CPA not express negative (limited) assurance?

 (1) A standard compilation report on fi nancial statements of a nonpublic entity.

 (2) A standard review report on interim fi nancial statements of a public entity.

 (3) A standard review report on fi nancial statements of a nonpublic entity.

 (4) A comfort letter on fi nancial information included in a registration statement fi led 

with the Securities and Exchange Commission.

 l. Comfort letters to underwriters are normally signed by the:

 (1) Independent auditor.

 (2) Underwriter.

 (3) Client’s lawyer.

 (4) Chief executive offi cer.

 19–30. The following statements relate to auditor reporting on fi nancial statements prepared using 

special-purpose fi nancial reporting frameworks. For each, indicate whether the statement is 

correct or incorrect.

Statement Correct Incorrect

1.  A special-purpose fi nancial reporting framework is any framework other than GAAP.

2.  Some, but not all, special-purpose frameworks require an indication that the fi nancial 
statements are intended solely for certain specifi ed users. 

3.  An audit report on fi nancial statements that are prepared using a special-purpose 
framework must include an emphasis-of-matter paragraph alerting users that the 
fi nancial statements were prepared in accordance with the framework.

4.  An audit report on fi nancial statements that are prepared using a special-purpose 
framework must in all circumstances include a description of the purposes for which the 
statements are prepared.

5.  An audit opinion on fi nancial statements that use a special- purpose framework may be 
unmodifi ed.

6.  The Attestation Standards, not the Statements on Auditing Standards apply to 
engagements involving special purpose frameworks. 

7.  If a regulatory agency requires a particular layout for the audit report, the auditor may be able 
to use that layout rather than the suggested report included in the Professional Standards.

8.  An audit report on fi nancial statements that are prepared using a special-purpose 
framework will indicate that the audit was conducted in accordance with the special-
purpose fi nancial reporting framework auditing standards.

 19–31. Bill Jones, the president of AMTO, a nonpublic audit client of your fi rm, has come to you and 

indicated that his company established a subsidiary in the country of Laos this year and that he 

wants your fi rm to issue an audit report on that subsidiary for use in Laos for various purposes. 

The fi nancial statements should follow Laotian generally accepted principles. Answer the fol-

lowing questions relating to this situation.

LO 19-2

LO 19-6, 8 

LO 19-1

LO 19-2

LO 19-3
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Question Yes No

1.  Is this considered an audit of fi nancial statements using a special-purpose fi nancial reporting 
framework?

2.  In performing the audit, must your fi rm consider GAAS to the extent the standards are appropriate?

3.  If the fi nancial statements are intended for use only outside the United States, must an audit 
report include an opinion on whether U.S. GAAP are followed?

4.  If the resulting audit report will be used extensively both in the United States and in Laos, must 
the report include an opinion on whether U.S. GAAP are followed?

5.  If Laotian generally accepted auditing standards do not require the Laotian form of audit 
report, may your fi rm use the U.S. report form and modify it as necessary?

6.  If Laotian generally accepted auditing standards do not require the Laotian form of audit 
report, may your fi rm use the Laotian report form?

7.  Must a paragraph be added to the report indicating that the fi nancial statements are intended 
solely for certain specifi ed users?

 19–32. State whether you agree or disagree with each of the following relating to the topic of special-

purpose fi nancial reporting frameworks.

 a. International Financial Reporting Standards are considered a special-purpose fi nancial 

reporting framework.

 b. Cash basis fi nancial statements are considered as having been prepared following a special-

purpose fi nancial reporting framework, and their use should be restricted to specifi ed users.

 c. Financial statements prepared following a contractual basis are considered as having been 

prepared following a special-purpose fi nancial reporting framework, and their use should 

be restricted to specifi ed users.

 d. An emphasis-of-matter paragraph should be added to a cash basis set of fi nancial state-

ments indicating that the framework is other than GAAP.

 e. When fi nancial statements are prepared following a contractual basis, the auditors must 

obtain an understanding of signifi cant management interpretations of the contract.

 19–33. Simulation

  Indicate whether a CPA may provide each of the following services, and whether indepen-

dence is required, by placing a check in the appropriate box.

Service

May Provide; 
Independence 

Is Required

May Provide; 
Independence 

Is Not Required May Not Provide

 a.  Provide an opinion on whether fi nancial 
statements are prepared following the cash basis 
of accounting.

 b.  Compile the fi nancial statements for the past year 
and issue a publicly available report.

 c.  Apply certain agreed-upon procedures to accounts 
receivable for purposes of obtaining a loan, and 
express a summary of fi ndings relating to those 
procedures.

 d.  Review quarterly information and issue a report 
that includes limited assurance.

 e.  Perform an audit of the fi nancial statements on 
whether they are prepared following generally 
accepted accounting principles.

 f. Prepare the fi nancial statements for the past year.

LO 19-2
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  19–34. Simulation

  Auditors who audit public and nonpublic companies must be familiar with professional stan-

dards developed by a variety of sources. For each of the types of services below, indicate the 

proper source of professional requirements. Each source may be used once, more than once, 

or not at all.

Service Source of Standards

 a.  An annual review of the fi nancial statements of a nonpublic company.
 b.  A quarterly review of the fi nancial statements of a nonpublic company 

that has an annual audit.
 c.  A quarterly review of the fi nancial statements of a public company that 

has an annual audit.
 d.  An audit of the fi nancial statements of a nonpublic company.
 e.  A compilation of the fi nancial statements of a nonpublic company.
 f.  A quarterly review of the fi nancial statements of a nonpublic company 

that annually has a review of its fi nancial statements. (Note: The 
question is on the quarterly review.)

 g.  A letter to an underwriter of a public company.
 h.  A report on summary fi nancial statements of a nonpublic company.
 i.  An audit of a public company.

1.  Accounting and Review Services 
Committee Statements on 
Standards for Accounting and 
Review Services

2.  Auditing Standards Board 
Statements on Auditing Standards

3.  PCAOB Auditing Standards

LO 19-1, 4, 6, 7, 8

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

 19–35. Jiffy Clerical Services is a company that furnishes temporary offi ce help to its customers. The 

company maintains its accounting records on a basis of cash receipts and cash disbursements. 

You have audited the company for the year ended December 31, 20X4, and have concluded 

that the company’s fi nancial statements represent a fair presentation on that basis.

a. Draft the unqualifi ed auditors’ report you would issue covering the fi nancial statements 

(a statement of assets and liabilities and the related statement of revenue collected and 

expenses paid) for the year ended December 31, 20X4.

 b. Briefl y discuss and justify your modifi cations of the conventional standard auditors’ report 

on GAAP fi nancial statements.

 19–36. Loman, CPA, who has audited the fi nancial statements of the Broadwall Corporation, a pub-

licly held company, for the year ended December 31, 20X6, was asked to perform a review of 

the fi nancial statements of Broadwall Corporation for the period ending March 31, 20X7. The 

engagement letter stated that a review does not provide a basis for the expression of an opinion.

a. Explain why Loman’s review will not provide a basis for the expression of an opinion.

 b. What are the review procedures Loman should perform, and what is the purpose of each 

procedure? Structure your response as follows:

 Procedure Purpose of Procedure

 

(AICPA, adapted)

In-Class 
Team Case
 19–37. Webstar, a nonpublic company, is owned by Ben Williams and three of his friends. Previously 

the company’s fi nancing has been internally generated, with limited equity contributions by 

the owners. The company has not been audited in the past, and Williams has said to you that 

while he generally understands the nature of an audit, he would like to discuss services other 

than an audit. Specifi cally, he read a brief article in a management journal which described 

reviews, compilations, fi nancial statements prepared following another comprehensive basis 

of accounting (other than generally accepted accounting principles), and auditing specifi ed 

elements of fi nancial statements. Among his questions are the following:

 a. Review of fi nancial statements:

  (1)  Is the review form of association available for Webstar’s fi nancial statements?

  (2)  What procedures are typically included in a review?

LO 19-2, 4, 6, 8
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  (3)  What type of assurance is included in a review report?

  (4)  What will result in modifi cation of a review report?

  (5)  Williams says that he heard something about there being a requirement that every 

company obtain a review of its fi nancial statements. He has been concerned, since he 

never has had this done. What’s the story with this?

 b. Compilation of fi nancial statements:

  (1) Is the compilation form of association available?

  (2) What procedures are typically included in a compilation?

  (3) If a compilation is performed, must a compilation report be issued?

  (4) What type of assurance would be provided in a compilation report?

  (5) What will result in modifi cation of a compilation report?

 c. Financial statements: Williams says he isn’t sure he wants to prepare fi nancial statements 

following GAAP. He says he needs only statements based on the income tax method he 

uses to fi le his income taxes.

  (1) Are you able to issue an audit report based on the income tax basis?

  (2) What type of report is this?

  (3) How will the report issued differ from that of a GAAP audit?

 d. Auditing a small portion of fi nancial statements: Williams has given some thought to hav-

ing an audit of just his company’s revenues for the year and receivables at year-end.

  (1) May you perform an audit of only these two accounts?

  (2) What types of engagements are possible here?

  (3) What type of assurance will be provided in these reports?

Draft brief answers to each of the above questions.Required:

Research 
and Discussion 
Case

 19–38. You are a young CPA just starting your own practice in Hollywood, California, after fi ve 

years’ experience with a “Big 4” fi rm. You have several connections in the entertainment 

industry and hope to develop a practice rendering income tax, auditing, and accounting ser-

vices to celebrities and other wealthy clients.

One of your fi rst engagements is arranged by John Forbes, a long-established business 

manager for a number of celebrities and a personal friend of yours. You are engaged to 

audit the personal statement of fi nancial condition (balance sheet) of Dallas McBain, one of 

Forbes’s clients. McBain is a popular rock star, with a net worth of approximately $100 mil-

lion. However, the star also has a reputation as an extreme recluse who is never seen in public 

except at performances.

Forbes handles all of McBain’s business affairs, and all your communications with McBain 

are through Forbes. You have never met McBain personally and have no means of contacting 

the star directly. All of McBain’s business records are maintained at Forbes’s offi ce. Forbes 

also issues checks for many of McBain’s personal expenses, using a check-signing machine 

and a facsimile plate of McBain’s signature.

During the audit, you notice that during the year numerous checks totaling approximately 

$500,000 have been issued payable to Cash. In addition, the proceeds of a $250,000 sale of 

marketable securities were never deposited in any of McBain’s bank accounts. In the account-

ing records, all of these amounts have been charged to the account entitled “Personal Living 

Expenses.” There is no further documentation of these disbursements.

When you bring these items to Forbes’s attention, he explains that celebrities such as 

McBain often spend a lot of cash supporting various “hangers-on,” whom they don’t want 

identifi ed by name. He also states, “Off the record, some of these people also have some very 

expensive habits.” He points out, however, that you are auditing only the statement of assets 

and liabilities, not McBain’s revenue or expenses. Furthermore, the amount of these transac-

tions is not material in relation to McBain’s net worth.

 a. Discuss whether the undocumented disbursements and the missing securities’ proceeds 

should be of concern to you in a balance sheet–only audit.

 b. Identify the various courses of action that you might at least consider under these circum-

stances. Explain briefl y the arguments supporting each course of action.

LO 19-5
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 c. Explain what you would do and justify your decision.

 d. Assume that you are a long-established CPA, independently wealthy, and that the McBain 

account represents less than 5 percent of the annual revenue of your practice. Would this 

change in circumstances affect your conclusion in part (c)? Discuss.

Supplementary References

This textbook, discussion of 1136 Tenants Corporation case, pp. 121–122; “Audit of Partnerships and 

Sole Proprietorships,” p. 613; and “Audits of Personal Financial Statements,” p. 736.

AICPA, Personal Financial Statements Guide (New York, 2009). AICPA AU-C 265, “Communicating 

Internal Control Related Matters Identifi ed in an Audit.”



CHAPTER

To this point, we have focused primarily on services involving historical fi nancial 

information, but CPAs are often asked to provide a wide range of other assurance ser-

vices. In this chapter, we fi rst focus on the broad concept of assurance services. Next, 

we address the attestation standards, which apply to a majority of the new assurance 

services. Finally, we provide a detailed description of a number of existing and devel-

oping services.

Assurance Services

Assurance services provided by CPAs are professional 

services that are meant to improve the quality of informa-

tion or its context for decision makers and other users.1

The AICPA’s Assurance Standards Executive Committee 

seeks to (1) identify and prioritize emerging trends and 

market needs for assurance in areas not covered by other authoritative standards, and 

(2) develop related assurance methodology guidance and tools as needed. As such the 

Committee is involved with developing assurance services that are meant to assure the 

quality, relevance, and usefulness of information or its context for decision makers and 

other users.

As discussed in Chapter 1, assurance services go beyond attestation services. 

 Figure 20.1 illustrates that while assurance services encompass audits of fi nancial 

statements and all other attestation services, the concept also includes additional 

services. Assurance services may involve analyzing data or putting them in a form 

to facilitate decision making. For example, CPAs may collect information that is 

generally considered to be relevant to a particular decision and synthesize it for the 

user. CPAs may also provide assurance that the user has a complete set of informa-

tion with which to make a decision. In an assurance engagement, a report may or 

may not be issued and, if one is issued, it could be in oral, symbolic, or any other 

appropriate form.

Attestation services are defi ned in the attestation standards (AT 101.01) as being 

engagements to issue an examination, review, or agreed-upon procedures report on the 

subject matter or an assertion about the subject matter that is the responsibility of another 

party.2 In an attest engagement, the practitioner must evaluate the subject  matter of the 

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 20-1                 Describe the differ-
ences among assurance 
services, attestation 
services, and audits.

 LO 20-2                 Explain the applicabil-
ity of the attestation 
standards.

 LO 20-3                 Describe the nature of 
attestation engage-
ments, including 
examinations, reviews, 
and agreed-upon pro-
cedures engagements.

 LO 20-4                 Describe the funda-
mental attributes of 
attestation services for 
prospective fi nancial 
statements.

 LO 20-5                 Describe the funda-
mental attributes of 
attestation services for 
management discus-
sion and analysis.

 LO 20-6                 Describe the nature of 
Trust Services.

 LO 20-7                 Describe the nature of 
PrimePlus/ElderCare 
services.

 LO 20-8                 List several developing 
assurance services.

20 Additional Assurance 
Services: Other Information

1 CPAs are not alone in the role of providing assurance. Although a wide variety of examples 
are possible, consider information available on a wide variety of products from Consumers 
Union (www.consumerreports.org), automobile reliability provided by organizations such as 
Edmunds, Inc. (e.g., www.edmunds.com), and restaurant quality from Zagat Survey (www.zagat.
com). Also, because of the wide variety of assurance services provided that are discussed in this 
chapter, we use either CPA or practitioner rather than auditor throughout this chapter.
2 The AICPA Code of Professional Conduct (ET 92.01) defi nes attestation services more generally 
as “engagements that require independence as defi ned in the AICPA Professional Standards.”

Describe the differences among 

assurance services, attestation ser-

vices, and audits.

LO 20-1
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3 Recall that fi nancial statements are prepared following an appropriate fi nancial reporting 
 framework. “Suitable criteria” is the generalization of that term to include information other 
than fi nancial statements.

FIGURE 20.1 The Relationship between Assurance Services and Attestation Services

engagement against suitable criteria.3 Figure 20.2 summarizes selected characteristics 

of the various types of assurance engagements.

The demand for new types of assurance services developed as a natural extension of the 

audit function. Management realized that contracting costs could be reduced in many situ-

ations by providing investors, creditors, customers, and others transacting with the com-

pany access to information that is certifi ed as to its reliability. As with an audit, these 

new assurance services reduce information risk for the outside parties and thus enable the 

company to contract at more favorable terms.

Much of the demand for other assurance services arises from developments in infor-

mation technology, which have signifi cantly changed the expectations of information 

The Demand 
for Assurance 
Services

Assurance Services

Attestation Services

Historical Financial Statements

(audits and reviews) and
various related services

•  Various agreed-upon
  procedures engagements
•  Compliance with laws and 
  regulations
•  Prospective financial
  information
•  Internal control
•  Trust services
•  Others

Other Attestation Engagements

•  PrimePlus/ElderCare
•  Others

Assurance Services That Are Not 
Attestation Services

A wide variety of assurance ser-
vices are currently being per-
formed by accounting fi rms. 

In a survey of 21 large- and medium-sized CPA fi rms, the 
Special Committee on Assurance Services identifi ed over 275 
types of assurance services. A few examples will provide an 

identifi cation of the breadth of the subject matter of these 
engagements: (a) customer satisfaction, (b) investment per-
formance, (c) software functionality, (d) effectiveness of risk 
management, (e) clinical results of in-vitro fertilization, and 
(f) the distance that golf balls travel.

Illustrative Case Types of Assurance Services
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Assurance Services

Assurance Services That Are Attestation Services

Historical Financial 
Statement–Related 

Information
Other Attestation 

Engagements Other Assurance Services

Primary Source 
of Standards

Auditing standards
Review standards 

(SSARS)

Attestation standards General performance 
standards of AICPA 
Code of Professional 
Conduct (Rule 201)

Nature Providing assurance 
on the reliability 
of historical 
fi nancial statement 
information

Providing assurance on 
the reliability of subject 
matter, or an assertion 
about subject matter, 
that is the responsibility 
of another party (other 
than historical fi nancial 
information)

Independent professional 
services that assure 
the quality, relevance, 
and usefulness of 
information or its 
context

Primary Forms 
of Engagements

Audits
Reviews
Agreed-upon 

procedures

Examinations
Reviews
Agreed-upon procedures

No specifi c forms have 
been developed; 
intended to be fl exible

Form of Report Written Written Any reasonable form of 
communication

Type of 
Conclusion

Reliability of 
information

Reliability of information May be reliability of 
information, but 
may address broader 
concept such as 
relevance to a decision

Is Independence 
Required?

Yes Yes Yes

FIGURE 20.2 Selected Characteristics of Assurance Services

users. The fact that users can now instantaneously access a broad range of online infor-

mation customized to their needs certainly has current and expected future implications 

for CPAs. Decision makers demand timely assurance about a wide range of fi nancial and 

nonfi nancial information. In addition, CPAs are using their expertise to place information 

in formats that improve decision making.

To date, a number of assurance services have been developed. Many of these new 

services are performed currently in accordance with the Statements on Standards for 
Attestation Services; an example, discussed later in this chapter, is Trust Services. Other 

products are being developed involving services that, at least portions of which, are not 

encompassed by those statements, including PrimePlus/ElderCare and XBRL.

Attestation Standards

Attestation standards, presented in Codifi cation of the Statements on Standards for Attesta-
tion Engagements, apply to engagements in which practitioners are engaged to issue or do 

issue an examination, a review, or an agreed-upon procedures report on subject matter, or 

an assertion about subject matter, that is the responsibility of another party. It is important 

to distinguish between the subject matter and the assertion about the subject matter. The 

subject matter of an attestation engagement may take many forms, including:

 • Historical or prospective performance or condition (e.g., historical prospective fi nan-

cial information, performance measurements, and backlog data).

 • Physical characteristics (e.g., narrative descriptions, square footage of facilities).

Explain the applicability of the 

attestation standards.

LO 20-2
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 • Historical events (e.g., price of a market basket of goods on a certain date).

 • Analyses (e.g., break-even analyses).

 • Systems or processes (e.g., internal control).

 • Behavior (e.g., corporate governance, compliance with laws and regulations, and 

human resource practices).

Generally, practitioners may attest to this subject matter at a point in time or for a period 

of time.

An assertion is a declaration about whether the subject matter is presented in accor-

dance with certain criteria. To perform an attestation engagement, the practitioners gen-

erally must obtain an appropriate assertion from the party responsible for the subject 

matter. For example, in an engagement on a company’s internal control over fi nancial 

reporting, management (the responsible party) might assert that the company has main-

tained effective internal control.

While the practitioners generally must obtain an appropriate assertion about the sub-

ject matter, they ordinarily may report on either the subject matter itself, or on an asser-
tion about the subject matter. Using investment returns as an example, when reporting 

on the subject matter, the practitioner’s opinion would include assurance directly on the 

related schedule. Alternatively, when reporting on the assertion, the practitioner’s opin-

ion would provide assurance on whether that assertion is properly stated. The following 

exhibit presents the two methods of reporting.4

Reporting on Subject Matter Reporting on Assertion

In our opinion, the schedule presents fairly 
in all material respects the investment 
returns of XYZ Company for the year 
ended December 31, 20XX, based on the 
criteria set forth in Note 1.

In our opinion, XYZ Company’s assertion 
that the schedule presents the investment 
returns of XYZ Company for the year 
ended December 31, 20XX, based on the 
criteria set forth in Note 1, is fairly stated, 
in all material respects.

If the practitioners are reporting on an assertion about the subject matter, the assertion 

is presented with the subject matter or in the practitioners’ report. If the practitioners are 

reporting directly on the subject matter, the assertion normally is included only in a rep-

resentation letter that the practitioners obtain from the responsible party.

There is an exception to the option of reporting directly upon the subject matter or 

on management’s assertion. When the examination reveals material departures from the 

suitable criteria, to most effectively communicate with the reader of the report, the practi-

tioner should report directly upon the subject matter, and not on the assertion.

Criteria are standards or benchmarks that are used to evaluate the subject matter of the 

engagement. Criteria are important in reporting the practitioners’ conclusion to the users 

because they convey the basis on which the conclusion was formed. Without this frame 

of reference, the practitioners’ report is subject to misinterpretation. For example, gen-

erally accepted accounting principles are ordinarily used as the frame of reference—the 

criteria—to evaluate fi nancial statements.

In most areas, however, the criteria are not as well established as are generally 

accepted accounting principles. Accordingly, a practitioner must evaluate the criteria 

being followed. As indicated in the third general standard, the criteria used in an attesta-

tion engagement must be suitable and available to the users.

Suitable Criteria
Suitable criteria are those that are objective and permit reasonably consistent mea-
surements. In addition, the criteria must be suffi ciently complete such that no relevant 

The Criteria

4 These options are only available for reporting on a nonpublic (nonissuer) client. As indicated in 
Chapter 18, public company internal control reports are on the subject matter.
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factors are omitted that would affect a conclusion about the subject matter. Finally, 

the criteria must measure some characteristic of the subject matter that is relevant to a 

user’s decision.

Criteria are ordinarily suitable if they are developed by regulatory agencies or other 

bodies composed of experts that use due process, including exposing the proposed criteria 

for public comment. For example, the Committee of Sponsoring Organizations (COSO), 

discussed in Chapter 7, is an organization that followed due process in the development 

of its control criteria pertaining to internal control. Figure 20.3 illustrates the relation-

ships among the responsible party, suitable criteria, subject matter, the written assertion, 

and the CPA’s report.

Criteria developed by management or industry groups without due process may be 

suitable, but the practitioner should carefully evaluate them in relation to the charac-

teristics described in the previous two paragraphs. Criteria that are overly subjective 

should not be used in an attestation engagement. For example, an assertion that a par-

ticular software product is the best on the market is too subjective for an attestation 

engagement. There are no generally accepted criteria for what constitutes the best soft-

ware product.

Some criteria for evaluating subject matter may be suitable only for those who estab-

lished them (referred to as specifi ed parties). As such, they are not suitable for general 
use. For example, criteria developed based on a lengthy, involved contract between two 

parties might result in a report whose use is restricted to the two parties. In such  situations, 

the attestation report should be restricted to the use of the specifi ed parties.

Available Criteria
In addition to meeting the requirement that they be suitable, the criteria also must be 

available to users. This requirement of availability has two parts in that, not only must 

the criteria be available, but they also must be understandable to users. The criteria may 

be made available and understandable to the users in a variety of ways. If the criteria 

were developed by a regulatory agency or an expert body using due process, it is likely 

that they are publicly available to users; it ordinarily is presumed that such criteria are 

understandable.

Alternatively, the criteria may be made available to the users in the presentation of 

the subject matter, in the assertion, or in the practitioners’ report. Making the criteria 

available in one of these manners is particularly important when there is no “generally 

FIGURE 20.3
Illustration of 
Relationships among 
Terms Used in 
Attestation Engagements

CPA
(issues a report on the

subject matter, the written
assertion, or both)

Responsible Party
(usually management)

States that subject
matter follows
suitable criteria

Uses suitable
criteria to

prepare

Subject
Matter

Written
Assertion
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accepted” way of evaluating the related subject matter. Take for example the subject mat-

ter of customer satisfaction. There are a number of possible measures of customer sat-

isfaction, including customer opinion, rate of customer referral, rate of return customer 

sales, and increase in dollar amount of sales to existing customers. Particular criteria 

might employ one or more of these or other customer satisfaction measures. If the prac-

titioner found the criteria being followed to be suitable, the presentation of the subject 

matter on customer satisfaction would most likely include the criteria describing the way 

in which customer satisfaction was defi ned and measured.

When criteria are available only to certain users, the practitioners’ report should be 

restricted to those specifi ed parties. Here again a contract between two parties provides 

a good illustration. In the preceding section on suitable criteria, we suggested that the 

provisions of a contract may not be suitable for those who are not a party to the con-

tract. Therefore, we fi nd that the report on the provisions is generally restricted. These 

situations often have in common the fact that they have been developed by and agreed 

to by the parties to the engagement and are not generally understandable to, or usable 

for, those not involved.

Attestation risk is the risk that the practitioners will unknowingly fail to appropri-

ately modify their report on subject matter that is materially misstated. Like audit risk, 

attestation risk consists of three components—inherent risk, control risk, and detec-

tion risk. In this context, inherent risk is the risk that the subject matter is materially 

misstated before considering any internal control. Control risk is the risk that internal 

control will fail to prevent or detect a material misstatement of the subject matter, and 

detection risk is the risk that the practitioners’ procedures will fail to detect a mate-

rial misstatement of the subject matter. In an attestation engagement, the practitioners 

assess inherent and control risks and design procedures to restrict detection risk to the 

appropriate level.

Determining materiality for an attestation engagement may be very diffi cult because 

the subject matter may not be fi nancial in nature. In fact, the subject matter may not even 

be presented in quantitative terms. As an example, the practitioners may be attesting to 

material compliance with specifi c provisions of a regulation. To determine what is mate-

rial for planning and reporting purposes, the practitioners must attempt to determine the 

likely needs of the intended users and consider the extent and nature of misstatements of 

the subject matter that would be signifi cant to their decisions.

Materiality for the engagement may be considered in the context of quantitative or 

qualitative factors. If the subject matter is quantitative, materiality should generally be 

a relative rather than an absolute amount. That is, as the quantitative amounts of the 

presentation increase, the amount considered to be material should also increase. For 

qualitative subject matter, the practitioners must use professional judgment to consider 

what omission or misstatement would have a signifi cant effect on the presentation of the 

subject matter.

The practitioners should issue an attestation report that clearly describes the nature of the 

assurance being provided as an examination, a review, or the performance of agreed-upon 
procedures.

Examinations
An examination is designed to obtain reasonable assurance—the level of assurance a 

fi nancial statement audit provides. In conducting an examination, the practitioners iden-

tify and assess risks of material misstatement as the basis for designing and performing 

further procedures. The nature of the subject matter determines the possible examination 

procedures, which may include performing inquiry, inspection, observation, confi rma-

tion, recalculation, reperformance and analytical procedures to obtain suffi cient evidence 

to drive attestation risk to an appropriately low level.

Attestation Risk 
and Materiality

The Character of 
the Engagement

Describe the nature of attestation 

engagements, including examina-

tions, reviews, and agreed-upon 

procedures engagements.

LO 20-3
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At the completion of the examination, the practitioners issue an appropriate report. 

Figure 20.4 illustrates an annotated standard unmodifi ed examination report directly on 
the subject matter. This standard report, however, is not appropriate in all cases. The fol-

lowing table illustrates circumstances that result in modifi cation of the standard unmodi-

fi ed report.

FIGURE 20.4
Standard Unmodifi ed 
Examination Report 
on Subject Matter

Title Independent Accountants’ Report

Introductory 
paragraph

We have examined the accompanying schedule of 
investment performance statistics of Terrill Investment Fund 
for the year ended December 31, 20X2. Terrill Investment 
Fund’s management is responsible for the schedule of 
investment performance statistics. Our responsibility 
is to express an opinion on this schedule based on our 
examination.

Scope paragraph Our examination was conducted in accordance with 
attestation standards established by the American Institute 
of Certifi ed Public Accountants and, accordingly, included 
examining, on a test basis, evidence supporting the schedule 
and performing such other procedures as we considered 
necessary in the circumstances. We believe that our 
examination provides a reasonable basis for our opinion.

Opinion paragraph In our opinion, the schedule of investment performance 
statistics referred to above presents, in all material 
respects, the performance of Terrill Investment Fund for 
the year ended December 31, 20X2, in conformity with 
the measurement and disclosure criteria set forth by the 
Association of Investment Management Research, Inc., as 
described in Note 1.

Wesley & Ward, LLP
January 22, 20X3

Reviews
A review engagement involves performing limited procedures, such as inquiries and 

analytical procedures. In performing a review, the practitioners endeavor to gather suf-

fi cient evidence to drive attestation risk to a moderate level. Accordingly, the resulting 

report provides only limited assurance that the information is fairly presented. Limited 
assurance is also referred to as negative assurance because the practitioners’ report 

disclaims an opinion on the reviewed information but includes a statement such as, “We 

are not aware of any material modifi cations that should be made in order for the informa-

tion to be in conformity with the criteria.” An example of an annotated unmodifi ed review 

report directly on the subject matter is presented in Figure  20.5. Of course, when an 

uncorrected material departure from the criteria is noted, the report must be modifi ed to 

describe the departure. The following table lists circumstances that result in modifi cation 

of the practitioners’ review report.

Situation Report Modifi cation

1.  Criteria are agreed upon or only available 
to specifi ed parties

A statement of limitations on the use of the 
report

2. Departure of subject matter from criteria Qualifi ed or adverse opinion, depending on 
materiality of the departure

3. Limitation on scope of engagement Qualifi ed opinion or disclaimer

4.  When reporting on subject matter and a 
written assertion is not obtained from the 
responsible party

A statement of limitations on the use of the 
report
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Agreed-Upon Procedures
Practitioners may also be engaged to perform procedures that were agreed upon by speci-

fi ed parties of the report. Agreed-upon procedures reports include a list of procedures 

performed (or reference thereto) and the related fi ndings. Because specifi ed parties have 

agreed upon the nature of the procedures, the reports for such engagements are intended 

for those parties only. Consequently, reports on agreed-upon procedures are referred to as 

restricted-use reports, in contrast with general-use reports, such as those on examinations 

and reviews. As previously indicated, examination and review reports ordinarily may be 

used by all third parties. Only when the criteria have been agreed upon by the parties 

involved and such criteria are not generally understandable to those not involved with the 

information must an examination or review report be restricted.

Assurance Service Examples

Chapters 7 and 18 presented information on auditors’ reports on internal control over 

fi nancial reporting. This is a primary assurance service, particularly as performed for 

public companies which are required to have their internal control audited as a part 

of the integrated audit required by the Sarbanes-Oxley Act of 2002 and implemented 

by the PCAOB. As we indicated in Chapter 18, nonpublic companies are also able to 

Assurance on 
Internal Control 
over Financial 
Reporting

Title Independent Accountants’ Report

Introductory paragraph We have reviewed the accompanying schedule of 
investment performance statistics of Keller Investment Fund 
for the year ended December 31, 20X2. Keller Investment 
Fund’s management is responsible for the schedule of 
investment performance statistics.

Nature of review and 
 disclaimer paragraph

Our review was conducted in accordance with attestation 
standards established by the American Institute of Certifi ed 
Public Accountants. A review is substantially less in 
scope than an examination, the objective of which is the 
expression of an opinion on the schedule. Accordingly, we 
do not express such an opinion.

Negative assurance 
paragraph

Based on our review, nothing came to our attention that 
caused us to believe that the accompanying schedule of 
investment performance statistics of Keller Investment Fund 
for the year ended December 31, 20X2, is not presented, in all 
material respects, in accordance with the measurement and 
disclosure criteria set forth by the Association of Investment 
Management Research, Inc., as described in Note 1.

George Little & Associates, LLP
January 15, 20X3

FIGURE 20.5
Standard Unmodifi ed 
Review Report on 
Subject Matter

Situation Report Modifi cation

1.  Criteria are agreed upon or only available 
to specifi ed parties

A statement of limitations on the use of the 
report

2. Departure of subject matter from criteria Modifi ed report describing the departure

3. Limitation on scope of the engagement Report cannot be issued

4.  When reporting on subject matter and a 
written assertion is not obtained from the 
responsible party

A statement of limitations on the use of the 
report
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engage their auditors in such a service. Also, the Federal Deposit Insurance Corpora-

tion Improvement Act of 1991, which applies to fi nancial institutions with total assets 

of $500 million or more, requires an internal control report similar to that described in 

detail in Chapter 18.

We will not repeat detailed coverage of internal control reporting in this chapter. Yet 

reporting on internal control provides a good example of an assurance service that differs 

broadly from reporting on fi nancial statements because with internal control the subject 

matter of the engagement is a process rather than historical results.

Securities analysts and loan offi cers give considerable attention to prospective fi nancial 

statements. Although such statements may be presented in various forms, CPAs most 

frequently are involved with fi nancial forecasts and fi nancial projections. A fi nancial 
forecast presents information about the entity’s expected fi nancial position, results of 

operations, and cash fl ows. On the other hand, a fi nancial projection presents expected 

results, given one or more hypothetical assumptions. For example, a projection might 

present expected results assuming the company expanded its plant. While a forecast may 

be issued for general use, a projection’s use should be restricted to the party with whom 

the company is negotiating, for example, a bank that is considering loaning funds to 

the company to expand the plant. Both forecasts and projections must include certain 

minimum prospective fi nancial statement items, background information, and a list of the 

major assumptions and accounting policies.

Users of forecasts and projections may request assurance that this forward-looking 

information is properly presented and based upon reasonable assumptions. To provide 

such assurance, CPAs may be engaged to examine prospective statements, or they may 

be asked to perform certain agreed-upon procedures or perform a compilation, but the 

attestation standards prohibit the review of prospective fi nancial statements. Criteria for 

evaluation of the fairness of a forecast or projection are presented in AT Section 301 and 

include a set of presentation guidelines.5

Examinations of Prospective Financial Statements
In an examination of prospective fi nancial statements, the practitioners gather evidence 

relating to the client’s procedures for preparation of the statements, evaluate the under-

lying assumptions, obtain a written representation letter from the client, and evaluate 

whether the statements are presented in conformity with AICPA guidelines. The report 

issued is ordinarily on the subject matter and states whether, in the practitioners’ opin-

ion, the statements are presented in conformity with AICPA guidelines and whether 

the underlying assumptions provide a reasonable basis for the statements. In no cir-

cumstance is the practitioners’ report to vouch for the achievability of the forecast or 

projection.

The standard report should be modifi ed in the following situations:

Assurance on 
Prospective 
Financial 
Statements

Describe the fundamental attri-

butes of attestation services for 

prospective fi nancial statements.

LO 20-4

5 Further details of required disclosures are presented in the AICPA’s “Guide for Prospective 
Financial Information” (New York, 2009).

Situation Report Modifi cation

1.  Material departure from presentation 
criteria

Qualifi ed or adverse opinion (if underly-
ing assumptions are omitted, an adverse 
opinion should be issued)

2.  One or more signifi cant assumptions do not 
provide a reasonable basis for the prospec-
tive fi nancial statements

Adverse opinion

3. Limitation on scope of engagement Disclaimer of opinion
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The report on a fi nancial projection is similar to the one illustrated for a forecast, but 

a paragraph is added prior to the opinion paragraph indicating that the use of the report 

should be restricted to the specifi ed party. In addition, the opinion paragraph explicitly 

states the hypothetical assumptions.

Agreed-Upon Procedures on Prospective Financial Statements
Specifi c users may request the practitioners to perform certain agreed-upon procedures 

on prospective fi nancial statements. In such circumstances, the practitioners may perform 

the procedures and provide a summary of fi ndings. As is the case with all engagements 

involving agreed-upon procedures, the report should indicate that its use is restricted to 

the specifi ed parties.

The attestation standards provide guidance for two types of compliance attestation 

engagements:

 1. Attesting to an entity’s compliance with specifi ed requirements of laws, regulations, 

rules, contracts, or grants.

 2. Attesting to the effectiveness of an entity’s internal control over compliance with spec-

ifi ed requirements.

Practitioners are permitted to perform an examination or agreed-upon procedures on 

such matters, but they are prohibited from performing reviews of compliance or internal 

control over compliance. These types of engagements and reports are described in detail 

in Chapter 21.

Management of a public company is required to provide a narrative explanation of fi nan-

cial results as reported in the fi nancial statements fi led with the SEC. This narrative 

explanation, referred to as Management’s Discussion and Analysis (MD&A), is a 

required part of Form 10-K (for annual fi nancial statements) and Form 10-Q (for interim 

fi nancial statements) fi led with the SEC. Practitioners may examine or review MD&A 

under the guidance of the attestation standards.

To accept an engagement to examine MD&A, the practitioners must have audited the 

most recent fi nancial statement period to which the MD&A applies, and the other fi nancial 

statement periods also must have been audited by them or other auditors. The practitio-

ners’ objective in such an engagement is to provide assurance on whether (1) the presenta-

tion includes, in all material respects, the required elements of the rules and regulations 

adopted by the SEC; (2) the historical fi nancial amounts included in the presentation have 

been accurately derived, in all material respects, from the entity’s fi nancial statements; and 

(3) the underlying information, determinations, estimates, and assumptions of the entity 

provide a reasonable basis for the disclosures contained in the presentation. Practitioners 

also may be engaged to perform a review of MD&A for an annual or interim period. How-

ever, if a review is performed and the report is not intended to be fi led with the SEC, it 

should be restricted as to use. At this point, few reports on MD&A have been issued.

Information technology has a profound effect on the way in which companies do busi-

ness. Increasingly, companies have developed technology-enabled systems that not only 

maintain historical information but also produce products and services, directly interact 

with customers and suppliers, and run portions of the business. As a result, system reli-

ability is of major concern not only to management, but also to stockholders, creditors, 

business partners, and other stakeholders in the company. The public accounting profes-

sion has developed a set of Trust Services that are defi ned as a set of professional attes-

tation and advisory services based on a core set of principles and criteria that addresses 

the risks and opportunities of IT-enabled systems and privacy programs.

Assurance on 
Compliance

Assurance on 
Management’s 
Discussion and 
Analysis

Describe the fundamental attributes 

of attestation services for manage-

ment discussion and analysis.

LO 20-5

Trust Services

Describe the nature of Trust 

Services.

LO 20-6
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Trust Services are intended to help entities differentiate themselves by demonstrating 

that they are attuned to the risks posed by their environment and that they are equipped 

with controls that address those risks. There are potentially a wide range of benefi cia-

ries of Trust Services assurance reports, including consumers, business partners, bankers, 

creditors, regulators, and outsourcers. Trust Services, jointly developed by the AICPA 

and the Canadian Institute of Chartered Accountants (CICA), are services in which a 

practitioner examines a system’s controls and attests to the system’s reliability. This is a 

part of a broader future vision of the accounting profession to supply real-time assurance 

on information databases and systems and is viewed as a natural extension of the CPA’s 

audit and information technology consulting functions.

In a Trust Services engagement, management prepares and communicates a descrip-

tion of the aspects of the system that are to be encompassed by the practitioner’s engage-

ment. Management’s description can be included on the company’s website, attached to 

the practitioners’ report, or communicated to users in some other manner. It must clearly 

articulate the boundaries of the system to allow individuals to understand both the scope 

of management’s assertions related to it and the practitioners’ report.

Performing a Trust Services Engagement
In performing a Trust Services engagement, the practitioner (1) performs procedures to 

determine that management’s description of the system is fairly stated, and (2) obtains 

evidence that the controls over the system are designed and operating effectively to meet 

the Trust Services Principles and Criteria—the suitable criteria required for an attest 

engagement. The evidence obtained should bear on whether the system meets one or 

more of the following principles over a particular reporting period:

 1. Security. The system is protected against unauthorized access (both physical and logical).

 2. Availability. The system is available for operation and use as committed or agreed upon.

 3. Processing integrity. System processing is complete, accurate, timely, and authorized.

 4. Confi dentiality. Information designated as confi dential is protected as committed or 

agreed upon.

 5. Privacy. Personal information is collected, used, retained, disclosed, and destroyed in 

conformity with the commitments in the entity’s privacy notice and with criteria set 

forth in generally accepted privacy principles issued by the AICPA and CICA.

Each of the principles has four criteria associated with it that fi t into the following four 

broad areas:

 1. Policies. The entity has defi ned and documented its policies relevant to the particular 

principle.

 2. Communications. The entity has communicated its defi ned policies to responsible par-

ties and authorized users of the system.

 3. Procedures. The entity placed in operation procedures to achieve the objectives in 

accordance with its defi ned policies.

 4. Monitoring. The entity monitors the system and takes action to maintain compliance 

with its defi ned policies.

Types of Trust Services Engagements
At present, CPAs offer two types of Trust Services, both providing either agreed-upon 

procedures or examination-level assurance. WebTrust provides assurance on electronic 

commerce systems, while SysTrust provides assurance on any system. To this point, 

 SysTrust has gained wider market acceptance.

Reporting
The reports issued for SysTrust and WebTrust are similar. The box on the next page pro-

vides the body of a SysTrust report on the fi rst four SysTrust principles for Capital Con-

fi rmation, Inc., the company referred to in Chapter 10, which is a leader in the electronic 

confi rmation process. Both WebTrust and SysTrust are designed to incorporate a seal 
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management process by which a seal (logo) may be included on a client’s website as an 

electronic representation of the practitioners’ unqualifi ed WebTrust report. If the client 

wishes to continue to use the seal (logo), the engagement must be updated at least annu-

ally. Also, the initial reporting period must include at least two months.

We have examined the accompanying management assertion that during the period June 1, 
2009, through November 30, 2011, Capital Confi rmation, Inc. (Capital Confi rmation), maintained 
effective controls over the Confi rmation.com™ system based on the AICPA and CICA trust ser-
vices availability, security, processing integrity, and confi dentiality criteria to provide reasonable 
assurance that:

 • The system was available for operation and use, as committed or agreed;

 • The system was protected against unauthorized access (both physical and logical);

 • The system processing was complete, accurate, timely, and authorized; and

 • Information designated as confi dential was protected by the system as committed or agreed;

based on the AICPA and CICA trust services security, availability, processing integrity, and confi -
dentiality criteria.

Capital Confi rmation’s management is responsible for this assertion. Our responsibility is to 
express an opinion based on our examination. Management’s description of the aspects of the 
Confi rmation.com system covered by its assertion is attached. We did not examine this descrip-
tion, and accordingly, we do not express an opinion on it.

Our examination was conducted in accordance with attestation standards established by the 
American Institute of Certifi ed Public Accountants and, accordingly, included (1) obtaining an 
understanding of Capital Confi rmation’s relevant controls over the availability, security, process-
ing integrity, confi dentiality, and privacy of the Confi rmation.com system; (2) testing and evalu-
ating the operating effectiveness of the controls; and (3) performing such other procedures as 
we considered necessary in the circumstances. We believe that our examination provides a rea-
sonable basis for our opinion.

Because of the nature and inherent limitations of controls, Capital Confi rmation’s ability to 
meet the aforementioned criteria may be affected. For example, controls may not prevent or 
detect and correct error or fraud, unauthorized access to systems and information, or failure to 
comply with internal and external policies or requirements. Also, the projection of any conclu-
sions based on our fi ndings to future periods is subject to the risk that changes may alter the 
validity of such conclusions.

In our opinion, management’s assertion referred to above is fairly stated, in all material 
respects, based on the AICPA and CICA trust services security, availability, processing integrity, 
and confi dentiality criteria.

Service organizations provide processing services to customers who decide to outsource 

their processing of data. Examples of services that are typically outsourced include 

cloud computing services, payroll processing services, information security services, 

and information system services. In Chapter 7 we discussed service organizations as they 

relate to audits of fi nancial statements. Here we recap three services that result in the fol-

lowing types of CPA reports on service organization controls (SOC):

•  SOC 1: Restricted-use reports on controls at a service organization relevant to a user 

entity’s internal control over fi nancial reporting (presented earlier in Chapter 7).

•  SOC 2: Restricted-use reports on controls at a service organization related to security, 

availability, processing integrity, confi dentiality, and/or privacy.

•  SOC 3: General-use SysTrust reports related to security, availability, processing integ-

rity, confi dentiality, and/or privacy.

All three of the above are based on auditors having performed examinations of the related 

information.

SOC 1 Reports
SOC 1 reports are issued under AICPA AT 801 (PCAOB 324). Chapter 7 of this text 

includes a discussion of service auditor reports when an audit client has outsourced a por-

tion of its processing to a service organization. As an illustration, that chapter presented 

Service 
Organization 
Control (SOC) 
Reports
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an example of an employee benefi t plan that used a bank trust department to invest and 

service the plan’s assets. Service organizations engage their auditors to study their inter-

nal control over fi nancial reporting relating to their processing services and to issue a 

service auditor’s report on that internal control. These reports may either be on

• Management’s description and design of its controls (Type 1 reports), or

•  Management’s description and design of its controls and control operating effective-
ness (Type 2 reports). 

Auditors of companies that employ the service organization (referred to as “user 

 auditors”) generally use the service auditors’ report as a portion of their consideration of 

the user’s internal control (AICPA AU-C 402; PCAOB 324). SOC 1 reports are restricted-

use reports ordinarily meant for communication between one auditor and another, or the 

service auditor and the user organization. 

SOC 2 Reports
SOC 2 reports are performed under AT section 101, Attest Engagements, and relate to 

security, availability, processing integrity, confi dentiality, and/or privacy. These reports 

are similar to SysTrust in coverage in that a CPA issues a report on controls at the service 

organization that relates to one or more of these Trust Services principles of security. 

SOC 2 reports are designed to provide:

•  Organizations that outsource tasks and functions a mechanism for improving gover-

nance and oversight of service providers.

•  Service organizations the ability to communicate the suitability of the design and 

operating effectiveness of their controls.

In an SOC 2 engagement management prepares a detailed description of the service orga-

nization’s system, including controls designed to achieve the criteria for one or more of 

the Trust Services Principles, and the CPA reports on the fairness of the description. Ser-

vice organizations can distribute the report to their customers and other intended recipi-

ents, such as regulators and business partners. As is the case with  SOC 1 reports, the 

CPAs may be engaged to issue either a Type 1 or Type 2 report.

SOC 3 Reports
SOC 3 reports are in essence Trust Services reports. These reports provide users with an 

assertion by management that it maintained effective controls to meet the Trust Services cri-

teria, a short description of its system, and a CPA’s report on either management’s assertion 

or on the effectiveness of controls in meeting the Trust Services criteria as described earlier 

in this chapter. Figure 20.6 compares the various types of service organization reports and 

related information.

The population of the United States is aging, with the greatest increase in adults over 65 

years of age expected to occur between now and 2030. In response to these demograph-

ics, the AICPA and the Canadian Institute of Chartered Accountants have developed 

PrimePlus/ElderCare services. These services focus on the specifi c needs and goals of 

older adults. In providing these services, you draw upon your strengths and competencies 

in a variety of areas, including accounting, cash fl ow planning and budgeting, pre- and 

postretirement planning, insurance reviews, estate planning, and tax planning. The intent 

is to help older Americans maintain for as long as possible their lifestyle and fi nancial 

independence. The profession sees three primary markets for these services:

 • Older clients of the CPA who have the fi nancial resources to avail themselves of the 

services.

 • The children of older adults who have the resources and interest to see that their loved 

ones are cared for.

 • Other professionals who deal with older adults (e.g., lawyers and health care 

professionals).

PrimePlus/
ElderCare Services

Describe the nature of PrimePlus/
ElderCare services.

LO 20-7
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The services involved are of two types—fi nancial and nonfi nancial. Financial services 

include goal-setting, funding analysis, cost management, and needs assessment. Non-

fi nancial services may involve interpersonal and relationship management, as well as 

management of the interaction between service providers and the client. Figure 20.7 pro-

vides more detailed examples of each of these services.

The AICPA, through its various committees, continues to consider and develop a number 

of other services to be provided by CPAs, including XBRL, health care performance 

measurement, and continuous auditing.

XBRL
XBRL, eXtensible Business Reporting Language, is an international information format 

designed specifi cally for business information. It assigns all individual disclosure items 

within business reports unique electronically readable tags that are mapped to taxono-

mies. XBRL offers major benefi ts in the preparation, analysis, and communication of 

business information through its cost-effectiveness and improved reliability as compared 

to other existing systems.

Future Assurance 
Services

List several developing assurance 

services.

LO 20-8

SOC 1 SOC 2 SOC 3

Professional Standards AT 801 (SSAE No. 16)
AICPA Guide, Applying 

SSAE No. 16, Reporting 
on Controls at a Service 
Organization

•  AT 101
•  AICPA Guide, Reporting 

on Controls at a Service 
Organization Relevant 
to Security, Availability, 
Processing Integrity, 
Confi dentiality, or 
Privacy

•  AT 101
•  AICPA Technical  Practice 

Aid, Trust Services 
 Principles, Criteria and 
Illustrations

Primary Purpose Report on service 
organization controls 
over fi nancial reporting, 
particularly on those 
controls likely to be 
relevant to user entities’ 
fi nancial statements.

Report on service organization controls related to 
compliance with the Trust Services Principles and 
Criteria (controls over security, availability, processing 
integrity, confi dentiality, and/or privacy).

Assertion Provided by 
Service Organization 
Management

A detailed assertion on details of the system. A more general assertion on 
the organization having 
met one or more of the 
AICPA Trust Services 
Criteria.

Report* Detailed Type 1 or Type 2 
report on controls tested.

Detailed Type 1 or 
Type 2 report on 
service organization’s 
compliance with one 
or more Trust Services 
Principles. 

A less detailed report on 
whether the service 
organization maintained 
effective controls based 
on the Trust Services 
Criteria.

Use of Report Restricted-use report 
primarily for user 
auditors (auditors 
auditing the fi nancial 
statements of companies 
that use the service 
auditor).

Restricted-use report 
primarily for service 
organization and user 
stakeholders such as 
customers, regulators, 
business partners, 
suppliers, and directors.

General-use report (for use 
by anyone).

FIGURE 20.6 Comparison of Types of Service Organization Control (SOC) Reporting

*Type 1 reports address whether the description of the controls is fairly presented and whether the controls described are suitably deigned.  A Type 2 report includes the 

information  in a  Type 1 report and an opinion on whether the controls were operating effectively.
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This chapter described assurance services, focusing on those that are governed by State-
ments on Standards for Attestation Engagements. To summarize:

 1. Assurance services are defi ned as professional services that improve the quality of 

information, or its context, for decision makers. Assurance services go beyond attes-

tation services in that they may involve analyzing data or putting data in a form to 

facilitate decision making, or they may address relevance to a decision.

 2. The vast majority of currently provided assurance services are attestation services that 

are performed in accordance with Statements on Standards for Attestation Engage ments. 
The attestation standards apply to a variety of types of information (e.g.,  prospective 

fi nancial statements, compliance with laws and regulations, and management’s 

Chapter 
Summary

FIGURE 20.7
Examples of PrimePlus/
ElderCare Services

Financial Services Nonfi nancial Services

•  Planning for fi duciary needs
•  Evaluating fi nancing options
•  Receiving, depositing, and accounting for 

client receipts
•  Ensuring that expected revenues are 

received
•  Submitting claims to insurance companies
•  Protecting the elderly from predators
•  Estate planning
•  Income tax planning and preparation
•  Gift tax return preparation
•  Evaluating investments and trust activity
•  Portfolio management
•  Risk management and insurance planning

•  Lifestyle planning
•  Lifestyle management services
•  Coordinating support and health 

care services
•  Functioning as the “quarterback” 

or as a member of the PrimePlus/
ElderCare team—which consists 
of health care, legal, and other 
professionals

•  Helping family members monitor the 
elder’s care

•  Communicating family expectations 
to care providers

•  Establishing, in concert with the 
family, appropriate standards of care

•  Establishing performance monitoring 
systems

The AICPA’s XBRL Assurance Task Force is in the process of developing guidance 

that will assist CPAs in public practice who are requested to provide assurance on XBRL-

related documents. The task force is currently focusing on:

 • Developing practice guidance that will assist CPAs in applying existing standards to 

information reported in XBRL format.

 • Recommending, where deemed necessary and appropriate, to the appropriate stan-

dard setting bodies changes to existing standards and/or the development of new 

standards.

 • Collaborating with key stakeholders, including the SEC, PCAOB, various AICPA 

groups, and others.

Health Care Performance Measurement
Health care recipients and their employers are increasingly concerned about the quality 

and availability of health care services. This service provides assurance about the effec-

tiveness of health care services provided by health maintenance organizations, hospitals, 

doctors, and other providers.

Continuous Auditing
A demand exists for assurance beyond that provided on quarterly and annual fi nancial 

statements. As indicated earlier in this chapter, continuous auditing provides assur-

ance using a series of reports provided simultaneously or shortly after the related infor-

mation is released. The area of continuous auditing is in its infancy but is expected to 

grow dramatically as companies provide more and more up-to-date fi nancial information 

on their websites.
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Agreed-upon procedures (773) An attestation engagement in which the CPAs agree to perform 

specifi c procedures for a specifi ed party or parties and issue a report that expresses the CPAs’ fi ndings. 

The report is restricted to use by the specifi ed party or parties.

Assertion (769) An assertion is a declaration about whether subject matter is presented in accordance 

with certain criteria.

Assurance services (766) Professional services that improve the quality of information, or its context, 

for decision makers. Many assurance services involve some form of attestation.

Attestation engagement (768) Providing assurance about whether some subject matter, or an 

assertion about the subject matter, is in accordance with suitable criteria.

Attestation risk (771) The risk that the practitioners will issue an unmodifi ed report on subject matter 

that is materially misstated.

Cloud computing (777) A model for enabling on-demand user network access to a shared pool 

of computing resources (e.g., networks, servers, storage, applications, or services), often through an 

Internet browser. As an illustration, consider a model in which databases and the associated data are 

maintained by an independent provider and accessed by corporate users. 

Continuous auditing (780) To provide assurance using a series of reports provided simultaneously or 

shortly after the related information is released.

Key Terms 
Introduced or 
Emphasized in 
Chapter 20

 discussion and analysis). They do not apply to professional services specifi cally cov-

ered by the following other standards: Statements on Auditing  Standards,  Statements 
on Standards for Accounting and Review Services, and Statements on  Standards for 
 Consulting Services. They also do not cover various types of tax services.

 3. Attestation engagements include examinations, reviews, and agreed-upon proce-

dures engagements. Examinations and reviews involve providing assurance about the 

correspondence of subject matter with suitable criteria. An agreed-upon procedures 

engagement involves performing procedures and issuing a report on the fi ndings.

 4. CPAs may perform examinations, compilations, or agreed-upon procedures on pro-

spective fi nancial statements. Reviews of prospective fi nancial statements are prohib-

ited. Prospective fi nancial statements include forecasts that refl ect expected fi nancial 

results and projections that refl ect expected fi nancial results given one or more hypo-

thetical assumptions.

 5. Practitioners may examine or review Management’s Discussion and Analysis 

(MD&A). MD&A consists of a narrative explanation of fi nancial results that must 

be included in annual and quarterly fi lings with the SEC. The practitioners’ objective 

in an examination is to provide assurance on whether (a) the presentation includes 

all required elements, (b) any historical amounts have been accurately derived from 

the entity’s fi nancial statements, and (c) the underlying information, determinations, 

estimates, and assumptions provide a reasonable basis for the disclosures included.

 6. Trust Services provide assurance on one or more of the following Trust Principles: (a) 
security, (b) availability, (c) processing integrity, (d) confi dentiality, and (e) privacy. 

Currently, two services have been developed—WebTrust, which provides assurance on 

electronic commerce systems, and SysTrust, which provides assurance on other systems.

 7. CPAs also may report on service organization controls. Three forms of reporting 

have been developed: one based on a service organization’s internal control over 

fi nancial reporting and two based on the Trust Services Principles.

 8. PrimePlus/ElderCare services focus on the specifi c needs and goals of older adults. 

In providing these services, CPAs draw upon their strengths and competencies in a 

variety of areas, including accounting, cash fl ow planning and budgeting, pre- and 

postretirement planning, insurance reviews, estate planning, and tax planning.

 9. The AICPA’s XBRL Assurance Task Force is in the process of developing guidance 

that will assist CPAs in public practice who are requested to provide assurance on 

XBRL-related documents. Other assurance services being developed by the profes-

sion include health care performance measurement and continuous auditing.
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Examination (771) An attestation engagement designed to provide the highest level of assurance that 

CPAs provide on subject matter or an assertion about the subject matter. An examination of fi nancial 

statements is referred to as an audit.

Financial forecast (774) Prospective fi nancial statements that present an entity’s expected fi nancial 

position, results of operations, and cash fl ows for one or more future periods.

Financial projection (774) Prospective fi nancial statements that present expected results, given one 

or more hypothetical assumptions.

Limited assurance (negative assurance) (772) The level of assurance provided by CPAs who have 

performed a review of subject matter. Provides substantially less assurance than the reasonable assurance 

provided by an examination.

Management’s Discussion and Analysis (MD&A) (775) Management’s discussion of the company’s 

operating results, liquidity, and fi nancial position that is required in the regular form fi lings with the 

SEC. CPAs may examine or review this information. However, if the information is reviewed, the report 

must be restricted as to its use.

Negative assurance (772) See limited assurance.

PrimePlus/ElderCare (768) Services to help older individuals maintain, for as long as possible, their 

lifestyle and fi nancial independence.

Review (772) An engagement designed to provide only a limited (moderate) degree of assurance 

about the conformance of subject matter, or an assertion about subject matter, with suitable criteria.

Subject matter (768) The underlying topic of the engagement. For example, subject matter may be 

prospective fi nancial information or internal control.

Suitable criteria (767) Criteria that are objective and permit reasonably consistent measurement.

SysTrust (776) A Trust Service developed by the AICPA and CICA to provide assurance about the 

reliability of systems other than electronic commerce systems.

Trust Services (775) Engagements that provide assurance on systems. Trust Services provide assurance 

on one or more of the following Trust Principles: (a) security, (b) availability, (c) processing integrity, (d) 

online privacy, and (e) confi dentiality. Currently, two services have been developed. WebTrust provides 

assurance on electronic commerce systems, and SysTrust provides assurance on other systems.

WebTrust (776) A Trust Service developed by the AICPA and CICA to provide assurance on electronic 

commerce systems.

XBRL (eXtensible Business Reporting Language) (779) An international information format 

designed specifi cally for business information. It assigns all individual disclosure items within business 

reports unique electronically readable tags that are mapped to taxonomies. The AICPA is in the process 

of developing guidance that will assist CPAs in public practice who are requested to provide assurance 

on XBRL-related documents.

 20–1. Explain the relationship between assurance services and attestation services.

 20–2. Comment on the correctness of the following statement: Since all attest services are assurance 

services, all assurance services are also attest services.

 20–3. Describe the forces that have fueled the demand for assurance services.

 20–4. Is a written report from the accountant involved for all attestation and other assurance ser-

vices? Explain.

 20–5. List and describe the three types of attestation engagements.

 20–6. Distinguish between forms of attestation engagements that result in reports that are designed 

for “general use” and those that result in reports that are designed for “restricted use.”

 20–7. Distinguish between an attestation engagement in which the practitioners report directly on the 

subject matter and one in which the practitioners report on an assertion about the subject matter.

 20–8. What are “suitable criteria” and how do they relate to an attestation engagement?

 20–9. Explain what is meant by attestation risk. What are its components?

 20–10. Comment on the accuracy of the following: A client’s uncorrected material departure from 

the suitable criteria identifi ed during an examination conducted under the attest standards is 

treated as a departure from GAAP in a fi nancial statement audit—either a qualifi ed or adverse 

opinion is appropriate.

 20–11. What is XBRL? How do assurance services relate to it?

 20–12. “A company would normally include a fi nancial projection in its annual report rather than a 

fi nancial forecast.” Comment on the validity of this statement.

 20–13. Describe the major elements of a report on the examination of a fi nancial forecast.

Review 
Questions
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 20–14. Describe the two types of compliance services that may be performed under AT section 601.

 20–15. Identify the circumstances under which CPAs may examine Management’s Discussion and 

Analysis.

 20–16. Describe the objectives of the practitioners’ examination of Management’s Discussion and 

Analysis.

 20–17. List the principles that may be included in the criteria for a Trust Services engagement.

 20–18. Contrast the types of systems on which assurance is provided in a WebTrust engagement as 

compared to a SysTrust engagement.

 20–19. Discuss CPAs’ competition for WebTrust in the market for consumer-to-business electronic 

commerce.

 20–20. Describe the primary purpose and intended users of each of the three types of service auditor 

reports presented in the Professional Standards.

 20–21. The attestation standards provide guidance on agreed-upon procedures, review, and exami-

nation engagements. Which of these types of engagements are available for WebTrust and 

SysTrust?

 20–22. What types of PrimePlus/ElderCare services do CPAs typically perform?

 20–23. Identify three types of assurance services that are currently under development by the AICPA.

 20–24. Other types of assurance services provided by CPAs have developed as a natural extension of 

the audit function.

 a. Explain what is meant by the term assurance services.

 b. Describe the forces that have caused a demand for other types of assurance services.

 c. Describe the subset of assurance services governed by the Statements of Standards for 
Attestation Engagements.

 20–25. The attestation standards provide guidance for three basic types of engagements.

 a. Describe these three types of engagements.

 b. Describe the types of procedures performed for each of these three types of engagements.

 c. Discuss the degree of assurance provided by each type of engagement.

 d. Identify when each of the three types of engagements results in reports that are appropriate 

for general use.

 20–26. The management of Williams Co. is considering issuing corporate debentures. To enhance the 

marketability of the bond issue, management has decided to include a fi nancial forecast in the 

prospectus. Management has requested that your CPA fi rm examine the fi nancial forecast to 

add credibility to the prospective information.

 a. Explain what is involved in an examination of a fi nancial forecast.

 b. Discuss the elements of a report on the examination of a fi nancial forecast. (Do not write 

a report.)

 20–27. The accounting profession has developed Trust Services to help entities differentiate them-

selves by demonstrating that they are attuned to the risks posed by their environment and that 

they are equipped with controls that address those risks. Present the principles on which a 

Trust Services engagement may be based.

 20–28. The third general attestation standard indicates that the subject matter of the engagement must 

be capable of reasonably consistent evaluation against criteria that are suitable and available to 

the user.

 a. Explain why criteria are needed for an attestation engagement.

 b. Describe what makes a particular set of criteria suitable for an attestation engagement.

 c. Explain how criteria are made available to users of the information.

LO 20-1

Required:

LO 20-3

Required:

LO 20-4

Required:

LO 20-6

LO 20-2

Required:

Questions 
Requiring 
Analysis

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

 20–29. Multiple Choice Questions

Select the best answer for each of the following and explain fully the reason for your selection.

 a. A report on an attestation engagement should:

 (1) State the nature of the client’s control system.

 (2) State the practitioner’s conclusion about the subject matter or assertion.

 (3) Include a reasonable limitations section pertaining to data inputs.

 (4) Refer to the auditor’s assertion concerning the subject matter.

LO 20-2

Objective 
Questions
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Financial Nonfi nancial

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

Compliance with 
the Law Itself

Effectiveness of Internal 
Control over Compliance

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 h. When reporting on a company’s compliance with a law, the CPAs may report on:LO 20-8

 i. Benchmarks that are objective and permit reasonably consistent measurement in an 

engagement performed under Statements on Standards for Attestation Services are referred 

to as:

 (1) Written assertions.

 (2) Suitable criteria.

 (3) Subject matter.

 (4) Generally accepted auditing standards.

LO 20-1

 b. When an accountant examines a fi nancial forecast that fails to disclose several signifi cant 

assumptions used to prepare the forecast, the accountant should describe the assumptions 

in the accountant’s report and issue a(n):

 (1) Qualifi ed opinion.

 (2) Unqualifi ed opinion with a separate explanatory paragraph.

 (3) Disclaimer of opinion.

 (4) Adverse opinion.

 c. Which of the following is not an objective of a CPA’s examination of a client’s MD&A?

 (1) The presentation includes, in all material respects, the required elements of the rules 

and regulations adopted by the Securities and Exchange Commission.

 (2) The presentation is in conformity with rules and regulations adopted by the SEC.

 (3) The historical amounts included in the presentation have been accurately derived, in 

all material respects, from the entity’s fi nancial statements.

 (4) The underlying information, determinations, estimates, and assumptions provide a 

reasonable basis for the disclosures contained in the presentation.

 d. A CPA’s report relating to a SysTrust engagement is most likely to include:

 (1) An opinion on whether the system is electronically secure.

 (2) An opinion on management’s assertion that the system meets one or more of the 

 SysTrust principles.

 (3) Negative assurance on whether the system is secure.

 (4) No opinion or other assurance, but a summary of fi ndings relating to the system.

 e. When performing an examination, if a CPA fi nds one or more signifi cant assumptions are 

not reasonable for a forecast, the most appropriate report is:

 (1) Adverse.

 (2) Disclaimer.

 (3) Qualifi ed.

 (4) Unqualifi ed with emphasis-of-matter paragraph.

 f. The accounting profession is currently developing assurance services related to which of 

the following international information formats?

 (1) C++.

 (2) Webmat.

 (3) Object language.

 (4) XBRL.

 g. CPA services performed under PrimePlus/ElderCare services may be:

LO 20-4

LO 20-5

LO 20-6

LO 20-5

LO 20-8

LO 20-7
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Client Need Type of Service

 a.  A computer manufacturing company wants to provide 
assurance about estimated future results to be included in the 
company’s annual report.

 b.  A company that processes payroll for other companies wants 
to provide assurance on its internal control over fi nancial 
reporting that will be useful to the auditors of the companies 
that use its services. 

 c.  A public company wants to provide its shareholders assurance 
about the narrative analysis of fi nancial results provided in 
the company’s Form 10-K.

 d.  A service organization wishes to provide a general-use report 
from its auditor on its processing integrity and confi dentiality 
controls.

 e.  The relative of an institutionalized uncle wants a CPA fi rm to 
oversee the uncle’s fi nancial affairs. 

 f.  A bank wants a CPA fi rm to confi rm account receivables of a 
company that has pledged the receivables as collateral for a 
loan.

 g.  A service organization wishes to provide a restricted-use report 
from its auditor to regulators on its processing integrity and 
confi dentiality controls.

 h.  A grocery store wants to provide the highest level of assurance 
that its prices are less than the prices of its competitors.

 j. Which of the following is least likely to be the subject matter of an attestation engagement?

 (1) Behavior.

 (2) Historical events.

 (3) Suitable criteria.

 (4) Systems or processes.

 k. A restricted-use report on controls at a service organization related to security, availability, 

processing integrity, confi dentiality, and/or privacy is referred to as a:

 (1) SOC 1 report.

 (2) SOC 2 report.

 (3) SOC 3 report.

 (4) SOC 4 report.

 l. The assurance services being developed that address user and preparer needs regarding 

issues of security, availability, processing integrity, confi dentiality, and privacy within 

e-commerce and other systems are referred to as:

 (1) PrimePlus Services.

 (2) XBRL Services.

 (3) Risk Advisory Services.

 (4) Trust Services.

 20–30. Following are descriptions of potential needs of clients for various services. For each need 

identify the type of service that would best meet the client’s need using the following:

 • Attestation of prospective fi nancial information

 • PrimePlus/Elder Care Services

 • Attestation of MD&A

 • Agreed-upon Procedures

 • SOC 1 (Service Organization Controls Type 1)

 • SOC 2

 • SOC 3

 • SysTrust in an area other than a SOC report

 • XBRL engagement

 • Other attestation service

LO 20-2

LO 20-2

LO 20-6

LO 20-4, 5, 6, 7, 8
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 20–31. Indicate whether a CPA may provide each of the following services, and whether indepen-

dence is required, by placing a check in the appropriate box.

LO 20-2, 3, 5, 6, 7

Service

May Provide; 
Independence 

Is Required

May Provide; 
Independence 
Is Not Required

May 
Not 

Provide

 a. Compile a forecast for the coming year.

 b.  Perform a review of a forecast the 
company has prepared for the coming 
year.

 c.  Perform an examination of 
Management’s Discussion and Analysis 
when they have not audited the year’s 
fi nancial statements.

 d.  Issue a SysTrust examination report on 
the security against unauthorized access 
of a service organization’s electronic 
processing system.

 e.  Assist an elderly client with his estate 
planning.

Situation
CPA 

Engagement

 a.  Williams is worried about the welfare of his father who lives in a 
distant state.

 b.  ABC Company is involved in a very vibrant industry. It would like all of 
its press releases to include audited results, regardless of when they are 
issued.

 c.  DEF Mortgage Banking Co. services mortgages for others, and the 
auditors of those other organizations are constantly inquiring of DEF 
concerning its internal control as a part of their audits of the other 
organizations.

 d.  GHI Company would like to assure its website users of the reliability of 
its website and its operations.

 e.  JKL would like all of its customers and potential customers to have 
assurance about the effectiveness of its internal controls related to 
processing information.

 f.  MNO Company believes that it has effective internal control to assure 
itself that it complies with various legal requirements, but would like 
assurance from its CPA on compliance with the legal requirements.

 20–32. For each of the situations (a) through (f), select the CPA engagement that is most likely to be 

appropriate from the lists of services below:

 1. Compliance.

 2. Continuous auditing.

 3. Forecast.

 4. Internal control over fi nancial reporting.

 5. MD&A.

 6. PrimePlus/ElderCare.

 7. Service organization audit.

 8. SysTrust.

 9. WebTrust.

Each reply may be used a maximum of one time, with two replies not being used at all.

LO 20-5, 6, 7, 8

 20–33. Match the following defi nitions (or partial defi nitions) to the appropriate term. Each term may 

be used once or not at all.

LO 20-6, 7, 8
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Defi nition (or Partial Defi nition) Term

 a.  A service developed by the AICPA and CICA to provide assur-
ance about the reliability of systems other than electronic 
commerce systems.

 b.  A service developed by the AICPA and CICA to provide assur-
ance on electronic commerce systems.

 c.  An international information format designed specifi cally for 
 business information.

 d.  Engagements that provide assurance on systems’ (1) security, 
(2) availability, (3) processing integrity, (4) online privacy, and 
(5) confi dentiality.

 e.  Prospective fi nancial statements that present an entity’s 
expected fi nancial position, results of operations, and cash 
fl ows for one or more future periods.

 f.  Prospective fi nancial statements that present expected results, 
given one or more hypothetical assumptions.

 g.  Services to help older individuals maintain, for as long as pos-
sible, their lifestyle and fi nancial independence.

 h.  The level of assurance provided by CPAs who have performed 
a review of subject matter.

 1. CBIZ
 2. Financial forecast
 3. Financial projection
 4. Limited assurance
 5. PrimePlus/ElderCare
 6.  Reasonable 

assurance
 7. Review
 8.  Social Security 

services
 9.  Service auditor 

report
10. SysTrust
11. Trust Services
12. WebTrust
13. XBRL

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

 20–34. SysTrust and WebTrust are Trust Services developed by the AICPA and the CICA.

 a. Present and describe the Trust Services principles.

 b. Present and describe the “criteria” related to Trust Services.

 c. What is the relationship between the principles and the criteria?

 d. Must a WebTrust or SysTrust report provide assurance on all of the principles?

 20–35. Assume that you are a partner with the fi rm of Slater & Lowe LLP. You have been asked by 

Grayson, Inc., an industrial supply company, to provide assurance about the change in exist-

ing customer satisfaction over the last three years. Grayson’s management has indicated that 

the criteria it intends to use to evaluate customer satisfaction are a combination of customer 

retention rate and increase in dollar sales. Grayson’s management will provide a schedule of 

the customer satisfaction measures and a note that describes the criteria used.

 a. If Grayson wants to provide the presentation and the CPA’s report for general use by pro-

spective customers, identify any available standards that provide guidance for such a ser-

vice and the type or types of services that your fi rm could provide.

 b. Describe the factors that you should consider in determining whether the criteria are 

suitable.

 c. Assuming that you conclude that the criteria are suitable, draft your fi rm’s report assuming 

that you perform an examination of the subject matter.

LO 20-7

Required:

LO 20-2, 3, 9

Required:

 20–36. Katherine Whipple of Food Queen Grocery, Inc., has asked you and your team to meet with 

her concerning a possible attest engagement relating to the assertion that Food Queen has 

the lowest overall prices of all grocery stores in the Salt Lake City area. Food Queen has just 

recently moved into the Salt Lake City area and is trying to establish a high-volume, profi t-

able position. Whipple has suggested to you that she believes that while Food Queen certainly 

doesn’t have the lowest prices on all of the 25,000 types of items it sells, on most any ratio-

nal basis she believes that its prices are “on the whole” lower than the competition—Albros, 

Kruegers, and Safest. In thinking about this, you realize that to perform such an attestation 

engagement, suitable criteria must be used to evaluate the subject matter.

 a. For this engagement, what would you consider to be the subject matter?

 b. Provide an approach on how one might derive suitable criteria for such an engagement, 

given that costs are considered lowest on an overall basis, but not necessarily for every 

item.

 c. Discuss the nature of the required assertion from management for an engagement such as this.

LO 20-3, 8

Required:

Problems

In-Class 
Team Case
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Now consider the following: Whipple has suggested to you that when the engagement is com-

plete she will use the results as part of an advertising campaign in which the ads suggest that 

Food Queen has the “certifi ed lowest overall costs.” When you asked her what would happen 

if the engagement revealed that Food Queen didn’t have the lowest prices, she suggested that 

she would simply not use the report and wait a month or two and have you perform another 

engagement when she had had time to bring her prices down even lower.

 d. Are attestation engagements acceptable when the resulting report is to be used for adver-

tising purposes?

 e. Assume that your examination revealed that, based on the criteria developed, Whipple’s 

assertion that Food Queen did have the lowest prices was fairly stated and that a general- 

use report was proper. Outline the nature of the allowable presentation in the advertising 

materials.

 20–37. Assume that you are a CPA interested in expanding your services to provide SysTrust Services. 

Access the AICPA website and fi nd guidance that will help you achieve your goal. Provide 

both the document (or other item) name and a brief summary of the guidance it provides.

LO 20-6Research 
and Discussion 
Case 
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LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

 LO 21-1                 Describe the functions 
performed by internal 
auditors.

 LO 21-2                 Describe the  internal 
auditors’ role with 
respect to the 
 Sarbanes-Oxley Act.

 LO 21-3                 Identify the standards 
for the professional 
practice of internal 
auditing.

 LO 21-4                 Explain the nature 
and the purpose of an 
operational audit.

 LO 21-5                 Distinguish among 
the various types of 
 compliance audits.

 LO 21-6                 Describe the audit-
ing and reporting 
 requirements of 
 Government  Auditing 
Standards and the 
Single Audit Act.

To this point in the text, we have focused primarily on audits and other types of assur-

ance services provided by independent public accountants. This chapter describes sev-

eral additional types of auditing: internal, operational, and compliance auditing.

Internal Auditing

Virtually every large corporation in the United States today 

maintains an internal auditing staff. This staff function has 

developed extremely rapidly, as prior to 1940 few organi-

zations had internal auditing departments. In 1941, The 
Institute of Internal Auditors (IIA) was founded with only 25 members. Now the 

IIA is a worldwide organization with over 170,000 members and with local chapters 

in principal cities throughout much of the world. The growth of the IIA has paral-

leled the recognition of internal auditing as an essential control function in all types of 

organizations.

The Institute of Internal Auditors (IIA) defi nes internal 
auditing as:

An independent, objective assurance and consulting activity 

designed to add value and improve an organization’s operations. 

It helps an organization accomplish its objectives by bringing a systematic, disciplined 

approach to evaluate and improve the effectiveness of risk management, control, and 

governance processes.

Internal auditors assist members of an organization in performing their responsi-

bilities by furnishing them analyses, appraisals, recommendations, and counsel. In 

performing these functions, internal auditors can be thought of as a part of the orga-

nization’s internal control. They represent a high-level control that functions by mea-

suring and evaluating the effectiveness of other controls. As discussed in Chapter 7, 

generally accepted auditing standards include the internal auditing function as part of 

the “monitoring component” of an organization’s internal control.

Internal auditors are not merely concerned with the organization’s fi nancial con-

trols. Their work encompasses all of the organization’s internal control. They evaluate 

and test the effectiveness of controls designed to help the organization meet all its 

objectives. Also, many progressive internal auditing departments provide a wide range 

of other assurance and consulting services to the management of their organizations.

Internal auditing has evolved to meet the needs of business 

and governmental and nonprofi t organizations. Originally, a 

demand for internal auditing arose when managers of early 

large corporations recognized that annual audits of fi nancial

What Is the 
Purpose of 
Internal Auditing?

Evolution of 
Internal Auditing

21Internal, Operational, 
and Compliance Auditing

Describe the functions performed 

by internal auditors.

LO 21-1
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statements by CPAs were not suffi cient. A need existed for timely employee involvement 

beyond that of the certifi ed public accountants to ensure accurate and timely fi nancial 

records and to prevent fraud. These original internal auditors focused their efforts on 

fi nancial and accounting matters.

Subsequently, the role of internal auditors expanded as a result of demands by the 

major stock exchanges and the Securities and Exchange Commission (SEC) that man-

agement accept more responsibility for the reliability of published fi nancial statements. 

These demands resulted in expanded internal auditor responsibilities, including more 

detailed analysis of internal control, as well as testing of interim and other accounting 

information not considered in annual audits performed by certifi ed public accountants.

Gradually, the role of internal auditors expanded to encompass overall operational pol-

icies and procedures. Companies in the defense industry were among the fi rst to demand 

such services. These companies recognized the need for reliable operating reports 

because they were used extensively by management to make decisions. The reports often 

were expressed not in dollars but in terms of operating factors, such as quantities of parts 

in short supply, adherence to schedules, and quality of the product. Work by the internal 

auditors devoted to ensuring the dependability of these operating reports was better spent 

than additional audit effort devoted to fi nancial and accounting matters.

As organizations became larger and more complex, they encountered additional oper-

ational problems that could be addressed by internal auditing. The internal auditors’ role 

of determining whether operating units in the organization follow authorized accounting 

and fi nancial policies was readily extended to include the determination of whether they 

follow all the organization’s operating policies, and whether the established policies pro-

vide sound and effective control over all operations. The extension of internal auditing 

into these operational activities required internal auditors with specialized knowledge in 

other disciplines such as economics, law, fi nance, statistics, computer processing, engi-

neering, and taxation.

Several events have been important to the evolution of the internal auditing profession. 

The fi rst was the enactment of the Foreign Corrupt Practices Act of 1977. The accounting 

provisions of that act require public companies to establish and maintain effective inter-

nal accounting control. To ensure compliance with these provisions, many companies 

established or augmented their internal auditing departments.

Another event that affected the internal auditing profession was the issuance in 1987 

of the Report of the National Commission on Fraudulent Financial Reporting. This report 

contains the commission’s fi ndings and recommendations about preventing fraudulent 

fi nancial reporting by public companies. Among its recommendations was a suggestion 

that public companies establish an internal auditing function staffed with appropriately 

qualifi ed personnel and fully supported by top management. The commission also rec-

ommended that the companies help ensure the internal auditing function’s objectivity 

by positioning it suitably within the organization, maintaining a director of the internal 

auditing function with appropriate stature, and establishing effective reporting relation-

ships between the director of internal auditing and the audit committee of the board of 

directors. Consistently, in 1998 the Blue Ribbon Committee Report on Audit Commit-

tee Effectiveness concluded that appropriate responsibility for the oversight of fi nancial 

integrity and accountability of public companies may be viewed as a three-legged stool 

consisting of (1) management and internal audit, (2) the board of directors and its audit 

committee, and (3) the external auditors.

The reengineering of companies in the mid-1990s led companies to outsource 

many of their noncore functions, including, in some cases, internal auditing. When 

these functions are outsourced, a specialized service provider other than company 

employees performs a portion or all of the internal auditing function. In some cases, 

CPA fi rms that also performed the audit of the fi nancial statements provided major 

portions of the internal auditing function for companies. Providing both internal and 

external auditing services for SEC reporting clients has since been prohibited by the 

Sarbanes-Oxley Act of 2002.
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Internal auditors possess skills and experience that make them particularly valuable to a 

company’s compliance efforts related to the Sarbanes-Oxley Act. As a result, many com-

panies have involved their internal audit departments in documenting and testing controls 

to support management’s assertion about the effectiveness of internal control over fi nan-

cial reporting. However, it is important to remember that it is management’s responsibility 

to ensure the organization is in compliance with the requirements of the  Sarbanes-Oxley 

Act. The internal auditors’ role in documenting and testing controls can be signifi cant, but 

it must be compatible with the overall mission and charter of the internal audit function, 

and it should not be seen as impairing the internal auditors’ objectivity.

The work of the internal auditors may also be used by the external auditors in fulfi lling 

the external audit function. PCAOB Standards allow the external auditors to use certain 

work of the internal auditors in fulfi lling their responsibilities to provide an opinion on 

internal control over fi nancial reporting.

To maintain consistently high-quality services across the internal auditing profession, the 

IIA has issued International Standards for the Professional Practice of Internal Auditing. 
These standards, as presented in Figure 21.1, set forth the criteria by which the operations 

of an internal auditing department should be evaluated and measured.

The Internal 
Auditors’ Role in 
Sarbanes-Oxley 
Compliance

Describe the internal auditors’ 

role with respect to the Sarbanes-

Oxley Act.

LO 21-2

Professional 
Standards of 
Internal Auditing

Focus on Outsourcing the Internal Auditing Function
Prior to its elimination, CPA fi rm performance of all or a portion of the internal audit function 
for an audit client was extremely controversial. CPA fi rms argued that they could provide internal 
auditing services effectively and promised such benefi ts as lower costs and improved specializa-
tion, while allowing management to focus on core business issues. The AICPA positioned such 
services as “extended audit services” that were acceptable if the client understood its responsibil-
ity for establishing and maintaining internal control and directing the internal auditing function. 
Representatives of the Institute of Internal Auditors questioned the propriety of CPAs’ assuming 
responsibilities that are part of a corporation’s internal control when they also audit that company.

ATTRIBUTE STANDARDS

1000—Purpose, Authority, and Responsibility
The purpose, authority, and responsibility of the internal audit activity must be formally defi ned in an internal audit 
charter, consistent with the Defi nition of Internal Auditing, the Code of Ethics, and the Standards. The chief audit 
executive must periodically review the internal audit charter and present it to senior management and the board for 
approval.

Interpretation:
The internal audit charter is a formal document that defi nes the internal audit activity’s purpose, authority, 
and responsibility. The internal audit charter establishes the internal audit activity’s position within the 
organization, including the nature of the chief audit executive’s functional reporting relationship with 
the board; authorizes access to records, personnel, and physical properties relevant to the performance of 
engagements; and defi nes the scope of internal audit activities. Final approval of the internal audit charter 
resides with the board.
1000.A1—The nature of assurance services provided to the organization must be defi ned in the internal audit 
charter. If assurances are to be provided to parties outside the organization, the nature of these assurances 
must also be defi ned in the internal audit charter.
1000.C1—The nature of consulting services must be defi ned in the internal audit charter.

1010—Recognition of the Defi nition of Internal Auditing, the Code of Ethics, and the Standards in the Internal 
Audit Charter
The mandatory nature of the Defi nition of Internal Auditing, the Code of Ethics, and the Standards must be 
recognized in the internal audit charter. The chief audit executive should discuss the Defi nition of Internal 
Auditing, the Code of Ethics, and the Standards with senior management and the board.
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1100—Independence and Objectivity
The internal audit activity must be independent, and internal auditors must be objective in performing their work.

Interpretation:
Independence is the freedom from conditions that threaten the ability of the internal audit activity to carry 
out internal audit responsibilities in an unbiased manner. To achieve the degree of independence necessary 
to effectively carry out the responsibilities of the internal audit activity, the chief audit executive has direct 
and unrestricted access to senior management and the board. This can be achieved through a dual-reporting 
relationship. Threats to independence must be managed at the individual auditor, engagement, functional, and 
organizational levels.
Objectivity is an unbiased mental attitude that allows internal auditors to perform engagements in such a 
manner that they believe in their work product and that no quality compromises are made. Objectivity requires 
that internal auditors do not subordinate their judgment on audit matters to others. Threats to objectivity must 
be managed at the individual auditor, engagement, functional, and organizational levels.

1110—Organizational Independence
The chief audit executive must report to a level within the organization that allows the internal audit activity to 
fulfi ll its responsibilities. The chief audit executive must confi rm to the board, at least annually, the organizational 
independence of the internal audit activity.

Interpretation:
Organizational independence is effectively achieved when the chief audit executive reports functionally to the 
board. Examples of functional reporting to the board involve the board:
• Approving the internal audit charter;
• Approving the risk-based internal audit plan;
•  Receiving communications from the chief audit executive on the internal audit activity’s performance relative 

to its plan and other matters;
•  Approving decisions regarding the appointment and removal of the chief audit executive; and
•  Making appropriate inquiries of management and the chief audit executive to determine whether there are 

inappropriate scope or resource limitations.
1110.A1—The internal audit activity must be free from interference in determining the scope of internal 
auditing, performing work, and communicating results.

1111—Direct Interaction with the Board
The chief audit executive must communicate and interact directly with the board.
1120—Individual Objectivity
Internal auditors must have an impartial, unbiased attitude and avoid any confl ict of interest.

Interpretation:
Confl ict of interest is a situation in which an internal auditor, who is in a position of trust, has a competing 
professional or personal interest. Such competing interests can make it diffi cult to fulfi ll his or her duties 
impartially. A confl ict of interest exists even if no unethical or improper act results. A confl ict of interest can 
create an appearance of impropriety that can undermine confi dence in the internal auditor, the internal audit 
activity, and the profession. A confl ict of interest could impair an individual’s ability to perform his or her duties 
and responsibilities objectively.

1130—Impairment to Independence or Objectivity
If independence or objectivity is impaired in fact or appearance, the details of the impairment must be disclosed to 
appropriate parties. The nature of the disclosure will depend upon the impairment.

Interpretation:
Impairment to organizational independence and individual objectivity may include, but is not limited to, 
personal confl ict of interest, scope limitations, restrictions on access to records, personnel, and properties, and 
resource limitations, such as funding.
The determination of appropriate parties to which the details of an impairment to independence or objectivity 
must be disclosed is dependent upon the expectations of the internal audit activities and the chief audit 
executive’s responsibilities to senior management and the board as described in the internal audit charter, as 
well as the nature of the impairment.
1130.A1—Internal auditors must refrain from assessing specifi c operations for which they were previously 
responsible. Objectivity is presumed to be impaired if an internal auditor provides assurance services for an 
activity for which the internal auditor had responsibility within the previous year.
1130.A2—Assurance engagements for functions over which the chief audit executive has responsibility must be 
overseen by a party outside the internal audit activity.
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1130.C1—Internal auditors may provide consulting services relating to operations for which they had previous 
responsibilities.
1130.C2—If internal auditors have potential impairments to independence or objectivity relating to 
proposed consulting services, disclosure must be made to the engagement client prior to accepting the 
engagement.

1200—Profi ciency and Due Professional Care
Engagements must be performed with profi ciency and due professional care.

1210—Profi ciency
Internal auditors must possess the knowledge, skills, and other competencies needed to perform their individual 
responsibilities. The internal audit activity collectively must possess or obtain the knowledge, skills, and other 
competencies needed to perform its responsibilities.

Interpretation:
Knowledge, skills, and other competencies is a collective term that refers to the professional profi ciency 
required of internal auditors to effectively carry out their professional responsibilities. Internal auditors 
are encouraged to demonstrate their profi ciency by obtaining appropriate professional certifi cations and 
qualifi cations, such as the Certifi ed Internal Auditor designation and other designations offered by The 
Institute of Internal Auditors and other appropriate professional organizations.
1210.A1—The chief audit executive must obtain competent advice and assistance if the internal auditors lack 
the knowledge, skills, or other competencies needed to perform all or part of the engagement.
1210.A2—Internal auditors must have suffi cient knowledge to evaluate the risk of fraud and the manner in 
which it is managed by the organization, but are not expected to have the expertise of a person whose primary 
responsibility is detecting and investigating fraud.
1210.A3—Internal auditors must have suffi cient knowledge of key information technology risks and controls 
and available technology-based audit techniques to perform their assigned work. However, not all internal 
auditors are expected to have the expertise of an internal auditor whose primary responsibility is information 
technology auditing.
1210.C1—The chief audit executive must decline the consulting engagement or obtain competent advice and 
assistance if the internal auditors lack the knowledge, skills, or other competencies needed to perform all or 
part of the engagement.

1220—Due Professional Care
Internal auditors must apply the care and skill expected of a reasonably prudent and competent internal auditor. 
Due professional care does not imply infallibility.

1220.A1—Internal auditors must exercise due professional care by considering the:
•  Extent of work needed to achieve the engagement’s objectives;
•  Relative complexity, materiality, or signifi cance of matters to which assurance procedures are applied;
•  Adequacy and effectiveness of governance, risk management, and control processes;
•  Probability of signifi cant errors, fraud, or noncompliance; and
•  Cost of assurance in relation to potential benefi ts.
1220.A2—In exercising due professional care, internal auditors must consider the use of technology-based audit 
and other data analysis techniques.
1220.A3—Internal auditors must be alert to the signifi cant risks that might affect objectives, operations, or 
resources. However, assurance procedures alone, even when performed with due professional care, do not 
guarantee that all signifi cant risks will be identifi ed.
1220.C1—Internal auditors must exercise due professional care during a consulting engagement by 
considering the:
•  Needs and expectations of clients, including the nature, timing, and communication of engagement 

results;
•  Relative complexity and extent of work needed to achieve the engagement’s objectives; and
•  Cost of the consulting engagement in relation to potential benefi ts.

1230—Continuing Professional Development
Internal auditors must enhance their knowledge, skills, and other competencies through continuing professional 
development.

1300—Quality Assurance and Improvement Program
The chief audit executive must develop and maintain a quality assurance and improvement program that covers all 
aspects of the internal audit activity.
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Interpretation:
A quality assurance and improvement program is designed to enable an evaluation of the internal audit 
activity’s conformance with the “Defi nition of Internal Auditing” and the Standards and an evaluation of 
whether internal auditors apply the Code of Ethics. The program also assesses the effi ciency and effectiveness 
of the internal audit activity and identifi es opportunities for improvement.

1310—Requirements of the Quality Assurance and Improvement Program
The quality assurance and improvement program must include both internal and external assessments.
1311—Internal Assessments
Internal assessments must include:
Ongoing monitoring of the performance of the internal audit activity; and periodic reviews performed through 
self-assessment or by other persons within the organization with suffi cient knowledge of internal audit practices.

Interpretation:
Ongoing monitoring is an integral part of the day-to-day supervision, review, and measurement of the internal 
audit activity. Ongoing monitoring is incorporated into the routine policies and practices used to manage the 
internal audit activity and uses processes, tools, and information considered necessary to evaluate conformance 
with the Defi nition of Internal Auditing, the Code of Ethics, and the Standards.
Periodic reviews are assessments conducted to evaluate conformance with the Defi nition of Internal Auditing, 
the Code of Ethics, and the Standards.
Suffi cient knowledge of internal audit practices requires at least an understanding of all elements of the 
International Professional Practices Framework.

1312—External Assessments
External assessments must be conducted at least once every fi ve years by a qualifi ed, independent reviewer or 
review team from outside the organization. The chief audit executive must discuss with the board:
•  The need for more frequent external assessments; and
•  The qualifi cations and independence of the external reviewer or review team, including any potential confl ict of interest.

Interpretation:
A qualifi ed reviewer or review team demonstrates competence in two areas: the professional practice of 
internal auditing and the external assessment process. Competence can be demonstrated through a mixture of 
experience and theoretical learning. Experience gained in organizations of similar size, complexity, sector, or 
industry, and technical issues is more valuable than less relevant experience. In the case of a review team, not 
all members of the team need to have all the competencies; it is the team as a whole that is qualifi ed. The chief 
audit executive uses professional judgment when assessing whether a reviewer or review team demonstrates 
suffi cient competence to be qualifi ed.
An independent reviewer or review team means not having either a real or an apparent confl ict of interest and 
not being a part of, or under the control of, the organization to which the internal audit activity belongs.

1320—Reporting on the Quality Assurance and Improvement Program
The chief audit executive must communicate the results of the quality assurance and improvement program to 
senior management and the board.

Interpretation:
The form, content, and frequency of communicating the results of the quality assurance and improvement 
program is established through discussions with senior management and the board and considers the 
responsibilities of the internal audit activity and chief audit executive as contained in the internal audit 
charter. To demonstrate conformance with the Defi nition of Internal Auditing, the Code of Ethics, and the 
Standards, the results of external and periodic internal assessments are communicated upon completion of such 
assessments and the results of ongoing monitoring are communicated at least annually. The results include the 
reviewer’s or review team’s assessment with respect to the degree of conformance.

1321—Use of “Conforms with the International Standards for the Professional Practice of Internal Auditing”
The chief audit executive may state that the internal audit activity conforms with the International Standards for 
the Professional Practice of Internal Auditing only if the results of the quality assurance and improvement program 
support this statement.

Interpretation:
The internal audit activity conforms with the Standards when it achieves the outcomes described in the 
Defi nition of Internal Auditing, Code of Ethics, and Standards. The results of the quality assurance and 
improvement program include the results of both internal and external assessments. All internal audit activities 
will have the results of internal assessments. Internal audit activities in existence for at least fi ve years will also 
have the results of external assessments.
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1322—Disclosure of Nonconformance
When nonconformance with the Defi nition of Internal Auditing, the Code of Ethics, or the Standards impacts 
the overall scope or operation of the internal audit activity, the chief audit executive must disclose the 
nonconformance and the impact to senior management and the board.

PERFORMANCE STANDARDS

2000—Managing the Internal Audit Activity
The chief audit executive must effectively manage the internal audit activity to ensure it adds value to the organization.

Interpretation:
The internal audit activity is effectively managed when:
•  The results of the internal audit activity’s work achieve the purpose and responsibility included in the internal 

audit charter;
•  The internal audit activity conforms with the Defi nition of Internal Auditing and the Standards; and
•  The individuals who are part of the internal audit activity demonstrate conformance with the Code of Ethics 

and the Standards.
The internal audit activity adds value to the organization (and its stakeholders) when it provides objective and 
relevant assurance, and contributes to the effectiveness and effi ciency of governance, risk management, and 
control processes.

2010—Planning
The chief audit executive must establish risk-based plans to determine the priorities of the internal audit activity, 
consistent with the organization’s goals.

Interpretation:
The chief audit executive is responsible for developing a risk-based plan. The chief audit executive takes 
into account the organization’s risk management framework, including using risk appetite levels set by 
management for the different activities or parts of the organization. If a framework does not exist, the chief 
audit executive uses his/her own judgment of risks after consultation with senior management and the board.
2010.A1—The internal audit activity’s plan of engagements must be based on a documented risk assessment, 
undertaken at least annually. The input of senior management and the board must be considered in this process.
2010.A2—The chief audit executive must identify and consider the expectations of senior management, the 
board, and other stakeholders for internal audit opinions and other conclusions.
2010.C1—The chief audit executive should consider accepting proposed consulting engagements based on 
the engagement’s potential to improve management of risks, add value, and improve the organization’s 
operations. Accepted engagements must be included in the plan.

2020—Communication and Approval
The chief audit executive must communicate the internal audit activity’s plans and resource requirements, 
including signifi cant interim changes, to senior management and the board for review and approval. The chief 
audit executive must also communicate the impact of resource limitations.
2030—Resource Management
The chief audit executive must ensure that internal audit resources are appropriate, suffi cient, and effectively 
deployed to achieve the approved plan.

Interpretation:
Appropriate refers to the mix of knowledge, skills, and other competencies needed to perform the plan. 
“Suffi cient” refers to the quantity of resources needed to accomplish the plan. Resources are effectively 
deployed when they are used in a way that optimizes the achievement of the approved plan.

2040—Policies and Procedures
The chief audit executive must establish policies and procedures to guide the internal audit activity.

Interpretation:
The form and content of policies and procedures are dependent upon the size and structure of the internal 
audit activity and the complexity of its work.

2050—Coordination
The chief audit executive should share information and coordinate activities with other internal and external 
providers of assurance and consulting services to ensure proper coverage and minimize duplication of efforts.
2060—Reporting to Senior Management and the Board
The chief audit executive must report periodically to senior management and the board on the internal audit 
activity’s purpose, authority, responsibility, and performance relative to its plan. Reporting must also include 
 signifi cant risk exposures and control issues, including fraud risks, governance issues, and other matters needed or 
requested by senior management and the board.

FIGURE 21.1 (Continued)



796 Chapter Twenty-One

PERFORMANCE STANDARDS

Interpretation:
The frequency and content of reporting are determined in discussion with senior management and the board 
and depend on the importance of the information to be communicated and the urgency of the related actions 
to be taken by senior management or the board.

2070—External Service Provider and Organizational Responsibility for Internal Auditing
When an external service provider serves as the internal audit activity, the provider must make the organization 
aware that the organization has the responsibility for maintaining an effective internal audit activity.

Interpretation
This responsibility is demonstrated through the quality assurance and improvement program which assesses 
conformance with the Defi nition of Internal Auditing, the Code of Ethics, and the Standards.

2100—Nature of Work
The internal audit activity must evaluate and contribute to the improvement of governance, risk management, and 
control processes using a systematic and disciplined approach.

2110—Governance
The internal audit activity must assess and make appropriate recommendations for improving the governance 
process in its accomplishment of the following objectives:
•  Promoting appropriate ethics and values within the organization;
•  Ensuring effective organizational performance management and accountability;
•  Communicating risk and control information to appropriate areas of the organization; and
•  Coordinating the activities of and communicating information among the board, external and internal auditors, 

and management.
2110.A1—The internal audit activity must evaluate the design, implementation, and effectiveness of the 
organization’s ethics-related objectives, programs, and activities.
2110.A2—The internal audit activity must assess whether the information technology governance of the 
organization supports the organization’s strategies and objectives.

2120—Risk Management
The internal audit activity must evaluate the effectiveness and contribute to the improvement of risk management 
processes.

Interpretation:
Determining whether risk management processes are effective is a judgment resulting from the internal 
auditor’s assessment that:
•  Organizational objectives support and align with the organization’s mission;
•  Signifi cant risks are identifi ed and assessed;
•  Appropriate risk responses are selected that align risks with the organization’s risk appetite; and
•  Relevant risk information is captured and communicated in a timely manner across the organization, 

enabling staff, management, and the board to carry out their responsibilities.
The internal audit activity may gather the information to support this assessment during multiple engagements. 
The results of these engagements, when viewed together, provide an understanding of the organization’s risk 
management processes and their effectiveness.
Risk management processes are monitored through ongoing management activities, separate evaluations, or 
both.
2120.A1—The internal audit activity must evaluate risk exposures relating to the organization’s governance, 
operations, and information systems regarding the:
•  Reliability and integrity of fi nancial and operational information.
•  Effectiveness and effi ciency of operations and programs;
•  Safeguarding of assets; and
•  Compliance with laws, regulations, policies, procedures, and contracts.
2120.A2—The internal audit activity must evaluate the potential for the occurrence of fraud and how the 
organization manages fraud risk.
2120.C1—During consulting engagements, internal auditors must address risk consistent with the engagement’s 
objectives and be alert to the existence of other signifi cant risks.
2120.C2—Internal auditors must incorporate knowledge of risks gained from consulting engagements into their 
evaluation of the organization’s risk management processes.
2120.C3—When assisting management in establishing or improving risk management processes, internal 
auditors must refrain from assuming any management responsibility by actually managing risks.
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2130—Control
The internal audit activity must assist the organization in maintaining effective controls by evaluating their 
effectiveness and effi ciency and by promoting continuous improvement.

2130.A1—The internal audit activity must evaluate the adequacy and effectiveness of controls in responding to 
risks within the organization’s governance, operations, and information systems regarding the:
•  Reliability and integrity of fi nancial and operational information;
•  Effectiveness and effi ciency of operations and programs;
•  Safeguarding of assets; and
•  Compliance with laws, regulations, policies, procedures, and contracts.
2130.C1—Internal auditors must incorporate knowledge of controls gained from consulting engagements into 
evaluation of the organization’s control processes.

2200—Engagement Planning
Internal auditors must develop and document a plan for each engagement, including the engagement’s objectives, 
scope, timing, and resource allocations.

2201—Planning Considerations
In planning the engagement, internal auditors must consider:
•  The objectives of the activity being reviewed and the means by which the activity controls its performance;
•  The signifi cant risks to the activity, its objectives, resources, and operations and the means by which the 

potential impact of risk is kept to an acceptable level;
•  The adequacy and effectiveness of the activity’s risk management and control processes compared to a relevant 

control framework or model; and
•  The opportunities for making signifi cant improvements to the activity’s risk management and control processes.

2201.A1—When planning an engagement for parties outside the organization, internal auditors must establish 
a written understanding with them about objectives, scope, respective responsibilities, and other expectations, 
including restrictions on distribution of the results of the engagement and access to engagement records.
2201.C1—Internal auditors must establish an understanding with consulting engagement clients about 
objectives, scope, respective responsibilities, and other client expectations. For signifi cant engagements, this 
understanding must be documented.

2210—Engagement Objectives
Objectives must be established for each engagement.

2210.A1—Internal auditors must conduct a preliminary assessment of the risks relevant to the activity under 
review. Engagement objectives must refl ect the results of this assessment.
2210.A2—Internal auditors must consider the probability of signifi cant errors, fraud, noncompliance, and other 
exposures when developing the engagement objectives.
2210.A3—Adequate criteria are needed to evaluate controls. Internal auditors must ascertain the extent to 
which management has established adequate criteria to determine whether objectives and goals have been 
accomplished. If adequate, internal auditors must use such criteria in their evaluation. If inadequate, internal 
auditors must work with management to develop appropriate evaluation criteria.
2210.C1—Consulting engagement objectives must address governance, risk management, and control processes 
to the extent agreed upon with the client.
2210.C2—Consulting engagement objectives must be consistent with the organization’s values, strategies, and 
objectives.

2220—Engagement Scope
The established scope must be suffi cient to satisfy the objectives of the engagement.

2220.A1—The scope of the engagement must include consideration of relevant systems, records, personnel, and 
physical properties, including those under the control of third parties.
2220.A2—If signifi cant consulting opportunities arise during an assurance engagement, a specifi c written 
understanding as to the objectives, scope, respective responsibilities, and other expectations should be reached 
and the results of the consulting engagement communicated in accordance with consulting standards.
2220.C1—In performing consulting engagements, internal auditors must ensure that the scope of the 
engagement is suffi cient to address the agreed-upon objectives. If internal auditors develop reservations about 
the scope during the engagement, these reservations must be discussed with the client to determine whether 
to continue with the engagement.
2220.C2—During consulting engagements, internal auditors must address controls consistent with the 
engagement’s objectives and be alert to signifi cant control issues.
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2230—Engagement Resource Allocation
Internal auditors must determine appropriate and suffi cient resources to achieve engagement objectives based on 
an evaluation of the nature and complexity of each engagement, time constraints, and available resources.
2240—Engagement Work Program
Internal auditors must develop and document work programs that achieve the engagement objectives.

2240.A1—Work programs must include the procedures for identifying, analyzing, evaluating, and documenting 
information during the engagement. The work program must be approved prior to its implementation, and 
any adjustments approved promptly.
2240.C1—Work programs for consulting engagements may vary in form and content depending upon the 
nature of the engagement.

2300—Performing the Engagement
Internal auditors must identify, analyze, evaluate, and document suffi cient information to achieve the engagement’s 
objectives.

2310—Identifying Information
Internal auditors must identify suffi cient, reliable, relevant, and useful information to achieve the engagement’s 
objectives.

Interpretation:
Suffi cient information is factual, adequate, and convincing so that a prudent, informed person would reach 
the same conclusions as the auditor. Reliable information is the best attainable information through the 
use of appropriate engagement techniques. Relevant information supports engagement observations and 
recommendations and is consistent with the objectives for the engagement. Useful information helps the 
organization meet its goals.

2320—Analysis and Evaluation
Internal auditors must base conclusions and engagement results on appropriate analyses and evaluations.
2330—Documenting Information
Internal auditors must document relevant information to support the conclusions and engagement results.

2330.A1—The chief audit executive must control access to engagement records. The chief audit executive must 
obtain the approval of senior management and/or legal counsel prior to releasing such records to external 
parties, as appropriate.
2330.A2—The chief audit executive must develop retention requirements for engagement records, regardless 
of the medium in which each record is stored. These retention requirements must be consistent with the 
organization’s guidelines and any pertinent regulatory or other requirements.
2330.C1—The chief audit executive must develop policies governing the custody and retention of consulting 
engagement records, as well as their release to internal and external parties. These policies must be consistent 
with the organization’s guidelines and any pertinent regulatory or other requirements.

2340—Engagement Supervision
Engagements must be properly supervised to ensure objectives are achieved, quality is assured, and staff is 
developed.

Interpretation:
The extent of supervision required will depend on the profi ciency and experience of internal auditors and 
the complexity of the engagement. The chief audit executive has overall responsibility for supervising the 
engagement, whether performed by or for the internal audit activity, but may designate appropriately 
experienced members of the internal audit activity to perform the review. Appropriate evidence of supervision 
is documented and retained.

2400—Communicating Results
Internal auditors must communicate the results of engagements.

2410—Criteria for Communicating
Communications must include the engagement’s objectives and scope as well as applicable conclusions, 
recommendations, and action plans.

2410.A1—Final communication of engagement results must, where appropriate, contain the internal auditors’ 
opinion and/or conclusions. When issued, an opinion or conclusion must take account of the expectations of 
senior managment, the board, and other stakeholders and must be supported by suffi cient, reliable, relevant, 
and useful information.
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Interpretation:
Opinions at the engagement level may be ratings, conclusions, or other descriptions of the results. Such an 
engagement may be in relation to controls around a specifi c process, risk, or business unit. The formulation of 
such opinions requires consideration of the engagement results and their signifi cance.
2410.A2—Internal auditors are encouraged to acknowledge satisfactory performance in engagement 
communications.
2410.A3—When releasing engagement results to parties outside the organization, the communication must 
include limitations on distribution and use of the results.
2410.C1—Communication of the progress and results of consulting engagements will vary in form and content 
depending upon the nature of the engagement and the needs of the client.

2420—Quality of Communications
Communications must be accurate, objective, clear, concise, constructive, complete, and timely.

Interpretation:
Accurate communications are free from errors and distortions and are faithful to the underlying facts. 
Objective communications are fair, impartial, and unbiased and are the result of a fair-minded and balanced 
assessment of all relevant facts and circumstances. Clear communications are easily understood and logical, 
avoiding unnecessary technical language and providing all signifi cant and relevant information. Concise 
communications are to the point and avoid unnecessary elaboration, superfl uous detail, redundancy, and 
wordiness. Constructive communications are helpful to the engagement client and the organization and lead to 
improvements where needed. Complete communications lack nothing that is essential to the target audience 
and include all signifi cant and relevant information and observations to support recommendations and 
conclusions. Timely communications are opportune and expedient, depending on the signifi cance of the issue, 
allowing management to take appropriate corrective action.

2421—Errors and Omissions
If a fi nal communication contains a signifi cant error or omission, the chief audit executive must communicate 
corrected information to all parties who received the original communication.
2430—Use of “Conducted in Conformance with the International Standards for the Professional Practice of 
Internal Auditing”
Internal auditors may report that their engagements are “conducted in conformance with the International 
Standards for the Professional Practice of Internal Auditing,” only if the results of the quality assurance and 
improvement program support the statement.
2431—Engagement Disclosure of Nonconformance
When nonconformance with the Defi nition of Internal Auditing, the Code of Ethics, or the Standards impacts a 
specifi c engagement, communication of the results must disclose the:
•  Principle or rule of conduct of the Code of Ethics or Standard(s) with which full conformance was not 

achieved;
•  Reason(s) for nonconformance; and
•  Impact of nonconformance on the engagement and the communicated engagement results.
2440—Disseminating Results
The chief audit executive must communicate results to the appropriate parties.

Interpretation:
The chief audit executive or designee reviews and approves the fi nal engagement communication before 
issuance and decides to whom and how it will be disseminated.
2440.A1—The chief audit executive is responsible for communicating the fi nal results to parties who can ensure 
that the results are given due consideration.
2440.A2—If not otherwise mandated by legal, statutory, or regulatory requirements, prior to releasing results 
to parties outside the organization, the chief audit executive must:
•  Assess the potential risk to the organization;
•  Consult with senior management and/or legal counsel as appropriate; and
•  Control dissemination by restricting the use of the results.
2440.C1—The chief audit executive is responsible for communicating the fi nal results of consulting 
engagements to clients.
2440.C2—During consulting engagements, governance, risk management, and control issues may be identifi ed. 
Whenever these issues are signifi cant to the organization, they must be communicated to senior management 
and the board.
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Purpose, Authority, and Responsibility
The purpose, authority, and responsibility of the internal auditing department should be 

set forth in the department’s charter, as approved by the organization’s board of directors. 

Its purpose should be consistent with the IIA’s defi nition of internal auditing, the Code 

of Ethics, and Standards.

Independence and Objectivity
Since internal auditors are employees of the organization, they are unlikely to have the per-

ceived independence of external auditors. However, independence is still very important to 

internal auditors. They should maintain an impartial, objective attitude and avoid conditions 

that threaten the ability to carry out work in an unbiased manner. Independence of the inter-

nal auditing department is enhanced when the chief audit executive1 reports to a level 

within the organization that allows the internal audit activity to fulfi ll its responsibilities. 

Ideally, the chief audit executive should report directly to the audit committee of the board 

of directors. Independence is also enhanced when potential confl icts of interest are consid-

ered in assigning staff to audit assignments. For example, it would be a confl ict of interest 

for an internal auditor to audit an area in which that individual was recently employed. It is 

diffi cult, if not impossible, to remain objective in evaluating one’s own operating decisions.

Profi ciency and Due Professional Care
An internal auditing department should establish policies and procedures that ensure that 

staff members are competent to fulfi ll their assignments with professional profi ciency. 

Ideally, the internal auditing department collectively should possess the skills and knowl-

edge necessary to fulfi ll all the audit requirements of the organization. These skills and 

knowledge may be acquired through a combination of effective employment practices 

and continuing education programs.

Identify the standards for the 

professional practice of internal 

auditing.

LO 21-3

PERFORMANCE STANDARDS

2450—Overall Opinions
When an overall opinion is issued, it must take into account the expectations of senior management, the board, 
and other stakeholders and must be supported by suffi cient, reliable, relevant, and useful information.

Interpretation:
The communication will identify:
•  The scope, including the time period to which the opinion pertains;
•  Scope limitations;
•  Consideration of all related projects including the reliance on other assurance providers;
•  The risk or control framework or other criteria used as a basis for the overall opinion; and
•  The overall opinion, judgment, or conclusion reached.

The reasons for an unfavorable overall opinion must be stated.

2500—Monitoring Progress
The chief audit executive must establish and maintain a system to monitor the disposition of results communicated to 
management.

2500.A1—The chief audit executive must establish a follow-up process to monitor and ensure that management 
actions have been effectively implemented or that senior management has accepted the risk of not taking action.
2500.C1—The internal audit activity must monitor the disposition of results of consulting engagements to the 
extent agreed upon with the client.

2600—Resolution of Senior Management’s Acceptance of Risks
When the chief audit executive believes that senior management has accepted a level of residual risk that may be 
unacceptable to the organization, the chief audit executive must discuss the matter with senior management. If the 
decision regarding residual risk is not resolved, the chief audit executive must report the matter to the board for 
resolution.

FIGURE 21.1 (Continued)

1 This title, used by the IIA, is equivalent to the director of internal auditing.
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Internal auditors must apply due care in performing their work by considering fac-

tors that are critical to performing an engagement, including complexity, controls, mate-

riality, and the probability of misstatements. Due care involves considering the use of 

 technology-based and other data analysis techniques, and being alert to signifi cant risks. 

In performing consulting engagements, internal auditors should consider the needs of 

the clients, complexity of the engagement, and the costs and benefi ts of the engagement.

Quality Assurance and Improvement Program
The chief audit executive should establish a quality assurance and improvement program 

that covers all aspects of the internal audit activity and continuously monitors its effec-

tiveness. The quality assurance and improvement program must include both internal and 

external assessments of effectiveness. In addition, the results of the quality assurance and 

improvement program should be communicated to senior management and the board 

of directors along with any instances where noncompliance affects the overall scope or 

operation of the internal audit activity.

Managing the Internal Audit Activity
This group of standards provides guidance for the chief audit executive in managing the 

internal auditing function. The chief audit executive is responsible for properly admin-

istering the department to help assure that (1) audit activity is planned based on a risk 

assessment, (2) plans are approved by senior management and the board, (3) audit work 

is planned, controlled, and coordinated to ensure that maximum value is provided to the 

organization, and (4) the resources of the internal auditing department are effi ciently and 

effectively employed.

Nature of Work
The nature of the internal auditors’ work should primarily involve improving risk man-

agement, control, and governance processes.

Engagement Planning
The IIA’s standards in this category recognize that if audit work is to be effective it must 

be adequately planned. Effective planning includes developing appropriate objectives, 

scope, timing, and resource allocations.

Performing the Engagement
In performing every engagement, the internal auditors should identify relevant informa-

tion, perform appropriate analysis and evaluation of the information, prepare work papers 

that support their conclusions, and adequately supervise staff members assigned to the 

engagement.

Communicating Results
For audit work to have its intended effect, the results must be communicated to appropri-

ate individuals accurately, objectively, completely, constructively, clearly, concisely, and 

on a timely basis. Communications should include the engagement’s objectives as well as 

applicable conclusions and recommendations. When applicable, reports should indicate 

that the engagement was conducted in accordance with the IIA standards.

Monitoring Progress
This aspect of auditing standards involves monitoring the progress of the organization 

with respect to the internal auditors’ recommendations. The chief audit executive should 

follow up to determine that management has taken appropriate action on recommenda-

tions, or that management has decided to accept the risk of not taking any action.

Resolution of Senior Management’s Acceptance of Risks
When the chief audit executive believes that an unacceptable level of risk exists, the mat-

ter should be discussed with senior management. If the matter remains unresolved, both 

the chief audit executive and senior management should report the matter to the board of 

directors.
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Since 1974, The IIA has administered the Certifi ed Internal Auditor (CIA) program. 

To become certifi ed, a candidate must hold a bachelor’s degree from an accredited college 

and successfully complete a four-part examination that is offered throughout the world. 

The four parts of the examination include: The Internal Audit Activity’s Role in Gover-

nance, Risk and Control; Conducting the Internal Audit Engagement; Business Analysis 

and Information Technology; and Business Management Skills. Another requirement of 

certifi cation is at least two years of work experience in internal auditing or its equivalent, 

although an advanced academic degree may be substituted for one year of work experi-

ence in meeting this requirement. When internal auditors become certifi ed, they must 

meet requirements for continuing professional education. More information on internal 

auditing and the CIA examination is available from The Institute of Internal Auditors, 

247 Maitland Avenue, Altamonte Springs, Florida 32701 or at www.theiia.org.

Operational Auditing

The term operational auditing refers to comprehensive examination of an operating 

unit or a complete organization to evaluate its systems, controls, and performance, as mea-

sured by management’s objectives. Whereas a fi nancial audit focuses on the measurement 

of fi nancial position, results of operations, and cash fl ows of an entity, an operational audit 

focuses on the effi ciency, effectiveness, and economy of operations. The operational auditor 

appraises management’s operating controls and systems over such varied activities as pur-

chasing, data processing, receiving, shipping, offi ce services, advertising, and engineering.

Operational audits are often performed by internal auditors for their organizations. The 

major users of operational audit reports are managers at various levels, including the board 

of directors. Top management needs assurance that every component of an organization is 

working to attain the organization’s goals. For example, management needs the following:

 1. Assessments of the unit’s performance in relation to management’s objectives or other 

appropriate criteria.

 2. Assurance that its plans (as set forth in statements of objectives, programs, budgets, 

and directives) are comprehensive, consistent, and understood at the operating levels.

 3. Objective information on how well its plans and policies are being carried out in all 

areas of operations, as well as information on opportunities for improvement in effec-

tiveness, effi ciency, and economy.

 4. Information on weaknesses in operating controls, particularly as to possible sources of 

waste.

 5. Reassurance that all operating reports can be relied on as a basis for action.

Governmental auditors, such as those employed by the Government Accountability 

Offi ce (GAO), perform operational audits of governmental programs that are adminis-

tered by both governmental and nongovernmental organizations. Operational auditing is 

especially applicable to governmental programs where the effectiveness of the programs 

cannot be evaluated in terms of profi ts; they must be evaluated by measuring such ele-

ments as the number of families relocated, the number of individuals rehabilitated, and 

the extent of the improvement in environmental conditions. In addition to internal and 

governmental auditors, CPA fi rms perform operational audits for clients through their 

consulting services departments.

In many respects, the auditor’s work in performing an operational audit is similar to that of 

a fi nancial statement audit, but there are some signifi cant differences. The steps may be set 

forth as (1) defi nition of purpose, (2) familiarization, (3) preliminary survey, (4) program 

Certifi cation of 
Internal Auditors

Explain the nature and the pur-

pose of an operational audit.

LO 21-4

Objectives of 
Operational 
Audits

General Approach 
to Operational 
Audits



Internal, Operational, and Compliance Auditing 803

development, (5) fi eldwork, (6) reporting the fi ndings, and (7) follow-up. The operational 

audit process is illustrated in Figure 21.2.

Defi nition of Purpose
The broad statement of purpose of an operational audit usually includes the intention to 

appraise the performance of a particular organization, function, or group of activities. 

However, this broad statement must be expanded to specify precisely the scope of the 

audit and the nature of the report. The auditors must determine specifi cally which poli-

cies and procedures are to be appraised and how they relate to the specifi c objectives of 

the organization.

Familiarization
Before starting an operational audit, the auditors must obtain a comprehensive knowl-

edge of the objectives, organizational structure, and operating characteristics of the unit 

being audited. This familiarization process might begin with a study of organizational 

charts, statements of the functions and responsibilities assigned, management policies 

and directives, and operating policies and procedures. At this stage, the auditors may read 

some of the published material available on the subject to acquaint themselves as fully 

as possible with the functions performed. This background information equips the audi-

tor to visit the organization’s facilities and interview supervisory personnel to determine 

their specifi c objectives, the standards used to measure accomplishment of those objec-

tives, and the principal problems encountered in achieving those objectives. During these 

visits, the auditors will also observe the operations and inspect the available records and 

reports.

In summary, the auditors attempt to familiarize themselves as thoroughly as possible 

with the function being performed, particularly from the standpoint of administrative 

responsibility and control. The auditors’ understanding of the organization is documented 

with questionnaires, fl owcharts, and written narratives.

Definition
of Purpose

Familiarization

Preliminary
Survey

Program
Development

Fieldwork

Reporting
the Findings

Follow-Up

FIGURE 21.2
The Operational Audit
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Preliminary Survey
The auditors’ preliminary conclusions about the critical aspects of the operations and 

potential problem areas are summarized as the auditors’ preliminary survey. This survey 

serves as a guide for the development of the audit program.

Program Development
The operational audit program is tailor-made to the particular engagement. It contains 

all the tests and analyses the auditors believe are necessary to evaluate the organization’s 

operations. Based on the nature and diffi culty of the audit work, appropriate personnel 

will be assigned to the engagement, and the work will be scheduled.

Fieldwork
The fi eldwork phase involves executing the operational audit program. The auditors 

select the items to be reviewed to determine the adequacy of the procedures and how well 

they are followed. Just as in fi nancial statement audits, the auditors will frequently select 

representative samples of the transactions from the records and inspect them to determine 

whether proper procedures have been followed and to discover the nature and extent of 

the problems encountered. In other cases, they may resort to inquiry or direct observation 

to satisfy themselves that the employees understand their instructions and are carrying 

out their work as intended.

Analysis is another important part of fi eldwork. Actual performance by the organiza-

tion is compared with various criteria, such as budgets, productivity goals, or perfor-

mance by similar units. This analysis provides a basis for auditors’ recommendations for 

improvements in effectiveness, effi ciency, and economy.

As each phase of the fi eldwork is completed, the auditors summarize the results and 

evaluate the material gathered. Defi ciencies that appear to be signifi cant are discussed 

with the supervisor involved. Frequently, corrective action may be taken at this time, 

although the primary purpose of this on-the-spot discussion is to make sure that all the 

relevant facts have been obtained.

During fi eldwork, the auditors will document the planning, evidence gathered, analy-

sis, interpretation, and fi ndings in their working papers. The audit working papers should 

stand alone and support the auditors’ report.

Reporting the Findings
On fi nal completion of the fi eldwork, the auditors should summarize their fi ndings 

related to the basic purposes of the audit. The report will include suggested improve-

ments in the operational policies and procedures of the unit and a list of situations in 

which compliance with existing policies and procedures is less than adequate. After 

COMPLIANCE WITH 
THE CLEAN AIR ACT
The Environmental Protec-

tion Agency has issued guidelines for Oxygenated Gasoline 
Credit Programs under the Clean Air Act, which requires 
CPAs (or internal auditors) to perform agreed-upon proce-
dures regarding a company’s compliance with an EPA regu-
lation that requires gasoline to contain at least 2 percent 
oxygen. Management’s assertion indicates the company’s 
compliance with the relevant requirements (which are spe-
cifi cally listed) of the Clean Air Act.

COMPLIANCE WITH THE FDIC IMPROVEMENT 
ACT OF 1991
The Federal Depository Insurance Corporation (FDIC) 
Improvement Act of 1991 requires that CPAs be engaged 
to perform agreed-upon procedures engagements to test 
large fi nancial institutions’ compliance with certain provi-
sions related to the “safety and soundness” of the institu-
tions. The assertion in this case states management’s belief 
that the institution has complied with the listed provisions 
of the act.

Illustrative Cases Compliance Auditing: 
Two Examples
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they have completed the draft report, they should arrange an exit conference to review 

the fi ndings with all persons directly concerned with the operations audited. The con-

ference ensures that the auditors have an accurate and complete story; if there is a 

question about the facts, further investigation will be made until any doubt is resolved. 

If a serious disagreement on the interpretation of the facts remains, it is usually best 

to disclose both interpretations in the report. The conference also provides an oppor-

tunity for the affected management to consider and take timely action on the problems 

disclosed.

A formal report, such as the one illustrated by Figure 21.3, is then issued to top man-

agement. For each fi nding, a complete report will describe (1) the criteria used to evalu-

ate the activity, (2) the condition (e.g., problem) that exists, (3) the cause, (4) the effect, 
and (5) recommendations for improvement.

Follow-Up
The fi nal stage in the operational auditors’ work is the follow-up action to ensure that 

any defi ciencies disclosed in the audit report are satisfactorily handled. This follow-up 

responsibility may be given to a line organization or staff group, but most frequently 

it is held to be a responsibility of the audit staff. In some instances, the auditors fi nd it 

FIGURE 21.3
Introductory Language 
for an Operational 
Audit Report

Neal McGregor
Vice President—Operations
Baxter Corporation
Kansas City, Missouri

Dear Mr. McGregor:

 In September 20X1, we concluded an operational audit of the data processing 
operations.

Objectives, Scope, and Approach
 The general objectives of this engagement, which were more specifi cally outlined in 
our letter dated June 30, 20X1, were as follows:

• To document, analyze, and report on the status of current operations.

• To identify areas that require attention.

• To make recommendations for corrective action or improvements.

 Our operational audit encompassed the centralized data processing facilities and the 
on-site computer operations of the company’s retailing division. Our evaluations included 
both the fi nancial and operational conditions of the units. Financial data consulted in the 
course of our analyses were not audited or reviewed by us, and, accordingly, we do not 
express an opinion or any other form of assurance on them.
 The operational audit involved interviews with management personnel and selected 
operations personnel in each of the units studied. We also evaluated selected documents, 
fi les, reports, systems, procedures, and policies as we considered appropriate. After 
analyzing the data, we developed recommendations for improvements. We then discussed 
our fi ndings and recommendations with appropriate unit management personnel, and 
with you, prior to submitting this written report.

Findings and Recommendations
 All signifi cant fi ndings are included in this report for your consideration. The 
recommendations in this report represent, in our judgment, those most likely to bring 
about improvements in the operations of the organization. The recommendations differ 
in such aspects as diffi culty of implementation, urgency, visibility of benefi ts, and required 
investment in facilities and equipment or additional personnel. The varying nature of the 
recommendations, their implementation costs, and their potential impact on operations 
should be considered in reaching your decision on courses of action.

  (Specifi c Findings and Recommendations)
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desirable to make brief reexaminations after a reasonable lapse of time to ensure that all 

signifi cant recommendations have been implemented.

Compliance Auditing

Society has always been concerned about compliance with laws and regulations by all 

types of organizations. As a result, compliance auditing has evolved to become an impor-

tant part of the work of both external and internal auditors. Compliance  auditing 

involves testing and reporting on whether an organization has complied with the require-

ments of various laws, regulations, and agreements. Congress and various regulators have 

adopted compliance auditing requirements for a wide variety of business, governmental, 

and nonprofi t organizations. The Auditing Standards Board has developed general guide-

lines for all types of engagements that involve attesting to compliance with laws and 

regulations, and more specifi c guidelines for compliance auditing of federal fi nancial 

assistance programs.

Section 601 of Statement on Standards for Attestation Engagements (SSAE) No. 10, 
“Attestation Standards: Revision and Recodifi cation,”2 provides guidance for CPAs when 

they are engaged either to apply agreed-upon procedures or perform an examination on 

an organization’s compliance with laws and regulations. SSAE No. 10 prohibits CPAs 

from performing reviews of compliance with laws and regulations.

In compliance attestation engagements, CPAs address an organization’s compliance 
with specifi ed requirements, or its internal control over compliance with specifi c 

laws and regulations. Management3 provides an assertion about compliance in writing 

in a representation letter to the CPAs. That assertion also may be presented in a for-

mal report that accompanies the CPAs’ report or be included in the CPAs’ report. The 

CPAs’ report provides assurance on either management’s assertion or directly on 

compliance.

Applying Agreed-Upon Procedures to Test Compliance with Specifi ed Requirements
Engagements to apply agreed-upon procedures to test compliance with specifi ed require-

ments are common compliance engagements. The objective of an agreed-upon proce-

dures engagement is to assist users in evaluating an entity’s compliance with specifi ed 

requirements based on procedures agreed upon by the users of the report. A major advan-

tage of agreed-upon procedures engagements results from the fact that since the users 

participate in designing the procedures to be performed by the CPAs, it is likely that the 

work performed will meet their needs.

Agreed-upon procedures reports are restricted-use reports, intended for the audit com-

mittee, management, and other parties for whom the procedures were designed (e.g., 

the Environmental Protection Agency). The reports provide a summary of procedures 

performed and the CPAs’ fi ndings. The fi ndings section of the report should set forth any 

instances of noncompliance with relevant laws and regulations noted by the CPAs, 

regardless of whether they became aware of them as a result of the procedures performed 

or in some other way, such as through an informal discussion with an internal auditor. 

The format of a report on the application of agreed-upon procedures to compliance is 

illustrated in the accompanying box.

Distinguish among the various 

types of compliance audits.

LO 21-5

Attesting to 
Compliance 
with Laws and 
Regulations

2 SSAE No. 10 revises and recodifi es the fi rst nine SSAEs. Guidance on compliance attestation was 
originally presented in SSAE No. 3, “Compliance Attestation.”
3 Section 101 of SSAE No. 10 provides that the report should identify the party responsible for the 
assertion or the subject matter of the assertion. The responsible party is defi ned as the person or 
persons, as either individuals or representatives of the entity, responsible for the subject matter. 
Management is deemed to be the “responsible party” throughout this chapter.
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Applying Agreed-Upon Procedures to Test the Effectiveness of Controls 
over Compliance
As indicated previously, CPAs also may be engaged to test the effectiveness of the orga-

nization’s internal control over compliance. An organization’s internal control over 
compliance is the process by which management obtains reasonable assurance that the 

organization has complied with specifi c requirements. The CPAs’ report on the applica-

tion of agreed-upon procedures to test the effectiveness of controls over compliance is 

similar to the report on compliance that is presented above. It describes the tests of con-

trols performed and the related fi ndings and includes the appropriate limitations on the 

distribution of the report and other caveats.

Performing Examinations
CPAs are sometimes engaged to perform an examination of a client’s compliance with 

specifi ed requirements (the subject matter) or of management’s assertion related thereto. 

In performing an examination engagement, the CPAs begin by obtaining a thorough 

understanding of the requirements. Then they plan the engagement, consider the orga-

nization’s internal control over compliance, perform suffi cient procedures to form an 

opinion on compliance (or on management’s assertion about compliance), and issue an 

opinion on compliance with specifi ed requirements. An unqualifi ed opinion on compli-

ance with laws and regulations is shown in the accompanying box.

Independent Accountant’s Report

TO LENOS COMPANY:

We have performed the procedures enumerated below, which were agreed to by the Illi-
nois Department of Education, solely to assist the users in evaluating Lenos Company’s compli-
ance with Section F.2 of Illinois Department of Education Regulation 74A of Employment Health 
Requirements during the period ended December 31, 20X1, included in the accompanying 
Management Report. Management is responsible for Lenos Company’s compliance with these 
requirements. This agreed-upon procedures engagement was conducted in accordance with 
attestation standards established by the American Institute of Certifi ed Public Accountants. The 
suffi ciency of these procedures is solely the responsibility of those parties specifi ed in this report. 
Consequently, we make no representation regarding the suffi ciency of the procedures described 
below either for the purpose for which this report has been requested or for any other purpose.

[Include paragraphs to enumerate procedures and fi ndings.]
We were not engaged to and did not conduct an examination, the objective of which would 

be the expression of an opinion on compliance. Accordingly, we do not express such an opinion. 
Had we performed additional procedures, other matters might have come to our attention that 
would have been reported to you.

This report is intended solely for the information and use of the Illinois Department of Educa-
tion and is not intended to be and should not be used by anyone other than these specifi ed parties.

Independent Accountant’s Report

TO LENOS COMPANY:

We have examined Lenos Company’s compliance with Section F.2 of Illinois Department of Edu-
cation Regulation 74A of Employment Health Requirements during the period ended December 
31, 20X1. Management is responsible for Lenos Company’s compliance with those requirements. 
Our responsibility is to express an opinion on the Company’s compliance based on our examination.

Our examination was conducted in accordance with standards established by the American 
Institute of Certifi ed Public Accountants, and, accordingly, included examining, on a test basis, 
evidence about Lenos Company’s compliance with those requirements and performing such 
other procedures as we considered necessary in the circumstances. We believe that our exami-
nation provides a reasonable basis for our opinion. Our examination does not provide a legal 
determination on Lenos Company’s compliance with specifi ed requirements.

In our opinion, Lenos Company complied, in all material respects, with the aforementioned 
requirements for the year ended December 31, 20X1.



808 Chapter Twenty-One

The CPAs’ examination report should be modifi ed in the following circumstances:

 • Material noncompliance with specifi ed requirements. A qualifi ed or adverse opinion 

should be issued when the auditors’ procedures indicate that the organization did not 

comply with the requirements (reporting directly on the subject matter) or that man-

agement’s report is not fairly stated.

 • Scope restriction. A qualifi ed opinion or disclaimer of opinion should be issued when 

the CPAs’ procedures are restricted.

 • Involvement of another CPA fi rm in the examination. In these circumstances, the prin-

cipal CPA fi rm generally issues a report that indicates a division of responsibility.

Although the CPAs’ examination report may generally be either on the subject matter 

or on management’s assertion, when it is other than unqualifi ed, the CPAs must report 

directly on the subject matter.

In 2013, the SEC adopted amendments to the Securities Exchange Act of 1934 

(“Exchange Act”)4 to implement a portion of the Dodd-Frank Wall Street Reform and 

Consumer Protection Act relating to brokers and dealers. The purpose was to strengthen 

and clarify broker-dealer annual fi nancial reporting requirements and oversight of such 

information by CPAs. A broker-dealer is a person or fi rm in the business of buying and 

selling securities. Such a fi rm operates as a broker when it processes orders on behalf of 

clients, and as a dealer when it trades for its own account.

While broker-dealers for many years have fi led annual audited fi nancial statements 

and various supplemental schedules with the SEC, the amendments to the Exchange 

Act require additional reporting on compliance. Essential to this reporting is the broker-

dealer’s internal control over compliance with various SEC requirements (referred to as 

fi nancial responsibility rules, such as maintaining adequate controls to safeguard client 

securities). Each broker-dealer who maintains custody of customer funds or securities is 

required to fi le an annual compliance report on whether

 1. The broker-dealer has established and maintained internal control over compliance.

 2. Internal control over compliance was effective during the most recent fi scal year.

 3. Internal control over compliance was effective as of the end of the most recent fi scal 

year.

 4. The broker-dealer was in compliance with various related rules addressing areas 

including the safeguarding customer securities and funds and maintaining necessary 

capital or reserves.

 5. The information the broker–dealer used to assess compliance with point 4 was derived 

from its books and records.

A broker-dealer is required to engage a CPA to examine statements 2 through 5 and to 

issue a report based on that examination. PCAOB Attestation Standard 1, “Examination 

Engagements Regarding Compliance Reports of Brokers and Dealers,” provides guid-

ance for compliance audits. Both the broker-dealer’s report and the auditor’s compliance 

report describe identifi ed material weaknesses in internal control over compliance and 

any noncompliance with a rule.

A broker-dealer that considers itself exempt from the requirements (ordinarily because 

that broker does not maintain custody of customer funds or securities) obtains an audi-

tor’s review report concerning the exemption. PCAOB Attestation Standard 2, “Review 

Engagements Regarding Exemption Reports of Brokers and Dealers,” provides guidance 

for reviews.

Compliance 
Reporting by 
Broker-Dealers 
under PCAOB 
Requirements

4 The specifi c Rules most directly involved with compliance reporting are 15 and 17. The 1934 
Securities Exchange Act is available at: http://www.sec.gov/about/laws/sea34.pdf.
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AICPA AU-C 935 provides guidance on performing tests of compliance in the following 

types of audits:

 • Audits of the fi nancial statements of entities receiving federal fi nancial assistance in 

accordance with generally accepted auditing standards.

 • Audits conducted in accordance with Government Auditing Standards.
 • Audits conducted in accordance with the federal Single Audit Act.5

Audits in Accordance with Generally Accepted Auditing Standards
As discussed in Chapter 2, auditors have a responsibility to design all audits to obtain rea-

sonable assurance of detecting material misstatements resulting from violations of laws 

and regulations that have a direct and material effect on line-item amounts in the fi nancial 

statements. Governmental organizations are subject to a variety of laws and regulations 

that affect their fi nancial statements—many more than typical business enterprises. An 

important aspect of generally accepted accounting principles for governmental organiza-

tions is the recognition of various legal and contractual requirements. These requirements 

pertain to bases of accounting, fund structure, and other accounting principles. Therefore, 

in performing an audit of a governmental organization’s fi nancial statements, auditors are 

more likely to encounter laws and regulations that have a direct and material effect on the 

amounts in the organization’s fi nancial statements.

Governmental organizations receive funds from various sources, including taxes, spe-

cial assessments, and bond issues. Laws and regulations often dictate the way the funds 

may be spent. While certain funds may be used for general government purposes, others 

are restricted to specifi c purposes, such as schools, libraries, or highways.

A governmental organization also may receive fi nancial assistance from other gov-

ernmental organizations in the form of grants, loans, loan guarantees, interest subsidies, 

insurance, and food commodities. This fi nancial assistance often is provided subject to 

specifi ed compliance requirements. For example, a federal agency may provide fi nancial 

assistance to a governmental organization but require the organization to match the fed-

eral funding. In the event a governmental organization does not comply with the match-

ing requirement, it may have to refund the federal fi nancial assistance.

Auditors perform a number of procedures to identify the laws and regulations that 

have a direct effect on an organization’s fi nancial statements, including (1) discussing 

laws and regulations with management, program and grant administrators, and gov-

ernment auditors; (2) reviewing state and federal compliance requirement documents; 

(3) reviewing relevant grant and loan agreements; and (4) reviewing minutes of the legis-

lative body of the governmental organization. Auditors also obtain written representations 

from management about the completeness of the laws and regulations identifi ed and an 

acknowledgment of management’s responsibility for compliance with them.

When auditors have an understanding of the important laws and regulations, they 

assess the risks that fi nancial statement amounts might be materially affected by vio-

lations.6 In making these assessments, they consider the controls designed to prevent 

violations, such as policies regarding acceptable operating practices, codes of conduct, 

and assignment of responsibility for complying and assessing compliance with legal and 

regulatory requirements. These risk assessments are then used to design the nature, tim-

ing, and extent of the auditors’ substantive tests of compliance.

Compliance 
Auditing of 
Government 
Entities and 
Organizations 
Receiving 
Federal Financial 
Assistance

Describe the auditing and report-

ing requirements of Government 
Auditing Standards and the Single 

Audit Act.
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5 AICPA AU-C 935 refers to the Single Audit Act of 1984. This act was amended in its entirety by the 
Single Audit Act Amendments of 1996.
6 Generally, laws and regulations concerning compliance with fi nancial assistance programs do 
not discuss compliance in terms of whether or not noncompliance might materially misstate the 
fi nancial statements. These laws and regulations discuss the effect of noncompliance in terms of 
whether it has a direct and material effect on fi nancial assistance programs.
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Audits in Accordance with Government Auditing Standards
The Government Accountability Offi ce issues Generally Accepted Government Auditing 
Standards (GAGAS) for use in auditing federal entities and organizations that receive 

federal fi nancial assistance. They include standards for fi nancial audits and performance 

audits. These standards are included in a publication entitled Government Auditing 
Standards, which is commonly referred to as the “Yellow Book.” The standards apply 

(updated in 2011) only when required by law, regulation, or agreement. These standards 

impose additional requirements related to (1) ethics, (2) audit communication, (3) con-

sidering the results of previous audits, (4) noncompliance with provisions of contracts 

and grant agreements, (5) audit documentation, and (6) reporting.

Ethical Principles GAGAS place additional emphasis on ethical principles as the basis 

for the implementation of the standards, including a description of the following fi ve key 

principles that should guide government audits:

 1. The public interest—Observing integrity, objectivity, and independence in performing 

professional services assists the auditors in serving the public interest.

 2. Integrity—Public confi dence in government is maintained by auditors’ performing 

professional services with integrity.

 3. Objectivity—Objectivity includes being independent in fact and appearance when 

providing audit and attest services, maintaining an attitude of impartiality, being intel-

lectually honest, and being free from confl icts of interest.

 4. Proper use of government information, resources, and position—These items should 

be used for offi cial purposes and not for the auditors’ personal gain or otherwise 

inappropriately.

 5. Professional behavior—Auditors should comply with laws and regulations and avoid 

any conduct that might bring discredit to the auditors’ work.

In addition, GAGAS contains a conceptual framework for independence similar to the 

AICPA conceptual framework presented in Chapter 3. It also contains descriptions of the 

application of the conceptual framework.

Audit Communication GAGAS require auditors to communicate information about the 

nature of the audit and the level of assurance provided not only to client management 

and those charged with governance, but also to appropriate oversight bodies requiring 

the audits, those responsible for acting on audit fi ndings, and others authorized to receive 

such reports. In making these communications, the auditors should specifi cally address 

the planned work related to testing compliance with laws and regulations and internal 

control over fi nancial reporting.

Considering the Results of Previous Audits GAGAS require the auditors to consider the 

results of previous audits and follow up on known signifi cant fi ndings and recommenda-

tions in prior-year audit reports. The auditors’ objective is to determine that client offi cers 

have taken appropriate corrective actions.

Noncompliance with Provisions of Contracts and Grants As discussed in Chapter 2, 

generally accepted auditing standards require the auditors to plan an audit to provide 

reasonable assurance of detecting violations of laws and regulations that have a direct 

and material effect on the fi nancial statements. Generally Accepted Government Audit-
ing Standards make it clear that this responsibility extends to provisions of contracts and 

grants that have a direct and material effect on the fi nancial statements.

Audit Documentation Generally Accepted Government Auditing Standards have addi-

tional documentation requirements beyond those required by generally accepted auditing 

standards. These documentation requirements include:

 • Before the report is issued, evidence of supervisory review of the work performed that 

supports fi ndings, conclusions, and recommendations contained in the audit report.
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 • Any departures from Generally Accepted Government Auditing Standards and the 

impact on the audit or the auditors’ conclusions.

Reporting on Compliance with Laws and Regulations and Internal Control In  performing 

an audit of fi nancial statements in accordance with Government Auditing Standards, in addi-

tion to issuing an independent auditor’s report on the fi nancial statements, the auditor must 

also issue written reports on compliance with laws and regulations and on internal control.7

The report on compliance is based on the auditors’ tests of compliance with laws, 

regulations, grants, and contracts that have a direct and material effect on the amounts in 

the fi nancial statements—tests that are required by generally accepted auditing standards. 

The report describes the scope of the auditors’ tests of compliance with laws and regula-

tions and presents the auditors’ fi ndings.

Auditors may discover violations of provisions of laws, regulations, contracts, or 

grants that result in what they estimate to be a material misstatement of the organization’s 

fi nancial statements. In these circumstances, they must consider the effect on their opin-

ion on the fi nancial statements. The resulting misstatement, if left uncorrected, would 

normally require them to issue a qualifi ed or adverse opinion. Of course, management 

will usually decide to correct the fi nancial statements, allowing the auditors to issue an 

unqualifi ed opinion. Even though the fi nancial statements are corrected, the auditors must 

still modify their report on compliance with laws and regulations to include a description 

of the material instances of noncompliance. If the noncompliance resulted from a weak-

ness in internal control considered by the auditors to be a signifi cant defi ciency, they 

would also modify their report on internal control to describe the condition. The auditors 

should also report a description of any fraudulent or other illegal acts that they become 

aware of, unless they are inconsequential.

Auditors also may be required to report fraudulent or illegal acts directly to a govern-

ment agency or another third party. For example, when the client is required by law or 

regulation to notify specifi c external parties about a fraudulent or illegal act and fails to 

do so, the auditors are required to communicate the problem directly to the appropriate 

party. When the client fails to take appropriate steps to address fraudulent or illegal acts, 

auditors may also be required to notify a government agency.

When performing an audit in accordance with GAGAS, the auditors should include 

all signifi cant defi ciencies in internal control in the audit report and identify those con-

sidered to be material weaknesses. If the auditors have suffi cient appropriate audit evi-

dence that a signifi cant defi ciency has been remediated (eliminated) before their report 

is issued, the report still includes the signifi cant defi ciency, but indicates that it has been 

remediated. The report also includes a description of the scope of the auditors’ testing of 

internal control.8

Reference to Separate Reports GAGAS also require that if an auditor issues separate 

reports on the fi nancial statements, compliance, and internal control, the report on the 

fi nancial statements must include a fi nal paragraph that refers to the reports on compli-

ance and internal control, as shown below:

In accordance with Government Auditing Standards, we have also issued our reports dated July 
15, 20X0, on our consideration of the City of Springfi eld’s internal control over fi nancial report-
ing and on our tests of its compliance with certain provisions of laws, regulations, contracts, and 
grants. Those reports are an integral part of an audit performed in accordance with Government 
Auditing Standards and should be read in conjunction with this report in considering the results 
of our audit.

7 Government Auditing Standards allow these reports on fi nancial statements, internal control, and 
compliance to be presented separately or combined. The reporting options include (a) one report, 
all three combined; (b) two reports, with internal control and compliance combined; and (c) three 
separate reports.
8 Auditors of SEC registrants also issue reports on internal control as a part of the audit. Chapter 18 
presents details. 
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9 The Single Audit Act requires the Director of the Offi ce of Management (OMB) to issue guidance 
for implementing the act. OMB Circular A-133, Audits of States, Local Governments, and Non-Profi t 
Organizations, provides that guidance. 

Audits in Accordance with the Single Audit Act
A major impetus for the demands for increased compliance auditing comes from the fed-

eral government, which provides more than $500 billion in fi nancial assistance annually 

through various federal fi nancial assistance programs. This federal fi nancial assistance 

must be spent in accordance with the respective programs’ requirements. Federal fi nan-

cial assistance is provided primarily to states and local governmental units, such as cities, 

counties, and school districts, and to nonprofi t organizations, such as private colleges 

and universities and research institutes. Business organizations may also receive federal 

fi nancial assistance.

Congress passed the Single Audit Act to provide a mechanism for improving the man-

agement of federal fi nancial assistance programs by providing a statutory requirement to 

test compliance with laws and regulations and internal controls over program compliance 

requirements. The Single Audit Act applies to states, local governments, and nonprofi t orga-

nizations that expend $500,000 or more within a fi scal year in federal fi nancial assistance. 

Audits in accordance with the Single Audit Act9 are specifi cally designed to assess whether 

the billions of dollars in federal fi nancial assistance are being managed and spent in accor-

dance with applicable laws and regulations. Consequently, audits under the Single Audit 

Act are more extensive than audits of an organization’s fi nancial statements in accordance 

with generally accepted auditing standards and Government Auditing Standards.
The requirements of a single audit include determining and reporting on whether 

(1) the fi nancial statements are presented fairly in all material respects in accordance 

with generally accepted accounting principles, (2) the schedule of expenditures of federal 

awards (illustrated in Figure 21.4) is fairly presented in all material respects in relation to 

the fi nancial statements taken as a whole, and (3) the entity complied with the provisions 

of laws, regulations, and contracts or grants that may have a direct and material effect on 

each major federal fi nancial assistance program. The requirements also include obtain-

ing an understanding of internal control pertaining to compliance with the provisions 

The Dodd-Frank Wall Street 
Reform and Consumer Pro-
tection Act includes a sec-

tion related to “confl ict minerals” mined in the Democratic 
Republic of the Congo (or an adjoining country). Confl ict 
minerals are certain minerals—tantalum, tungsten, tin, and 
gold—mined in that area, often from mines controlled by 
violent militia groups. Under the Act, certain SEC registrants 
are required to attempt to determine whether they use any 
of these minerals from that area in their products. These 
products include electronic devices such as cell phones, por-
table music players, and computers.

The Act requires companies to establish and maintain a 
“due diligence framework” that makes it possible to mon-
itor compliance with the Act. Recently, Intel Corporation 
issued its report summarizing its analysis. While conclud-
ing that many of its products are DRC confl ict free, for 
some products it found that it was unable to determine 
origin.

CPAs are able to follow Government Auditing Standards 
and attestation standards (chapter 19) and express an opin-
ion on their client’s due diligence framework and compliance 
therewith (as contrasted to reporting directly on whether 
products are DRC confl ict free). The following is the opinion 
paragraph from Ernst & Young’s report on Intel:

In our opinion, the design of the Company’s due diligence 
framework for the reporting period from January 1 to 
December 31, 2013, as set forth in the Design of Confl ict 
Minerals Program section of the Confl ict Minerals Report is 
in conformity, in all material respects, with the OECD Due 
Diligence Guidance, and the Company’s description of the 
due diligence measures it performed as set forth in the 
Description of Due Diligence Measures Performed section of 
the Confl ict Minerals Report for the reporting period from 
January 1 to December 31, 2013, is consistent, in all material 
respects, with the due diligence process that the Company 
undertook.

Illustrative Case Confl ict Minerals
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FIGURE 21.4 Schedule of Federal Financial Assistance

CITY OF ROSEBUD, NEW JERSEY
Schedule of Federal Financial Assistance 

For the Year Ended June 30, 20X1

 Federal Program  
 CFDA or Award  
Federal Grantor Number Amount Receipts Disbursements

Department of Housing and Urban 
  Development, Community Development 
  Block Grants/Entitlement Grants 14.218 $   808,432 $  562,453 $  641,941

Passed through the New Jersey Department 
  of Transportation: Federal Transit—Capital 
  Investment Grants 20.500 483,993 483,993 483,993

Department of Education, Title I Grants 
  to Local Education Agencies  84.010 158,700 — 30,910

  $1,451,125 $1,046,446 $1,156,844

of laws, regulations, contracts, or grants that may have a material effect on each major 

federal fi nancial assistance program; assessing control risk; and performing tests of con-

trols. With respect to internal control, auditors must report on the procedures performed, 

including any signifi cant defi ciencies identifi ed, with specifi c identifi cation of signifi cant 

defi ciencies that constitute material weaknesses.

Identifi cation of Major Programs An important aspect of performing an audit in accor-

dance with the Single Audit Act is auditor identifi cation of the major federal fi nancial 
assistance programs. Major federal fi nancial assistance programs are those programs 

to which the auditor must apply procedures to test for compliance and to test the effec-

tiveness of controls. A major program is determined using a risk-based approach that 

considers both the amount of the program’s expenditures and the risk of material non-

compliance. However, the auditor must test compliance and controls of programs with 

expenditures that, in the aggregate, equal 50 percent of total federal fi nancial assistance 

program expenditures.10 The Illustrative Case on page 812 provides an example of how 

the auditors identify major programs.

Designing Compliance Procedures for Major Programs Auditors approach a single 

audit in much the same way they approach an audit in accordance with generally accepted 

auditing standards, but they must consider the additional auditing requirements for indi-

vidual major federal fi nancial assistance programs. In performing an audit in accordance 

with generally accepted auditing standards, auditors are concerned with compliance with 

laws and regulations that could have a direct and material effect on the organization’s 

fi nancial statements. Under the Single Audit Act, auditors are also concerned with com-

pliance with laws and regulations that could have a direct and material effect on each 

major federal fi nancial assistance program. Because materiality must be considered on 

a program-by-program basis, materiality for planning the compliance procedures will 

typically be much less than that for the fi nancial statements. Further, an amount that is 

material to one major federal fi nancial assistance program may not be material to another 

major program because of differences in program size and the differing signifi cance of 

particular compliance requirements to each program. This lower level of planning mate-

riality results in an increase in the extent of tests of compliance.

In designing the tests of compliance procedures, auditors fi rst assess the inherent risk 

of material noncompliance with laws and regulations applicable to each major program 

by considering various factors, such as the amount of the program expenditures and 

any changes made in the program. Auditors then assess the control risk related to the 

10 For low risk organizations, this percentage is reduced to 25 percent.
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organization’s administration of the programs. When controls are considered likely to be 

effective, the Single Audit Act requires auditors to obtain an understanding of controls 

over compliance for major programs, assess control risk, and perform tests of controls 

suffi cient to support an assessment of low control risk. But, when such controls are con-

sidered unlikely to be effective, auditors do not have to perform tests of controls.

Based on the auditors’ assessments of the risks of material noncompliance and the 

related levels of control risk, they design suffi cient substantive procedures to support an 

opinion on major program compliance with applicable laws and regulations. To provide 

assistance in designing these procedures, the Offi ce of Management and Budget (OMB) 

issued the OMB Circular A-133 Compliance Supplement (Compliance Supplement),
which specifi es the compliance requirements and provides suggested audit procedures 

for a large number of federal fi nancial assistance programs. For those major programs 

not included in the Compliance Supplement, auditors may determine the signifi cant 

 specifi c requirements to be tested by (1) following the Compliance Supplement’s  guidance 

for such programs; (2) considering knowledge obtained from prior years’ audits; (3) dis-

cussing laws and regulations with management, lawyers, program administrators, or fed-

eral, state, and local auditors; and (4) reviewing grant and loan agreements.

Compliance Requirements Under the Single Audit Act, auditors must test for compliance 

with the specifi c requirements of all major programs. The specifi c requirements that must 

be audited are those that, if not complied with, could have a direct and material effect on a 

major program. These requirements and the related audit objectives are described below:

 1. Activities allowed or not allowed. Determine that the organization complies with the 

specifi c requirements regarding the activities allowed or not allowed by the program.

 2. Allowable costs/cost principles. Determine that the organization complies with fed-

eral cost accounting policies applicable to the program.

The City of Woodruff receives funds through four federal fi nancial assistance programs. 
The following are the total amount of expenditures for the programs for the year and the 
auditors’ assessments of the risk of material noncompliance of each program.

 Expenditures Risk

Department of Education 
  Title I—Grants to Local Education Agencies 
  CFDA Number 84.010 $1,350,422 Moderate
Department of Transportation 
  Highway Planning and Construction 
  CFDA Number 20.205 787,900 Low
Department of Housing and Urban Development 
  Community Development 
  Block Grants/Entitlement Grants 
  CFDA Number 14.218 340,000 High
Department of Health and Human Services 
  Community Services Block Grant 
  CFDA Number 93.569 95,200 Moderate

    Total expenditures $2,573,522 

Based on the amount of the expenditures and the risk of material noncompliance, the auditors have identifi ed the fi rst and 
third programs as major programs. Expenditures from these two programs total $1,690,422 ($1,350,422 + $340,000), which 
exceeds the required percentage of coverage of 50 percent of total federal fi nancial assistance program expenditures. The 
second and fourth programs were not identifi ed as major programs due to the auditors’ assessments of the risk of material 
noncompliance and total amount, respectively.

Illustrative Case Identifi cation of Major Programs
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 3. Cash management. Determine that the recipient/subrecipient followed procedures to 

minimize the time elapsing between the transfer of funds from the U.S. Treasury, or 

pass-through entity, and their disbursement.

 4. Davis-Bacon Act. Determine that wages paid are not less than those established for 

the locality of the project (prevailing wage rates) by the Department of Labor.

 5. Eligibility. Determine that individuals or groups of individuals that are being pro-

vided goods or services under a program are eligible for participation in and for the 

levels of assistance received under that program.

 6. Equipment and real property management. Determine that the organization safe-

guards and maintains equipment purchased with federal assistance and uses the 

equipment for appropriate purposes.

 7. Matching, level of effort, earmarking. Determine that the organization contributes the 

appropriate amount of its own resources to the program.

 8. Period of availability of federal funds. Determine that federal funds were spent or 

obligated within the period of availability.

 9. Procurement and suspension and debarment. Determine that the organization uses 

appropriate policies for purchases with federal funds, and that the organization does 

not contract with vendors that are suspended or debarred.

 10. Program income. Determine whether program income is correctly recorded and used 

in accordance with the program requirements.

 11. Real property acquisition and relocation assistance. Determine that the organization 

complied with property acquisition, appraisal, negotiation, and residential relocation 

requirements.

 12. Reporting. Determine that the organization has complied with prescribed reporting 

requirements.

 13. Subrecipient monitoring. Determine whether recipients monitor the compliance of 

subrecipients.
 14. Special tests and provisions. Determine that the organization complies with other 

signifi cant specifi c requirements that apply to the program.

Evaluating the Results of Compliance Procedures of Major Programs In evaluating 

whether an entity’s noncompliance is material to a major program, auditors should con-

sider the frequency of noncompliance, and whether it results in a material amount of 

questioned costs. A questioned cost is an expenditure that the auditor questions on 

the grounds that it does not meet the criteria for allowability, program eligibility, or other 

requirements or is not adequately supported with documentation. An example of a ques-

tioned cost is a payment of fi nancial assistance to an individual who does not meet the eli-

gibility requirements of a program. In evaluating the effect of the questioned cost on their 

reports, auditors not only consider the actual amount, but also develop an estimate of the 

total amount of the questioned costs. Thus, when auditors use audit sampling to select 

expenditures for testing, they consider the projected amount of questioned costs from the 

sample, as discussed in Chapter 9. Even if the estimated total questioned cost is not mate-

rial enough to affect the auditors’ opinion on compliance, they may be required to report 

the instances of noncompliance found and the resulting amounts of questioned costs. 

Auditors must report all questioned costs and likely questioned costs that exceed $10,000 

in the Schedule of Findings and Questioned Costs, such as the example in Figure 21.5.

Reporting for a Single Audit In addition to the reports required for an audit in  accordance 

with Generally Accepted Government Auditing Standards, auditors must report on:

 • Whether the schedule of expenditures of federal awards is fairly presented in all mate-

rial respects in relation to the fi nancial statements taken as a whole.

 • Whether the entity complied with the provisions of laws, regulations, and contracts or 

grants that may have a direct and material effect on each major federal fi nancial assis-

tance program.
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Audit in Accordance with Generally Accepted Auditing Standards (GAAS)

Procedures Performed
  •   Audit procedures required by GAAS, including tests of compliance with laws and 

regulations having a direct and material effect on line-item amounts in the fi nancial 
statements.

Report Issued
  •  Opinion on fi nancial statements.

Audit in Accordance with Generally Accepted Government Auditing Standards (GAGAS)

Procedures Performed
  •  Some additional requirements, primarily related to communication and documentation.

Reports Issued
  •  Opinion on fi nancial statements.
  •  Report(s) on compliance with applicable laws and regulations and internal control.

Audit in Accordance with the Single Audit Act

Procedures Performed
  •  Same as GAAS, plus:
     •   Tests of compliance with the requirements applicable to major federal assistance 

programs.
     •  Tests of the internal control over major federal assistance programs.

Reports Issued
  •  Same as Government Auditing Standards, plus:
     •  Report on the schedule of expenditures of federal awards.
     •   Summary report of audit results relating to fi nancial statements, internal control, 

and compliance.
     •  Report of fi ndings and questioned costs.

FIGURE 21.6  Auditing and Reporting on Organizations Receiving Federal Financial Assistance—A Summary

CITY OF WAXVILLE, WASHINGTON
Schedule of Findings and Questioned Costs

April 30, 20X1

Program Finding/Noncompliance Questioned Cost

Department of Housing 
and Urban Development, 
Community Development 
Block Grants/Entitlement 
Grants Program

1.  Grant No. 85-C-7061
Project No. C-1
CFDA No. 14.218

Approximately $11,800 was 
expended for the payment 
of individual homeowners’ 
property taxes and fi re 
insurance. These are not 
allowable costs. The City intends 
to repay HUD for these costs. $11,800

2.  Grant No. 85-C-7071
Project No. C-1
CFDA No. 14.218

A request for reimbursement 
of funds was in excess of 
the actual documented 
expenditures. The City intends 
to repay HUD for these costs.

 41,060
$52,860

FIGURE 21.5
Schedule of Findings 
and Questioned Costs



Internal, Operational, and Compliance Auditing 817

 • The work performed on internal control relating to major federal fi nancial assistance 

programs.

In addition, an auditor must prepare a summary report that summarizes the results 

of the audit as described in the auditor’s opinion on the fi nancial statements, reports on 

internal control, reports on compliance, and the schedule of fi ndings and questioned costs 

that accompanies these reports.

The auditors’ compliance auditing and reporting requirements are summarized in 

 Figure 21.6. Notice that the requirements build on each other. An audit in accordance 

with Generally Accepted Government Auditing Standards includes the requirements 

of generally accepted auditing standards and a Single Audit includes the requirements of 

both standards.

Compliance 
Auditing—
A Summary

Chapter 
Summary

This chapter described internal, operational, and compliance auditing. To summarize:

 1. The Institute of Internal Auditors (IIA) defi nes internal auditing as an independent, 

objective assurance and consulting activity designed to add value and improve an orga-

nization’s operations. It helps an organization accomplish its objectives by bringing 

a systematic, disciplined approach to evaluating and improving the effectiveness of 

risk management, control, and governance processes. The IIA’s professional standards 

encompass attributes of internal auditors and performance of the internal audit function.

 2. An operational audit is the examination of an operating unit or a complete organi-

zation to evaluate its performance, as measured by management’s objectives. The 

stages of an operational audit might be summarized as defi nition of purpose, famil-

iarization, preliminary survey, program development, fi eldwork, reporting the fi nd-

ings, and follow-up.

 3. Compliance auditing involves testing and reporting on whether an organization has 

complied with the requirements of various laws, regulations, and agreements.

 4. The objective of a compliance audit engagement is the issuance of a report on the 

subject matter or an assertion by management regarding (a) the organization’s com-

pliance with specifi ed requirements or (b) the organization’s internal control over 

compliance with laws or regulations.

 5. The objectives of compliance auditing of federal fi nancial assistance programs are 

(a) to determine whether there have been violations of laws and regulations that may 

have a material effect on the organization’s fi nancial statements and major federal 

fi nancial assistance programs and (b) to provide a basis for additional reports on 

compliance and internal controls. Compliance auditing is involved in audits of fi nan-

cial statements in accordance with generally accepted auditing standards, audits con-

ducted in accordance with Generally Accepted Government Auditing Standards, and 

audits conducted in accordance with the federal Single Audit Act of 1984.

 6. Audits of governmental organizations in accordance with generally accepted audit-

ing standards must refl ect the fact that such organizations are subject to a variety of 

laws and regulations that may have a direct and material effect on the amounts in the 

organization’s fi nancial statements.

 7. In audits in accordance with Generally Accepted Government Auditing Standards, 
the auditors issue a report on the fi nancial statements and also report on compliance 

with laws and regulations and on internal control.

 8. Audits in conformity with the Single Audit Act of 1984 are specifi cally designed to 

help ensure that the billions of dollars in federal fi nancial assistance are appropriately 

spent. The focus of these audits is on organizations receiving signifi cant amounts of 

federal assistance in a year. The auditors are required to report on requirements of 

major programs for which federal assistance has been received.
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Key Terms 
Introduced or 
Emphasized in 
Chapter 21

Review 
Questions

Broker-dealer (808) A person or fi rm in the business of buying and selling securities. A broker-dealer 

operates as a broker when it processes orders on behalf of clients and as a dealer when it trades for its 

own account. 

Certifi ed Internal Auditor (CIA) (802) An individual who has passed an examination administered by 

The Institute of Internal Auditors and has met the experience requirements necessary to become certifi ed.

Charter (791) The charter of the internal audit activity is a formal written document that defi nes 

the activity’s purpose, authority, and responsibility. The charter should (a) establish the internal audit 

activity’s position within the organization; (b) authorize access to records, personnel, and physical 

properties relevant to the performance of engagements; and (c) defi ne the scope of internal audit activities.

Chief audit executive (800) Top position within the organization responsible for internal audit 

activities. Normally, this would be the internal audit director.

Compliance auditing (806) Performing procedures to test compliance with laws and regulations.

Compliance Supplement  (814) A publication of the U.S. Offi ce of Management and Budget that 

specifi es audit procedures for federal fi nancial assistance programs.

Compliance with specifi ed requirements (806) An entity’s compliance with specifi ed requirements 

of laws, regulations, rules, contracts, or grants.

Government Auditing Standards (810) A document that contains standards for audits of government 

organizations, programs, activities, and functions and of government assistance received by contractors 

and other nonprofi t organizations. These standards, often referred to as generally accepted government 

auditing standards (GAGAS), are to be followed by auditors when required by law or other requirement.

The Institute of Internal Auditors (IIA) (789) The international professional organization of internal 

auditors.

Internal auditing (789) An independent, objective assurance and consulting activity designed to 

add value and improve an organization’s operations. It helps an organization accomplish its objectives 

by bringing a systematic, disciplined approach to evaluate and improve the effectiveness of risk 

management, control, and governance processes.

Internal control over compliance (807) The process by which management obtains reasonable 

assurance of compliance with specifi ed laws and regulations.

Major federal fi nancial assistance program (award) (813) A signifi cant federal assistance program 

as determined by the auditors based on a risk-based approach. In a single audit, the auditors must provide 

an opinion on compliance related to major programs.

Management’s assertion (806) Any declaration, or set of related declarations taken as a whole, 

made by management. In the context of compliance attestation, management’s assertion deals with the 

entity’s compliance with specifi ed requirements, the effectiveness of the entity’s internal control over 

compliance, or both.

Noncompliance (806) The failure to act in accordance with laws, regulations, agreements, or grants.

Operational auditing (802) The process of reviewing a department or other unit of a business, 

governmental, or nonprofi t organization to measure the effectiveness, effi ciency, and economy of 

operations.

Questioned costs (815) Those costs paid with federal assistance that appear to be in violation of a law 

or regulation, inadequately documented, unnecessary, or unreasonable in amount.

Recipient (815) An organization receiving federal fi nancial assistance directly from the federal 

agency administering the program.

Single Audit Act (812) Legislation passed by the U.S. Congress that establishes uniform requirements 

for audits of federal fi nancial assistance provided to state and local governments. The act was 

signifi cantly amended in 1996.

Specifi c requirements (of laws, regulations, rules, contracts, or grants) (814) In compliance 

attestation engagements, management asserts that the organization is in compliance with specifi ed 

requirements, and the CPAs attest to this assertion.

Subrecipient (815) An organization receiving federal fi nancial assistance passed through from a 

recipient.

 21–1. Defi ne internal auditing.

 21–2. Describe the scope of activities of an internal auditing function.

 21–3. Nearly every large corporation now maintains an internal auditing department, but 50 years 

ago relatively few companies carried on a formal program of internal auditing. What have 

been the principal factors responsible for this rapid expansion?
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 21–4. Identify the knowledge and skills that are necessary to the performance of modern internal 

auditing.

 21–5. “The principal distinction between public accounting and internal auditing is that the latter 

activity is carried on by an organization’s own salaried employees rather than by independent 

professional auditors.” Criticize this quotation.

 21–6. Compare the objectives of internal auditors with those of external auditors.

 21–7. Identify the 11 categories of the IIA’s International Standards for the Professional Practice of 
Internal Auditing.

 21–8. Evaluate this statement: “Internal auditors cannot be independent of the activities that they audit.”

 21–9. Describe how the organizational status of the internal audit department affects its independence.

 21–10. Briefl y describe the factors that are important to the management of an internal auditing 

department.

 21–11. Describe the requirements for becoming a Certifi ed Internal Auditor.

 21–12. Differentiate between fi nancial statement audits and operational audits.

 21–13. Describe the purpose of an operational audit.

 21–14. Should the internal auditors generally disclose their fi ndings to operating personnel of the 

department involved before transmitting the report to top management? Explain.

 21–15. Describe the two types of agreed-upon procedures engagements that CPAs may perform relat-

ing to compliance with laws and regulations.

 21–16. Evaluate this statement: “An agreed-upon procedures engagement on compliance with a law is 

designed to provide users with negative assurance on whether an entity has complied with that 

law.”

 21–17. Describe the role of a broker-dealer.

 21–18. Explain why tests of compliance with laws and regulations are considered to be substantive 

tests.

 21–19. Explain the auditors’ responsibility for testing compliance with laws and regulations in an 

audit in accordance with generally accepted auditing standards.

 21–20. Identify the three types of audits that a governmental organization might obtain.

 21–21. Describe the additional documentation requirements of Generally Accepted Government 
Auditing Standards.

 21–22. Describe the ethical principles set forth in Generally Accepted Government Auditing 
Standards.

 21–23. “In an audit in accordance with Generally Accepted Government Auditing Standards the audi-

tors must perform tests of compliance with all laws and regulations.” Criticize this quotation.

 21–24. Describe the additional audit report required by Government Auditing Standards.

 21–25. The auditors’ responsibility for reporting violations of laws and regulations under Generally 
Accepted Government Auditing Standards differs from their responsibility under generally 

accepted auditing standards. Compare these responsibilities.

 21–26. Contrast the requirements of an audit in accordance with Generally Accepted Government 
Auditing Standards with the requirements of an audit in accordance with generally accepted 

auditing standards.

 21–27. Explain why compliance with laws and regulations is so important in the audit of governmen-

tal organizations.

 21–28. What is the purpose of the Single Audit Act?

 21–29. When is an organization required to have an audit in accordance with the Single Audit Act?

 21–30. Explain how major federal assistance programs are identifi ed.

 21–31. Describe what is meant by a questioned cost.

 21–32. Distinguish between a subrecipient and a primary recipient. Provide an example of each.

 21–33. Identify the 14 requirements that may be applicable to federal fi nancial assistance programs.

Questions 
Requiring 
Analysis

 21–34. In order to function effectively, the internal auditor must often educate auditees and other par-

ties about the nature and purpose of internal auditing.

 a. Defi ne internal auditing.

 b. Briefl y describe three possible benefi ts of an internal audit department’s program to edu-

cate auditees and other parties about the nature and purpose of internal auditing.

(CIA, adapted)

LO 21-1

Required:
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 21–35. Steve Ankenbrandt, president of Beeb Corp., has been discussing the company’s internal oper-

ations with the presidents of several other multidivision companies. Ankenbrandt discovered 

that most of them have an internal audit staff. The activities of the staffs at other companies 

include fi nancial audits, operational audits, and sometimes compliance audits.

Describe the meaning of the following terms as they relate to the internal auditing function:

 a. Financial auditing.

 b. Operational auditing.

 c. Compliance auditing.

(CIA, adapted)

 21–36. Throughout this book, emphasis has been placed on the concept of independence as the most 

signifi cant single element underlying the development of the public accounting profession. 

The term “independent auditor” is sometimes used to distinguish the public accountant from 

an internal auditor. Nevertheless, The Institute of Internal Auditors points to the factor of inde-

pendence as essential to an effective program of internal auditing. Distinguish between the 

meaning of independence as used by the American Institute of Certifi ed Public Accountants in 

describing the function of the certifi ed public accountant and the meaning of independence as 

used by The Institute of Internal Auditors to describe the work of the internal auditor.

 21–37. You are conducting the fi rst audit of the marketing activities of your organization. Your prelim-

inary survey has disclosed indications of defi cient conditions of a serious nature. You expect 

your audit work to document the need for substantial corrective action. You feel certain that 

your audit report will contain descriptions of a number of serious defects.

Your preliminary meeting with the director of the marketing division and the principal 

subordinates gave you reason to believe that they will be defensive, that your audit report will 

receive a chilly reception, that your stated facts are likely to be challenged, and that any defi -

cient conditions reported will be denied or minimized.

 a. Identify the aspect of the International Standards for the Professional Practice of Internal 
Auditing that applies to the problems described above.

 b. Describe four techniques that you might use to improve the chances that your report will 

be well received and that appropriate corrective action will be taken.

(CIA, adapted)

 21–38. CPAs may become involved in examinations of broker-dealers.

 a. Describe the information a broker-dealer who maintains custody of customer funds or 

securities is required to fi le in an annual compliance report on.

 b. Which of the required information in part a will ordinarily be examined and reported upon 

by a CPA?

 21–39. Matt Gunlock, CPA, is performing an audit of the City of Ryan in accordance with generally 

accepted auditing standards.

 a. Must Matt be concerned with the city’s compliance with laws and regulations? Explain.

 b. How should Matt decide on the nature and extent of the tests of compliance that should be 

performed in the audit?

 21–40. Wixon & Co., CPAs, is performing an audit of the City of Brummet for the year ended June 

30, 200X, in accordance with Generally Accepted Government Auditing Standards. During 

the course of the audit, Gerald Yarnell, a senior auditor, discovers violations of laws and regu-

lations that constitute material instances of noncompliance.

 a. Explain how these violations may affect the auditors’ reports.

 b. How would your answer to (a) change if management elected to correct the fi nancial state-

ments for the violations?

 21–41. North County School District expended $1,450,000 in federal fi nancial assistance this year.

 a. Is North County School District required to have an audit in accordance with the Single 

Audit Act? Explain.

 b. What are the requirements of an audit in accordance with the Single Audit Act?

 21–42. The City of Westmore is confused about the type of audit that it should obtain: an audit in 

accordance with generally accepted auditing standards, an audit in accordance with Generally 
Accepted Government Auditing Standards, or an audit in accordance with the Single Audit Act.

 a. Explain the differences between the three types of audits.

 b. How should the City of Westmore decide which type of audit it is required to obtain?

LO 21-1, 4, 5

Required:

LO 21-3

LO 21-1, 3

Required:

LO 21-5

LO 21-5

Required:

LO 21-6

Required:

LO 21-6

Required:

LO 21-6

Required:



Internal, Operational, and Compliance Auditing 821

Objective 
Questions

Compliance with 
Specifi ed Requirements

Internal Control over Compliance 
with Specifi c Laws and Regulations

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

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

 21–43. Multiple Choice Questions

Select the best answer for each of the following questions. Explain the reasons for your selection.

 a. Internal auditing can best be described as:

 (1) An accounting function.

 (2) A compliance function.

 (3) An activity primarily to detect fraud.

 (4) A control function.

(CIA, adapted)

 b. The independence of the internal auditing department will most likely be assured if it 

reports to the:

 (1) Audit committee of the board of directors.

 (2) President.

 (3) Controller.

 (4) Treasurer.

(CIA, adapted)

 c. When performing an operational audit, the purpose of a preliminary survey is to:

 (1) Determine the objective of the activity to be audited.

 (2) Determine the scope of the audit.

 (3) Identify areas that should be included in the audit program.

 (4) All of the above.

(CIA, adapted)

 d. Operational auditing is primarily oriented toward:

 (1) Future improvements to accomplish the goals of management.

 (2) Ensuring the accuracy of the data in management’s fi nancial reports.

 (3) Determination of the fairness of the entity’s fi nancial statements.

 (4) Compliance with laws and regulations.

 e. Which of the following bodies promulgates standards for audits of federal fi nancial assis-

tance programs?

 (1) Governmental Accounting Standards Board.

 (2) Financial Accounting Standards Board.

 (3) Government Accountability Offi ce.

 (4) Governmental Auditing Standards Board.

(AICPA, adapted)

 f. As compared to an audit in accordance with GAAS, an audit in accordance with Generally 
Accepted Government Auditing Standards requires the auditors to:

 (1) Use a lower level of materiality.

 (2) Perform additional tests of internal control.

 (3) Issue an additional report on compliance with laws and regulations and internal 

control.

 (4) Fulfi ll all of the above requirements.

 g. In a compliance attestation engagement, CPAs may address an organization’s:

LO 21-1

LO 21-1

LO 21-1

LO 21-4

LO 21-6

LO 21-6

LO 21-5

 h. The portion of internal control most directly related to a CPA’s engagement to attest to 

compliance with laws and regulations is:

 (1) Internal control over compliance.

 (2) Internal control over fi nancial reporting.

LO 21-5
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 k. An important aspect of performing an audit in accordance with the Single Audit Act is to 

identify:

 (1) Major federal fi nancial assistance programs.

 (2) Government generally accepted assertions.

 (3) Federal supplemental requirements.

 (4) Title determination sub-acts.

 l. The organization that administers the Certifi ed Internal Auditor program is the:

 (1) American Institute of Certifi ed Public Accountants—Certifi ed Internal Auditor 

Division.

 (2) The Institute of Internal Auditors.

 (3) American Accounting Association

 (4) Securities and Exchange Commission.

 21–44. Simulation

Under the Single Audit Act, auditors must test for compliance with the specifi c requirements 

of all major programs. State whether each of the following is required under that act:

LO 21-6

LO 21-1

LO 21-6

Management’s Assertion Subject Matter

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 j. When issuing a qualifi ed audit report in a compliance attestation engagement, the CPA 

may report on:

LO 21-5

Statement
Is it 

required?

 a.  Determine that the organization complies with generally accepted 
accounting principles applicable to the program.

 b.  Determine that the organization complies with specifi c requirements 
regarding the activities allowed or not allowed by the program.

 c.  Determine that wages paid are not more than those established for the 
locality of the project by the Department of Labor.

 d.  Determine that the organization contributes the appropriate amount of 
its own resources to the program.

 e.  Determine that federal funds were spent or obligated within the period 
of availability.

 f.  Determine whether program income is correctly recorded and used in 
accordance with the program requirements.

 g. Determine whether subrecipients monitor the compliance of recipients.

 h. Determine that only registered U.S. citizens work on the program.

 i.  Determine that the organization does not contract with vendors that 
are suspended or debarred.

 j.  Determine that the organization followed procedures to minimize the 
time elapsing between the transfer of funds from the U.S. Treasury and 
their disbursement.

Management’s Assertion Subject Matter

(1) Yes Yes
(2) Yes No
(3) No Yes
(4) No No

 (3) Internal control over laws and regulations.

 (4) Internal control over operations.

 i. When issuing an unqualifi ed audit report in a compliance attestation engagement, the CPA 

may report on:

LO 21-5
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 21–45. Match the following terms with the appropriate defi nition (or partial defi nitions). Each defi ni-

tion may be used once or not at all.

LO 21-5, 6

Term Defi nition (or Partial Defi nition)

 a. Compliance auditing
 b. Compliance Supplement
 c.  Government Auditing 

Standards
 d.  Major federal fi nancial 

assistance program
 e. Single Audit Act

1.  A document that contains standards for audits of 
government organizations, programs, activities, and 
functions and of government assistance received by 
contractors and other nonprofi t organizations.

2.  A document that presents the major and minor program 
requirements for all federal contracts.

3.  A publication of the U.S. Offi ce of Management and Budget 
that specifi es audit procedures for federal fi nancial assistance 
programs.

4.  A supplement to the U.S. Business Code, published by 
the General Accountability Offi ce, dealing with overall 
compliance issues.

5.  An act requiring that every single municipality undergo an 
annual audit of its fi nancial statements.

6.  Legislation passed by the U.S. Congress that establishes 
uniform requirements for audits of federal fi nancial 
assistance provided to state and local governments.

7.  Performing procedures to test compliance with laws and 
regulations.

8.  A signifi cant federal assistance program as determined by the 
auditors based on a risk-based approach. In a single audit, 
the auditors must provide an opinion on compliance related 
to major programs.

9.  The process of reviewing a department or other unit of a 
business, governmental, or nonprofi t organization to measure 
the effectiveness, effi ciency, and economy of operations.

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

 21–46. You are the chief audit executive for the internal auditing function of a large municipal hos-

pital. You receive monthly fi nancial reports prepared by the accounting department, and your 

review of them has shown that total accounts receivable from patients have steadily and rap-

idly increased over the past eight months.

Other information in the reports shows the following conditions:

 1. The number of available hospital beds has not changed.

 2. The bed occupancy rate has not changed.

 3. Hospital billing rates have not changed signifi cantly.

 4. The hospitalization insurance contracts have not changed since the last modifi cation 

12 months ago.

Your internal audit department performed a fi nancial and operational audit of the accounts 

receivable accounting function 10 months ago. The working papers fi le for that assignment 

contains fi nancial information, a record of the preliminary survey, documentation of the study, 

evaluation of controls, documentation of the procedures used to produce evidence about the 

validity and collectibility of the accounts, and a copy of your report that commented favorably 

on the controls and collectibility of the receivables.

However, the current increase in receivables has alerted you to the need for another audit. 

You remember news stories last year about the manager of the city water system who lost his 

job because his accounting department double-billed all the residential customers for three 

months. You plan to perform a preliminary survey of the problem, if indeed a problem exists.

 a. Write a memo to your senior auditor listing at least eight questions that should be used 

to guide and direct the preliminary survey. (Hint: The categories of questions used in the 

last preliminary survey were these: Who does the accounts receivable accounting? What 

data processing procedures and policies are in effect? and How is the accounts receivable 

accounting done? This time, you will use these categories and add a fourth category of 

questions: What fi nancial or economic events have occurred in the past 10 months?)

 b. Describe the phases of the audit that would be performed after the preliminary survey is 

completed.

(CIA, adapted)

LO 21-1, 3

Required:

Problems
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 21–47. Devry Corporation has established an independent foundation for the purposes of commu-

nity improvement. The foundation employs an executive director and eight staff people. The 

internal auditors of the company were requested to do an audit of the foundation in 20X1 to 

determine problems with the recording of transactions, the handling of cash, and documenta-

tion of transactions. The following items were found:

 1. The foundation used the cash basis of reporting rather than the accrual basis.

 2. The foundation lacked a copy of the plane ticket for airfare reimbursed for a trip taken by 

one of the volunteers.

 3. Excess funds were invested in instruments other than those specifi ed by the organization’s 

policy manual.

 4. The purchase of a desktop publishing system was expensed.

 5. The foundation does not employ anyone with formal accounting training.

 6. Many errors were made in recording transactions, which necessitated many year-end 

adjusting entries.

 7. Numerous certifi cates of deposit were found in many different locations (e.g., fi ling cabi-

nets, desk drawers, and a safe deposit box).

 8. The checking account was reconciled by the individual who wrote the checks.

Write an internal audit report (in proper form) to the executive committee of the foundation 

indicating fi ndings and recommendations.

(CIA, adapted)

 21–48. In performing an audit in accordance with Generally Accepted Government Auditing Stan-
dards, the auditors are required to issue an additional combined report on compliance with 

laws and regulations and on internal control.

 a. Describe the nature of the procedures that the auditors must perform beyond those required 

by generally accepted auditing standards to provide a basis for this report.

 b. Describe the specifi c contents of the auditors’ combined report on compliance and internal 

control.

 21–49. In performing an audit in accordance with both generally accepted auditing standards and 

Generally Accepted Government Auditing Standards, the auditors are required to commu-

nicate information about weaknesses in the organization’s internal control. However, the 

requirements are different.

 a. Describe the differences between these requirements.

 b. Describe the major aspects of the report on internal control required by Government Audit-
ing Standards.

LO 21-3

Required:

LO 21-6

Required:

LO 21-6

Required:

 21–50. Robert Myers, CPA, has been engaged to audit the City of Mystic in accordance with the 

Single Audit Act. Robert is aware that the Single Audit Act requires additional tests of major 

federal fi nancial assistance programs, and he is trying to identify those programs for this audit. 

The City of Mystic participates in four federal fi nancial assistance programs with the follow-

ing amounts of expenditures and assessed risk of material noncompliance.

LO 21-6In-Class 
Team Case

Grant Program Expenditures Risk

Department of Education, Title I Grants 
  to Local Education Agencies $  2,370,000 High
Environmental Protection Agency, Ford Creek 
  Modifi cation 6,780,000 Moderate
Department of Housing and Urban Development  
  Project # C94-MC-08-0009 5,500,000 Low
  Project # C94-MC-08-0010 350,000 Moderate
Total grant awards $15,000,000 

 a. Identify the major federal assistance programs.

 b. Describe the compliance testing requirements for major federal fi nancial assistance pro-

grams under the Single Audit Act.

Required:
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Index

internal controls, 573–575, 577, 

578–579

nature of, 572

sources, 572

unrecorded, 582, 583–586

Accounts receivable. See also 

Receivables

audits, 447–471

illustrative case, 501–506

internal control, 440–441

nature of, 439

sold or assigned with 

recourse, 643

sources, 439

substantive tests, 501–506

Accrued expenses/liabilities, 572, 

587–591

Accumulated depreciation, 559–560

Accuracy

assertions, 144

recalculation of mathematical, 

154, 155

Acquisition cycle, 265

Acts Discreditable Rule, in Code 
of Professional Conduct, 
92–93, 166

Adequate disclosure, 47, 222–223

Adjusting entries

adjusting journal entries (AJEs), 168

client approval, 651–652

Administrative working papers, 167

Adverse interest

as threat to compliance, 77

as threat to independence, 80

Adverse opinions, 49–50, 676, 684

disclaimer of opinion, 687

Advertising, in Code of Professional 
Conduct, 94

Advocacy

as threat to compliance, 77

as threat to independence, 80

Aged trial balances, 444, 457–458

Agreed-upon procedures, 3, 

744–745, 773

Agribusiness industry, internal control 

of inventory, 518

AICPA. See American Institute of 

Certifi ed Public Accountants 

(AICPA)

Airline industry

audit procedures, 455

frequent fl yer programs, 590

AJEs (adjusting journal 

entries), 168

Alliances of CPA fi rms, 20

Allowance for sampling risk, 342

Alternative audit procedures, 463–464

Alternative practice structures, 20–21, 

96–97

American Express, 20

American Institute of Certifi ed Public 

Accountants (AICPA), 13–15

Accounting and Review Services 

Committee, 13, 746–752

Accounting Research Studies, 13

Accounting Trends & Techniques, 14

activities of, 13–15

Antifraud Programs and Controls: 
Guidance to Help Prevent, 
Deter, and Detect Fraud, 
300–302

Audit Risk Alerts, 13

Auditing Practice Releases, 13

Auditing Standards Board. 

See Auditing Standards 

Board (ASB)

Center for Audit Quality, 14

Code of Professional Conduct. 
See Code of Professional 
Conduct (AICPA)

continuing education, 14, 22–23

CPA examination, 15, 92–93

Internal Control-Integrated 
Framework, 8–9, 249–250, 

259n, 281n
International Standards on Auditing, 

55, 66–67

Management Consulting Services 

Executive Committee, 86–87

Peer Review Program, 14

professional regulation, 14–15

Quality Control Standards, 14

research and publication, 13–14

standards established by, 13

Statements of Position, 14

Statements on Auditing Standards, 8, 

13, 37–40, 66–67

Statements on Standards for 
Attestation Engagements, 
13, 50

Tax Executive Committee, 88

American Law Institute (ALI), 119

American Stock Exchange (ASE), audit 

committee of, 89–90, 193

A
Access control, 314–315

Access control software, 304

Accommodation endorsements, as 

contingent liabilities, 642–643

Account(s)

assertions about account balances, 144

signifi cant, 715–716

substantiation of balances, 221–223

substantive tests of, 154–155

Accountability, individual, 255, 257, 

258–259

Accountants’ Coalition, 114

Accounting and Auditing Enforcement 
Releases (SEC), 17

Accounting and review services, 13, 

18, 91

CPA liability for, 127–129

historical fi nancial statements, 

746–752

Accounting estimates, 716

audit evidence regarding, 

161–162, 163

communicating differences to client 

managers, 648

reviewing for bias, 212

risks related to, 163

Accounting information systems

of client, obtaining an understanding 

of, 265–266

internal control, 259

Accounting principles. See also 

Financial reporting frameworks; 

Generally accepted accounting 

principles (GAAP)

changes in, 678–679

in Code of Professional Conduct, 73, 

91–92

shopping for, 195

Accounting Research Studies 

(AICPA), 13

Accounting Series Releases (SEC), 17

Accounting Standards Updates, 47

Accounting Trends & Techniques, 14

Accounts payable, 572–586

audits, 572–573, 575–586

risks of material misstatement, 

577–579, 580–581

substantive procedures, 577, 

581–586

tests of controls, 579–581

working papers, 575

Note: Page numbers followed by n indicate footnotes.
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Amortization, 561–562, 610

Analytical procedures, 156–161, 203

debt, 610

expectations for, 156–160

extent of, 161

fi nal, 640

inventory, 531–532

nature of, 155, 159–160, 219

performance of, 154

potential misstatements, 160

property, plant, and equipment, 558

SSARS reviews and, 748–749

timing of, 160–161

Andersen LLP, 9–10, 10n, 85, 89, 

119, 126

Annual reports

Form 10-K, 689, 740, 775

summary, 740

Annual Statement Studies (Robert 

Morris Associates), 157

Antifraud programs, 7–8, 300–302, 715

Applicable fi nancial reporting 

framework, 3, 37

Application control activities, 258

in IT environment, 312–313, 

315–316, 322, 455

Application data fi les, 305–306

Application programming, 310

Application software, 304

Arthur Andersen, 9–10, 10n, 85, 89, 

119, 126

Articles of incorporation, 617

“As of date,” 282, 713

ASE (American Stock Exchange), audit 

committee of, 89–90, 193

Assertions, 2, 769

accuracy, 144

completeness, 144, 153, 215, 

221–222, 224

cutoff, 144

existence, 144, 153, 154, 221, 224

fi nancial statement, 143–144

of management, on compliance, 806

occurrence, 144

relevant, 144, 148, 199

identifying, 716

risks of material misstatement, 190, 

207–213, 273

rights and obligations, 144

valuation and allocation, 144, 153

Assessed level of control risk, 273

Assets. See also specifi c types of assets
completeness of records, 221–222

current, property, plant, and 

equipment audit contrasted 

with, 547

cutoff, 222, 224, 547

establishing accountability for, 258

establishing rights to, 221

general objectives of audit plans, 219

intangible, amortization of, 561–562

misappropriation of, 209–213, 239

tangible, inspection of, 153–154

valuation of, 222, 224

verifying cutoff, 222, 224

verifying existence of, 221

Assignment of accounts receivable, 643

Association of Certifi ed Fraud 

Examiners, 19

Associations of CPA fi rms, 20

Assurance services, 1–4, 766–781

additional information, 738–740

compliance with aspects of 

contractual agreements or 

regulatory requirements in 

connection with audited 

fi nancial statements, 738–739

letters for underwriters, 739

summary fi nancial statements, 740

attestation standards, 767, 768–773

attestation risk and materiality, 771

character of the engagement, 

771–773

criteria, 769–771

characteristics of, 768

compliance, 775

defi ned, 1, 766

demand for, 767–768

examples, 4

future, 779–780

internal control of fi nancial reporting, 

773–774

limited (negative) assurance, 18, 

747, 772

on management’s discussion and 

analysis, 775

PrimePlus/ElderCare services, 4, 768, 

778–779, 780

prospective fi nancial statements, 

774–775

providers of, 766n
service organization control reports, 

777–778, 779

suitable criteria for, 766–767, 768

Trust Services, 775–777

types of, 767

XBRL, 4, 779–780

Attest engagement team, 80

Attestation engagements/services, 1–4

agreed-upon procedures, 773

AICPA standards, 13, 50

assurance services related to, 767, 768

examinations, 771–772

forms of, 3

increased demand, 8–9

individual in a position to 

infl uence, 80

overview of attestation function, 2

reviews, 772–773

subject matter of, 768–769

value of attestation, 3

Attestation risk, 771

Attestation standards, 50–51, 768–773

attestation risk and materiality, 771

character of the engagement, 771–773

criteria, 769–771

Attributes sampling, 344–353

to consider control defi ciencies, 722

discovery sampling as, 341, 351–352

illustration of, 349–351

nonstatistical, 352

probability-proportional-to-size, 341, 

377–382

sequential (stop-or-go) sampling 

as, 352

steps in, 344–349

Audit(s), 3, 4–12. See also specifi c types 
of audits

Audit committees, 7, 89–90, 193–194, 

252–253, 715

Audit completion, 191, 639–652

additional communications, 654–655

about fraud and illegal acts, 654

about signifi cant defi ciencies, 654

communicating misstatements to 

management, 647–648

evaluation of audit fi ndings, 648–652

fi nal analytical procedures, 640

identifi cation of loss contingencies, 

640–644

obtaining representation letter, 647

opinion formulation and report 

issuance, 654

other information, 652–655

review for subsequent events, 

644–647

review of engagement, 652

review of minutes of meetings, 640

search for unrecorded liabilities, 640

supplementary information, 652–654

Audit decision aids, 278

Audit documentation. See 

Working papers

Audit evidence, 147–149

audit procedures to obtain, 149–161

audit risk and, 143–147

inability to obtain suffi cient amount 

of, modifi ed opinions and, 

685–687

for subjective areas, 161–164

accounting estimates, 161–162, 163

fair values, 162–164

related party transactions, 164

Audit fi le, 166. See also Working papers

current fi les, 169–170

grandfather-father-son fi le retention 

principle, 315

permanent fi les, 170–171, 201

Audit fi ndings, evaluation of, 648–652

Audit of fi nancial statements, 10–11
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Auditing standards, 35–56

AICPA standards for nonpublic 

companies, 35, 36, 37–40, 

44–48

auditor responsibilities, 42–44

compliance with laws and 

regulations, 43–44

error and fraud detection, 42–43

auditors’ reports, 44–50

generally accepted auditing standards. 

See Generally accepted auditing 
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transactions, 164

authorization to incur debt, 606, 611

control of capital stock transactions, 

614, 617

internal control, 252–253

investment committees, 418
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Codifi cation of the Statements on 
Standards for Attestation 
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illustrative case, 491–500

planned assessed level, 273

risk of assessing too high, 343, 

345–346

risk of assessing too low, 344, 
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Confi rming party, 458

Confl ict minerals, 812
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tests of. See Tests of controls

Control activities, 256–259

application controls, 258, 312–313, 

315–316, 322, 455

of client, obtaining an understanding 

of, 265–266

general controls, 258

performance reviews, 256

transaction control, 256–258

Control defi ciencies, 709

attributes sampling to consider, 722

communication about fi ndings, 654

internal control, 281–282

opinion on effectiveness of internal 
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Code of Professional Conduct, 91, 

128, 747

Component(s)

component auditors, 680–682
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defi ned, 79–80

independence requirements, 79–85
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(FDIC) Improvement Act of 1991

Federal Accounting Standards Advisory 

Board (FASAB), 16, 672

Federal Deposit Insurance Corporation 

(FDIC), 11, 163

Federal Deposit Insurance Corporation 

(FDIC) Improvement Act of 1991, 

9, 804

Federal fi nancial assistance programs, 

major, 813, 814

Fees

professional. See Professional fees

referral, in Code of Professional 
Conduct, 94

Fiber optics, 306

Fidelity bonds, 115n, 258–259

File labels, 316

File library, 310

Files. See Audit fi le

Financial Accounting Standards Board 

(FASB), 15–16, 672
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independence and, 81–83

Financial investments, 412–420

audits, 413–414, 415–420

risks of material misstatement, 416

specialized knowledge needed for, 

413

substantive procedures, 416–420

internal control, 414–415

Equipment. See Property, plant, 

and equipment

Equity capital. See Capital stock; 

Owners’ equity; Stockholders’ 

equity

Equity Funding Corporation of America, 

312, 458

Ernst & Ernst v. Hochfelder, 123

Ernst & Young LLP, 17, 20, 89, 123

Errors, 42, 116–117

Escott v. BarChris Construction 
Corporation, 122

Estimates, accounting. See Accounting 

estimates

Estimation transactions, 146

Ethic(s). See also Professional ethics

internal control, 252, 254–255

nature of, 68–72

Ethical confl icts, 68–69, 78

Ethical decisions

example of making, 69–72

framework for, 69, 70

Ethical dilemmas, 68–69

Evaluation materiality, 206–207, 

648–651

Examinations, 3

in attestation engagements, 771–772

of client compliance with specifi ed 

requirements, 807–808

Exception reports, 316

Existence assertion, 144, 153, 154, 

221, 224

Expectation gap standards, 8–9

Expected population deviation rate, 342

Expenditures

capital, 548

revenue, 548

Expenses

accrued, 572

on balance sheet, 591

depreciation, 559–560

expense audits, 632–635

relationship to balance sheet 

accounts, 632

selling, general, and administrative, 

substantive procedures, 

632–635

Experienced auditors, 165

Expert systems, 305

Explanatory paragraphs, 676

eXtensible Business Reporting 

Language (XBRL), 4, 779–780

External confi rmation, receivables and, 

458–465

Extranets, 306

Extrapolation differences, 648

F
Fair Labor Standards Act, 636

Fair presentation framework, 37n

Electronic confi rmations, of cash and 

loans, 406

Electronic data interchange (EDI) 

systems, 150, 306, 392–393, 515

Electronic funds transfer (EFT) systems, 

392–393, 637–638

Electronic point-of-sale systems, 391

Electronics industry, environmental 

contamination issues, 643

1136 Tenants’ Corporation v. 
Rothenberg, 127–129, 747

Emphasis-of-matter paragraphs, 675, 

676–682

Employee Retirement Income Security 

Act (ERISA), 588–589

Employee stock options, 619

Employees

accounting fi rm employee 

responsibilities, 21–22, 79–85

assistance in audit process, 198

bonus accruals, 589–590

commission accruals, 589–590

information technology roles, 

309–311

internal control and, 253–255, 257

payroll, 635–639

accrued, 588

amounts withheld from pay, 

586–587

audit plans (programs), 638–639

internal control, 635–638

unclaimed wages, 587

pension plan accruals, 588–589

postemployment benefi ts other than 

pensions, 589

reimbursements, 396

segregation of duties, 253–254, 257, 

258–259

vacation pay accruals, 589

Employment, with clients, independence 

and, 84–85

Encryption, 314, 460

End user computing, 307

Engagement letters, 128, 196–197

as contracts, 114, 115

SSARS reviews and, 747

Engagement planning, internal auditing 

and, 801

Engagement reviews, 53, 173, 652

Engagement risk, 191–193

Enron Corporation, 9–10, 85, 126, 413

Enterprise Risk Management–Integrated 
Framework (COSO), 260–262

Entertainment

independence and, 85

Entity-level controls, 713–715

Environmental issues, as contingent 

liabilities, 643

Environmental Protection Agency 

(EPA), 804
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California Micro Devices Corp., 450

computer-based, 311–312

conditions indicative of, 211

constructive, 115

credibility crisis and, 9–10

defi ned, 115

discovery of, 213

Enron Corporation, 9–10, 85, 

126, 413

Equity Funding Corporation of 

America, 312, 458

internal auditing, 790–791

inventory misstatement, 526

making inquiries related to, 210

management, 209

McKesson & Robbins, Inc., 509

National Student Marketing 

Corporation (NSMC), 151

Parmalat, 407

Peregrine Systems, Inc., 450

Phar-Mor, Inc., 523

programmer, 311

revenue recognition, 441, 450

risk factors

examples, 237–239

fraudulent fi nancial reporting, 

237–239

material misstatement due to fraud, 

209–213

misappropriation of assets, 239

Sheraton hotels, 510

unaudited fi nancial statements and, 6

U.S. Foodservices, 530

Volkswagen AG, 203

WorldCom, 9, 10, 210, 261

ZZZZ Best Co., 194, 751

Fraud investigation services, 19

Fraud risks

examples of fraud risk factors, 

237–239

response to, 211–213

Fraudulent fi nancial reporting, 

209–213

Friends’ interests, independence and, 

83–84

Further audit procedures, 154–155, 

213–214, 263, 273–282. See also 

Substantive procedures

communication of control-related 

matters, 281–282

decision aids for audit program 

modifi cation, 278

documentation, 275–277

internal auditors, 278–279

outsourced computer processing to 

service organizations, 279–280

revising risks of material 

misstatement, 275

substantive procedures, 275

tests of controls, 273–275

risk assessment at fi nancial statement 

level, 272, 273

single, audits, 743–745

specifi c elements, accounts, or items 

in, audits of, 743–745

standard unmodifi ed auditors’ reports 

and, 671, 672–675

stockholders’ equity presentation, 620

subsequent events

audit plans (programs), 646–647

conditions that arose after date of 

statements, 645, 646

conditions that existed at date of 

statements, 644–645, 646

substantive procedures

effect on audits of internal 

controls, 722

effects of tests of controls, 721–722

summary (condensed), 740

supplementary information, 652–654

using fi nancial reporting other than 

GAAP, 740–743

fi nancial reporting framework 

generally accepted in another 

country, 743

prepared in accordance with 

special-purpose fi nancial 

reporting frameworks, 

740–743

Financial statement assertions, 143–144

Financial statement audits. See Audits of 

fi nancial statements

Financial statement close, 714

Financing cycle, 265, 605

First Securities Company of 

Chicago, 123

Flowcharts

internal control, 268–269, 271, 

318–319

program, 314

systems, 268–269, 271, 318–319

Forecasts, fi nancial, 774–775

Foreign Corrupt Practices Act of 1977, 

251, 790

Foreseeable user approach, 119, 120

Foreseen user approach, 119, 120

Form 8-K, 95, 195, 655–656, 689

Form 10-K, 689, 740, 775

Form 10-Q, 689, 775

Form of Organization and Name Rule, 

in Code of Professional Conduct, 
96–97

Forms S-1 through S-11, 122, 647, 689

Forms SB-1 and SB-2, 689

Fox, Brian, 406

Fraud, 8–10, 42–43

additional information in auditors’ 

report, 654

antifraud programs and control 

measures, 7–8, 300–302, 715

Financial projections, 774–775

Financial ratios. See Ratio analysis

Financial reporting frameworks, 2, 37, 

673. See also Generally accepted 

accounting principles (GAAP); 

Generally accepted auditing 

standards (GAAS)

generally accepted in another country, 

audits of fi nancial statements 

prepared in accordance 

with, 743

special-purpose, 37n, 740–743

Financial Reporting Releases (SEC), 17

Financial statement(s). See also specifi c 
statements

accounts payable presentation, 586

accrued expense/liability 

presentation, 591

asset presentation, 222–223, 224

assurance services

internal control over reporting, 

773–774

prospective statements, 774–775

cash presentation, 412

client approval, 651–652

common-size, 157–159

comparative

auditors’ reports, 672, 688

SSARS reviews, 750–751

compilations, 127, 747, 752–755

cost of goods sold presentation, 533

debt and related transaction 

presentation, 612–613

different opinions on, 689

disclosures, 672

fi nancial investment presentation, 420

fraudulent fi nancial reporting, 

209–213

group, opinions and, 675–676, 

680–682

historical. See Historical fi nancial 

statements

inventory presentation, 533

material misstatements, 272

examples of fraud risk factors, 

237–239

modifi ed opinions, 683–685

risk assessment, 207–208

opinions. See Opinions

personal, audits, 746

plant assets and related revenue and 

expenses presentation, 558

pro forma, as means of disclosure, 

645

receivables presentation, 471

relevant assertions, 273, 716

restatement requirements, 655–656

revenues presentation, 471

review of disclosures, 651

reviews, 127, 744–752
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Holders of notes, 458

Horizontal analysis, 157–159

H&R Block, 20, 96

Human resources department

antifraud programs and elements, 715

internal control of payroll and, 636

I
IAASB (International Auditing and 

Assurance Standards Board), 

17–18, 37, 54–55

IAESB (International Accounting 

Education Standards Board), 

17–18

IASB (International Accounting 

Standards Board), 54

IASs (International Auditing Standards), 

35

IBM, 17, 46, 89

IESBA (International Ethics Standards 

Board for Accountants), 17–18

IFAC (International Federation of 

Accountants), 17–18, 54–55, 98

IFRS (International Financial Reporting 

Standards), 54

IIA (Institute of Internal Auditors), 

12, 789

Code of Ethics, 99–100

International Standards for the 
Professional Practice of Internal 
Auditing, 791–802

Illegal acts. See also Fraud

additional information in auditors’ 

report, 654

report of, 95

Immediate family members, 

independence and, 83–84

Impairment

impaired independence, 79–81

of property, plant, and equipment, 

555–556

Income approach to valuation, 162n
Income statement

for an individual, 746

common-size, 157–159

direct verifi cation, 219

indirect verifi cation, 217–218

Income taxes

Acts Discreditable Rule, 92–93, 166

critical expense analysis, 634

estimating liability for, 642

ethical issues related to tax advising, 

89, 96

income taxes payable, 590

reporting system, 7

Income taxes payable, 590

Incompatible duties, 258

Incremental allowance, probability-

proportional-to-size sampling and, 

378–379

Going-concern status, substantial doubt 

about, 677–678

Goldman Sachs, 263

Goodwill, 561

Government Accountability Offi ce 

(GAO)

auditors employed by, 12, 802

Government Auditing Standards, 
88–89

independence requirements, 88–89

Government Auditing Standards, 
88–89

compliance auditing in accordance 

with, 810–812

Government entities, compliance 

auditing of, 809–817

generally accepted auditing standards, 

809–817

Government Auditing Standards, 
810–812

Single Audit Act of 1984, 812–817

Government Management Reform Act 

of 1994, 16

Governmental Accounting Standards 

Board (GASB), 16, 672

Grandfather-father-son fi le retention 

principle, 315

Grant provisions, noncompliance with, 

Generally Accepted Government 
Auditing Standards and, 810

Gross negligence, 114, 118

Group auditors, 680–682, 680n, 726

Group engagement partners, 680n
Group engagement teams, 680n
Group fi nancial statements, opinions 

and, 675–676, 680–682

Grouping sheets, 168

H
Haphazard selection, 340

Hard-copy source documents, 315

Hardware, for IT systems, 304

Hash totals, 316

Header labels, 316

Health care performance measurement, 

780

Hedging activities, 418, 419

Held-to-maturity securities, 418–419

Hermanson, Dana, 209n, 441n
Historical fi nancial statements, 746–752

compilations, 747, 752–755

nonpublic companies (nonissuers), 

746–751

PCAOB and Auditing Standards 

Board reviews of interim 

information, 751–752

preparation, 754–755

public companies (issuers), 751–752

SSARS reviews of nonpublic 

companies, 746–751

G
GAAP. See Generally accepted 

accounting principles (GAAP)

GAAS. See Generally accepted auditing 

standards (GAAS)

GAGAS (Generally Accepted 
Government Auditing Standards), 
810–812

GAO (Government Accountability 

Offi ce)

auditors employed by, 12

Government Auditing Standards, 
88–89

independence requirements, 88–89

GASB (Governmental Accounting 

Standards Board), 16, 672

General authorization, 256

General control activities, 258

in IT environment, 312–315, 321–322

General Electric Co., 574

General ledger, reconciling accounts 

payable with, 581

General risk contingencies, 643–644

General Standards Rule, in Code of 
Professional Conduct, 90–91

Generalized audit software, 324, 

340, 355

Generally accepted accounting 

principles (GAAP), 2–3, 47–48

departures from

compilations of historical fi nancial 

statements and, 753–754

modifi ed opinions and, 683–685

SSARS reviews, 749–750

not consistently applied, opinion and, 

678–679

Generally accepted auditing standards 

(GAAS), 37–40

compliance auditing in accordance 

with, 809–817

government entities and organizations 

receiving federal fi nancial 

assistance, 809–817

nonpublic companies, 35, 36, 37–40, 

44–48

personal fi nancial statement 

audits, 746

single fi nancial statement audits, 

743–745

specifi c elements, accounts, or items, 

743–745

Generally Accepted Government 
Auditing Standards (GAGAS), 

810–812

General-purpose fi nancial reporting 

frameworks, 37n, 672, 740

General-use reports, 773

Giant Stores Corporation, 119

Gifts, independence and, 85

Global Crossing Ltd., 89
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receivables and revenue, 471

Interim information reviews, 751–752

Interim period, 223–224

Internal auditing, 789–802

antifraud programs and elements, 715

certifi cation of internal auditors, 12, 

802

charter of internal audit function, 791

defi ned, 789

ethics concerns, 99–100, 791–802

evolution of, 789–791

internal audit function, 260

internal auditors, 11–12, 99–100

internal control and, 278–279

in IT environment, 312

outsourcing, 790, 791

professional standards, 791–802

purpose, 789

Sarbanes-Oxley compliance and, 

790, 791

Internal control, 41–42, 202, 249–287

accounting information system and, 

259

accounts payable, 573–575, 577, 

578–579

accounts receivable, 440–441

assurance services, 773–774

audit plan (program), 216–217, 284–

285, 711–728

auditors’ report modifi cations, 

725–727

design effectiveness, 710, 718

documentation, 710–711

integrated audits for nonpublic 

companies, 728

operating effectiveness, 718–722

opinion on effectiveness, 722–725

other communication requirements, 

728

overview, 711, 712

planning the engagement, 712–713

reporting existence of material 

weakness, 728

top-down approach to identify 

controls to test, 713–718

capital stock transactions, 617–619

cash

audits of cash, 400–401

cash disbursements, 393–398

cash receipts, 391–393

cash transactions, 390–398

compensating control, 710

compliance

agreed-upon procedures to test 

effectiveness of, 807

Generally Accepted Government 
Auditing Standards, 811

control activities, 256–259

control defi ciencies, 709

control environment, 252–255

purchasing system, 574–575

software, 304

system characteristics, 304–307

Inherent risk, 145–146, 147, 190, 263, 

382–383

accounts payable audit, 576–577

in attestation risk, 771

cash audits, 399–400

cost of goods sold audits, 516–517

debt capital audits, 606

inventory audits, 516–517

property, plant, and equipment audits, 

551

receivables audits, 449–450

revenue audits, 449–450

Input validation (edit) checks, 315–316

Inspections, 53–54

major acquisitions of plant and 

equipment, 554

records, 149–150, 155, 581

of tangible assets, 153–154

Institute of Internal Auditors (IIA), 12, 

789

Code of Ethics, 99–100

International Standards for the 
Professional Practice of Internal 
Auditing, 791–802

Intangible assets, amortization of, 

561–562

Integrated audits, 282–285, 707–729

defi ned, 11

management’s responsibility for 

internal control, 708–711

for nonpublic companies, 728

overview, 707

regulatory bodies, 36

reporting on internal control, 711–728

auditors’ report modifi cations, 

725–727, 728

design effectiveness of controls, 

718

operating effectiveness of controls, 

718–722

opinion on effectiveness of 

controls, 722–725

other communication requirements, 

728

planning the engagement, 712–713

top-down approach, 713–718

Integrated test facility, 323

Integrity

in Code of Professional Conduct, 90, 

115, 128

internal control, 252, 254–255

Interest payments

bond, 606–607

notes payable, 607

Interest rate risk, 6n
Interim audit work

cash, 412

Indebtedness guarantees, as contingent 

liabilities, 642–643

Indenture, 605, 610, 611

Independence, 20, 39, 78–90

in appearance, 78

compilations when CPAs are not 

independent, 754

covered member, 79–85

fi nancial and other personal interests 

in attest clients and, 81–83

impaired, 79–81

interests of CPA’s relatives and 

friends, 83–84

internal auditor, 800

of mind, 78

nonattest service provision, 86–87, 

88, 89

in real world, 89–90

requirements for audits of public 

companies, 87

terminology related to, 78–81

threats to, 76–77, 79–81, 80

Independent trustees, for bond 

issues, 606

Indirect fi nancial interest, 81–82

Individual accountability, 255, 257, 

258–259

Industry Audit and Accounting Guides, 
13, 202

Industry averages, 157

Industry characteristics, 201

Industry specialization, 21

Infl uence, undue

as threat to compliance, 77

as threat to independence, 80

Information risk, 6–7

Information systems management, 

309–310

Information technology environment, 

303–327

application controls, 312–313, 315–

316, 322, 455

batch processing, 305

client/server architecture, 303

control over accounts payable, 580

control over inventory and cost of 

goods sold, 515

control over receivables, 455

control over revenues, 455

database storage, 305–306

electronic commerce, 306

employee roles, 309–311

end user computing, 307

hardware, 304

impact on audit trail, 307–308

internal control. See Internal control, 

in information technology 

environment

IT networks, 306

online capabilities, 305
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Internal Control–Integrated Framework 

(COSO), 8–9, 249–250, 259n, 
281, 709

Internal labels, 316

Internal Revenue Service (IRS), 7. See 
also Income taxes

auditors employed by, 12

audits conducted by, 11

independence and, 87–88, 89

International Accounting Education 

Standards Board (IAESB), 17–18

International Accounting Standards Board 

(IASB), 54

International Auditing and Assurance 

Standards Board (IAASB), 17–18, 

37, 54–55

International Auditing Standards 

(IASs), 35

International Ethics Standards Board for 

Accountants (IESBA), 17–18

International Federation of Accountants 

(IFAC), 17–18, 54–55, 98

International Financial Reporting 

Standards (IFRS), 54

International Standards for the 
Professional Practice of Internal 
Auditing, 791–802

International Standards on Auditing, 55, 

66–67

Internet, 306

as information source, 200, 202, 

236–237

risk assessment, 200

Interpretations section, of AICPA Code 
of Professional Conduct, 73

Intranets, 306

Inventory(ies), 508–534

audits, 508–509, 515–534

inherent risks, 516–517

internal control, 509–515, 517, 518

risks of material misstatement, 

510–511, 518, 519

substantive procedures, 521–534

tests of controls, 518–521, 522

on consignment, 528

control environment, 510

fraudulent misstatement of, 526

internal control, 509–515, 517, 518

monitoring, 511

nature of, 508

outside inventory taking fi rms, 527

pledging, 532–533

pricing of, testing, 530–531

in public warehouses, 528

risk assessment, 510–511

sources, 508

verifi cation of, when auditors are 

engaged after the end of the 

year, 528

working papers, 515

substantive procedures, 324–326

user control activities, 312–317, 

316

integrated audits, 711–728

auditors’ report modifi cations, 

725–727, 728

design effectiveness of controls, 

718

operating effectiveness of controls, 

718–722

opinion on effectiveness of 

controls, 722–725

other communication requirements, 

728

planning the engagement, 712–713

top-down approach, 713–718

integrity, 252, 254–255

inventories, 509–515, 517, 518

issuing function, 512

limitations of, 260

management’s responsibility for, 

708–711

material weaknesses, 281–282, 709, 

728

meaning of, 249–252

means of achieving, 251–252

monitoring of controls, 260, 266

notes receivable, 445

obtaining a client understanding, 

263–271

areas diffi cult to control, 266

documenting, 267–271

required components, 264–266

risk assessment procedures, 

266–267

owners’ equity, 614–616

payroll, 635–638

production (conversion) function, 513

property, plant, and equipment, 

547–548, 551

purchasing function, 511–512

receivables, 441, 450

receiving function, 512

relationship between substantive 

procedures and, 219, 220, 224, 

273–275, 324–326

reporting by public companies, 280, 

282–285

revenue, 440–441, 450

risks of material misstatement, 

271–273

at fi nancial statement level, 272

at relevant assertion level, 273

selecting controls to test, 717

shipping function, 513–514

signifi cant defi ciencies, 281–282, 709

in small businesses, 285–286, 616

storing function, 512

Internal control questionnaires, 267–268, 

319, 320, 415

Internal control—Cont.
board of directors, 252–253

commitment to integrity and ethical 

values, 252, 254–255

employees, 253–255

individual accountability, 255

obtaining understanding of client, 

263–271

organizational structure, 253–254, 

255, 510

corporate governance related to, 262

cost accounting system, 514

cost of goods sold, 509–515, 517

debt capital, 606–607

dividends, 615–616

enterprise risk management, 260–262

fi nancial investments, 414–415

fi nancial statement audits, 262–263

Foreign Corrupt Practices Act, 

251, 790

further audit procedures, 190–191, 

213–214, 273–282

communication of control-related 

matters, 281–282

decision aids for audit program 

modifi cation, 278

documentation, 275–277

internal auditors, 278–279

outsourced computer processing 

to service organizations, 

279–280

revising risks of material 

misstatement, 275

substantive procedures, 275

tests of controls, 273–275

illustrative case, 487–500, 601–603

importance, 8–9

information technology environment, 

308–327

application control activities, 312–

313, 315–316, 322, 455

assessing risks of material 

misstatement, 319–324

audit plan (program), 317–324

audit software, 325–326

computer-based fraud, 311–312

decentralized and single 

workstation 

environments, 317

internal auditing, 312

monitoring, 317

obtaining an understanding of 

IT-based system controls, 

318–319

organizational structure of 

information system function, 

308–311

outsourcing computer processing 

to service organizations, 

279–280
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nonattest engagements, 116, 127–129

proportionate, 118, 124

scope, 113–115

sources, 114–115

statutory law, 114, 115, 120–129

third parties

common law, 118–120

statutory law, 120–129

working papers, 166–167

Likely misstatements, 648

Limit test, 315

Limited assurance (negative assurance), 

18, 747, 772

Limited liability companies (LLCs), 19

Limited liability partnerships (LLPs), 19

Litigation. See also Liability 

of accountants

costs of, 114

CPAs’ reaction to, 129

independence, 86

as loss contingency, 641–642

management fraud, 209

in perspective, 113–114

reform, 44n, 95, 124, 126

Litigation support services, 18

LLCs (limited liability companies), 19

LLPs (limited liability partnerships), 19

Loans, electronic confi rmations 

of, 406

Local area networks (LANs), 306

Lockbox systems, 392

Loss contingencies

audit plans (programs), 644

identifi cation, 640–644

Losses (damages), 116, 117

Lower-of-cost-or-market test, 531

M
Machinery, 546. See also Property, 

plant, and equipment

MACRS (modifi ed accelerated cost 

recovery system), 558

Maintenance, analyzing expense 

accounts, 554–555

Major classes of transactions, 710

Major federal fi nancial assistance 

programs, 813, 814

designing compliance programs, 

813–814

Maker of notes, 458

Management letters, 281–282

Management participation

as threat to compliance, 77

as threat to independence, 80

Management’s Discussion and Analysis 

(MD&A), 765

Managers of accounting fi rms

independence requirements, 80–81

responsibilities, 21–22

review of working papers, 173, 652

Lapping, 402–403

Laws

“blue sky,” 115

compliance with, 43–44

Generally Accepted Government 
Auditing Standards and 

internal control, 811

Lawyers’ letters, inquiries resulting 

in, 152

Lead schedules, 168

Leases

examining lease agreements on 

property, plant, and equipment 

leased from others, 557

rental revenue from land, buildings 

and equipment owned by client 

but leased to others, 557

Ledger accounts, analysis of, 169

Ledger, stockholders, 615

Legal liability. See Liability of 

accountants

Lehman Brothers Holding, Inc., 10n
Letters

comfort, 739

engagement, 114, 115, 128, 196–197, 

747

of inquiry, 641–642

lawyers’, 152

management, 281–282

representation, 151–152, 647

for underwriters, 739

Liabilities

accounts payable. See Accounts 

payable

accrued, 572, 587–591

amounts withheld from employee’s 

pay, 586–587

contingent, 640–644

disclosure, 642

identifi cation, 640–644

unrecorded liabilities, 582, 583–

586, 640

customers’ deposits, 587

product warranty, 589

sales taxes payable, 587

unclaimed wages, 587

unrecorded, search for, 640

Liability of accountants, 113–130. 

See also Litigation

accounting and review services, 

127–129

accounting fi rms, 89

common law, 114, 115–120

clients, 115–118

third parties, 118–120

criminal law

other statutes, 126

securities acts of 1933 and 1934, 

125–126

joint and several, 118, 124
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Rights and obligations, assertions, 144

Risk. See also Risk assessment 

procedures

attestation, 771

audit. See Audit risk

business, 6–7, 7n, 190, 201

control, 146, 147, 190, 263, 382–383

assessed level, 273
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Accounting and Review Services 
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auditing. See Auditing standards; 
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Advisory Board (FASAB), 

16, 672

Financial Accounting Standards 

Board (FASB), 15–16, 672

Governmental Accounting 

Standards Board (GASB), 

16, 672

International Federation of 
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17–18, 98

Securities and Exchange 

Commission (SEC), 16–17
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Generally accepted auditing 

standards (GAAS)

quality control, 35, 51

Standard confi rmation form, 404–407

Standard deviation, 355

Standard reports, 44–49, 671, 672–675. 

See also Auditors’ reports
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nonpublic company, 44–48, 

672–674

public company, 671, 674–675

State boards of accountancy, 15, 36

Statement of cash fl ows, 203

audits, 639
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and, 84
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Single Audit Act of 1984, 11, 95, 809n
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Software
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operating system, 304
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Sequential access drives, 304
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Service auditors, 279–280
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substantive audit procedures, 156

tests of controls, 274, 719, 720
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to test, 713–718

Torts, 114, 114n
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404–406

cost of goods sold audits, 521–534

debt capital audits, 608
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Systems analysis, 310
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Systems programmers, 311

SysTrust, 776–777
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Tagging and tracing transactions, 324

Tainting, 379
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                                                                          AUDIT EVIDENCE 
 
 Audit Evidence: “Audit evidence” means the information obtained by the 
auditor in arriving at the conclusions on which the audit opinion is based. Audit 
evidence encompasses the quantity and quality (or reliability) of evidence to 
be obtained by auditors. It is important for auditors to obtain sufficient, 
appropriate and reliable audit evidence to enable them draw reasonable 
conclusions on which to base their audit opinion. 
 Ways of obtaining audit evidence (METHODS) 
The APB Statement of Auditing Standard No. 400 covers ‘audit evidence’. The 
Standard provides guidance on the quantity and quality of evidence which 
auditors should obtain and the procedures for obtaining the evidence. Audit 
evidence may be obtained from 
(a) An appropriate mix of tests of control and substantive procedures; and                                         
(b) Substantive procedures and enquiries made to ascertain the adequacy of 
the accounting system as a basis for the preparation of the financial 
statements 
An auditor should understand the following matters in relation to audit 
evidence:                                                                                                                                          
(a) The nature of audit evidence;                                                                                                   
(b) The sufficiency of audit evidence;                                                                                              
(c) The appropriateness of audit evidence;                                                                                      
(d) The evaluation of audit evidence; and                                                                                 
(e) Reliability of audit evidence 
The nature of audit evidence 
An auditor may use the following accounting data as sources of audit evidence 
to test audit objectives:                                                                                                                  
(a) The books of original entry;                                                                                                   



(b) Related accounting manuals; and                                                                                           
(c) Records, such as worksheets and spreadsheets which support the amounts 
in the financial statements 
In recent times, there is a growing awareness of accounting data being kept in 
the electronic form, but there are still cases of records kept manually. Audit 
evidence should be corroborated. Corroborating audit evidence includes both 
written and electronic information, for example;                                                                        
(a) Cheques;                                                                                                                                   
(b) Records of electronic transfers;                                                                                                       
(c) Invoices;                                                                                                                                      
(d) Contracts;                                                                                                                   
(e) Minutes of meetings; and                                                                                                            
(f) Confirmations, and written representations 
Appropriateness of audit evidence  
There is a relationship between sufficiency and appropriateness of audit 
evidence. Both sufficiency and appropriateness apply to audit evidence 
obtained from tests of control and substantive procedures. Appropriateness is 
the measure of the quality or reliability of audit evidence and its relevance to a 
particular assertion while sufficiency is the measure of the quantity of audit 
evidence. 
 The auditor’s judgement as to what is sufficient and appropriate audit 
evidence is influenced by such factors as:                                                                                
(a) The auditor’s assessment of the nature and degree of risk of mis-statement 
at both the financial statement level and the account balance or class of 
transaction level;                                                                                                                             
(b) The nature of the accounting and internal control systems, including the 
control environment;                                                                                                                                    
(c) The materiality of the item being examined;                                                                                                                              
(d) The experience gained during previous audits and the auditor’s knowledge 
of the business and industry;                                                                                                            
(e) The findings from audit procedures, and from any audit work carried out in 
the course of preparing the financial statements, including indications of fraud 



or error; and                                                                                                                                                                 
(f) The source and reliability of information available 
 
Reliability of Audit Evidence  
The reliability of audit evidence is influenced by its source which may either be 
internal or external; and by its nature which may be visual, documentary or 
oral. The auditor must be aware of the following matters in assessing the 
reliability of audit evidence: 
(a) Audit evidence from external sources (for example, confirmation received 
from a third party) is more reliable than that obtained from the entity’s 
records;   
(b) Audit evidence obtained from the entity’s records is more reliable when the 
related accounting and internal control systems operate effectively. 
(c) Audit evidence obtained directly by auditors is more reliable than that 
obtained by or from the entity  
(d) Audit evidence in the form of documents and written representations are 
more reliable than oral representations; and 
 (e) Original documents are more reliable than photocopies, telexes or 
facsimiles 
When the audit evidence obtained from different sources are consistent with 
one another, they become persuasive to the auditor. When the auditor’s 
evaluation of audit evidence results in the fact that evidence from one source 
is inconsistent with that from another, it is the responsibility of the auditor to 
determine what additional procedures must be undertaken to resolve the 
inconsistency 
 Because of cost considerations, the auditor may examine a sample of the 
transactions that make up the account balance or class of transactions. The 
auditor must consider the relationship between the cost of obtaining audit 
evidence and the usefulness of the information obtained.  The auditor, 



however, is not relieved of any blame if he omits a necessary procedure as a 
result of any constraint. 
 
Procedures for obtaining audit evidence  
   Auditors normally obtain audit evidence by inspection, observation, enquiry, 
confirmation, computation and analytical procedures. The choice of one or a 
combination of the procedures which the auditor may adopt is dependent, in 
part, upon the period of time during which the audit evidence sought is 
available and the form in which the accounting records are maintained 
 Inspection                                                                                                                                                                      
Inspection involves the following:   
 (a) Examination of records, documents or tangible assets;                                                                                                                              
(b) Provision of audit evidence of varying degrees of reliability depending on 
their nature and source and the effectiveness of internal controls over their 
processing                        
  Three major categories of documentary audit evidence are listed below in 
descending degree of reliability as audit evidence:                                                                  
(a) Evidence created and provided to auditors by third parties;                                                      
(b) Evidence created by third parties and held by the entity; and                                                
(c) Evidence created and held by the entity.                                                             
Inspection provides reliable audit evidence about the existence of the tangible 
assets inspected, but not necessarily as to the ownership or value of such 
assets.           
  Observation                                                                                                                              
The auditor by observation looks at a procedure being performed by others. 
For example, the auditor observes the counting of stock by the entity’s staff or 
the performance of internal control procedures as part of the conduct of an 
audit.       
  Enquiry and Confirmation        



Enquiry involves seeking information within and outside the entity. Enquiry 
may be formal or informal.  Responses to enquiries obtained from third parties 
may confirm or disprove information previously made available to the auditor.    
   Confirmation involves obtaining response to an enquiry to corroborate 
information previously made available to the auditors in the course of the 
audit. Examples of direct confirmation are as follows:      
 (a) Confirmation of debts by communication with debtors;                                                         
(b) Confirmation of legal cases by communication with the entity’s solicitors; 
and                                                                                                                                                    
(c) Confirmation of bank balances by communication with the entity’s bankers, 
etc.  
Computation                                                                                                                              
The auditor uses computation to check the arithmetical accuracy of source 
documents and accounting records. Computation also involves performing 
independent calculations.                                                 
Analytical procedures                                                                                                        
Analytical procedures consist of the analysis of relationship between:                                                                                        
(a) Items of financial data;                                                                                                          
(b) Items of financial and non-financial data, derived from the same period; 
and                                                                                                                                                          
(c) Comparable financial information deriving from different periods or 
different entities. 
Analytical procedures are used to identifying consistencies and predicted 
patterns or significant fluctuations and unexpected relationships, and the 
results of investigations performed. 
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1.1 - Meaning, Objectives and Scope of Audit 

Meaning of Audit an audit is independent examination of financial information of any entity, whether profit 
oriented or not, and irrespective of its size or legal form, when such an examination is 
conducted with a view to expressing an opinion thereon.

this definition has the following implications:

 (a) Audit is independent examination.

 (b) examination is of financial information when the objective is to express an opinion.

 (c) requirement of audit applies in case of every entity, whether profit oriented or not 
(commercial entities or NGOs), whatever is the business size of entity (Small Size 
entity or large size entity), whatever is the legal form of the entity (proprietor, part-
nership or company).  

Points to be ensured 
that F.S. not misled 
anybody

Auditor engaged to perform the task of performing audit need to 
ensure the following:

 (a) Ledger balances agree with the entries made in the books of 
account.

 (b) Sufficient and appropriate evidences are available for entries 
made in books of account.

 (c) all transactions are being recorded in books of account, i.e. 
there is no omission.

 (d) information contained in the financial statements is clear and 
unambiguous.

 (e) amounts shown in financial statements are properly classi-
fied, described and disclosures are made in conformity with 
applicable accounting Standards.

 (f) financial statements reflect true and fair view of financial 
results and financial position

Objectives of Audit  (a) the objective of an audit of financial statements, prepared within a framework of 
recognised accounting policies and practices and relevant statutory requirements, 
if any, is to enable an auditor to express an opinion on such financial statements.

 (b) The auditor’s opinion helps determination of the true and fair view of the financial 
position and operating results of an enterprise.

 (c) The user, however, should not assume that the auditor’s opinion is an assurance as 
to the future viability of the enterprise or the efficiency or effectiveness with which 
management has conducted the affairs of the enterprise.

1 Nature, Objective and 
Scope of Audit

C H A P T E R

1
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2	 Nature, Objective and Scope of Audit

	 (d)	 Auditor should review and assess the conclusions drawn from the audit evidence 
obtained and from his knowledge of business of the entity as the basis for the ex-
pression of his opinion on the financial information.

Objectives of 
Auditor

Covered in SA 200

Scope of Audit The scope of audit is determined by the auditor having regard to following:

	 (a)	 Terms of the Audit Engagement

	 (b)	R equirement of Relevant Statute.

	 (c)	P ronouncements of the ICAI.

However, the terms of engagement cannot supersede the requirements of statute or pro-
nouncements of ICAI.
Points to be consid-
ered in determining 
Scope of Audit

	 1.	 Audit should cover the examination of all aspects of an entity 
relevant to financial statements.

	 2.	A uditor should assess the sufficiency and appropriateness of 
the information contained in the accounting records and other 
source data. For this purpose, auditor should

	 (a)	 evaluate accounting systems and internal controls

	 (b)	 perform necessary tests, enquiries and other verifica-
tion procedure of accounting transactions and account 
balances.

	 3.	 To determine whether the information is properly disclosed 
in the financial statements, audit may involve

	 (a)	 comparing the financial statements with the underlying 
records

	 (b)	 considering the judgements used by management in 
preparing the financial statements.

	 4.	 Auditor is not expected to perform duties which fall outside 
the scope of his competence.

	 5.	 Limitations, if any, on the scope of audit that impair the audi-
tor’s ability to express an unmodified opinion should be set 
out in his report. 

Aspects to be cov-
ered in Audit

Examination of Ac-
counting System & 
Internal Control 

	 u	 To ascertain whether it is appropriate 
for the business and helps in proper 
recording of all the transactions.

	 u	 To determine the Nature, Timing and 
Extent (NTE) of Audit Procedures to be 
performed. 

Reviewing the sys-
tem & procedures

	 u	T o find out whether they are adequate 
and comprehensive. 

Vouching of the 
transactions

	 u	 To ensure authenticity and validity of 
transactions.

	 u	 To check the arithmetical accuracy of 
the books of account.
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	 Nature, Objective and Scope of Audit	 3

	 u	 To ascertain proper distinction into 
capital and revenue items.

Verification of As-
sets & Liabilities 

	 u	 To ensure existence and valuation of 
the assets and liabilities appearing in 
the balance sheet. 

Statutory Compli-
ances 

	 u	I n case of entities governed by some 
law, rules or regulations, for example in 
case of audit of a company incorporated 
under Companies Act, 2013. 

Expression of Opi-
nion 

	 u	 On true and fair view of state of Affairs 
as reflected by Balance Sheet.

	 u	 On true and fair view of Financial 
Results as reflected by Statement of 
Profit and Loss.

	 u	 On true and fair view of Cash Flows as 
reflected by Cash Flow Statement. 

Reporting on Other 
matters

As required by the law governing the entity. 

Important Questions

Q. No. 1:	 The person conducting the audit should take care to ensure that financial statements would 
not misled anybody. Describe briefly the points the auditor should ensure for.

Q. No. 2:	 The objective of an audit of financial statements, prepared within a framework of recognised 
accounting policies and practices and relevant statutory requirements, if any, is to enable an 
auditor to express an opinion on such financial statements.

Or

		  State the objectives of Audit according to SA 200

Q. No. 3:	 List the points that merit consideration in regard to scope of audit.

Q. No. 4:	 State briefly six important aspects to be considered by an auditor while conducting an audit.

or

		  State the matters which the statutory auditor should look into before framing an opinion on 
accounts on finalisation of audit of accounts. Discuss overall audit approach.

or

		  State the principal aspects to be covered in an audit concerning financial statement of account.

[Nov. 15 (5 Marks)]

Q. No. 5:	 The duties of the auditor are limited to verification of the arithmetical accuracy of the books of 
the account. Comment.

1.2 - Types of Audit

Audit required un-
der law

	 (a)	C ompanies governed by the Companies Act, 2013;

	 (b)	B anking companies governed by the Banking Regulation Act, 1949;

	 (c)	E lectricity supply companies governed by the Electricity Supply Act, 1948;

	 (d)	C o-operative societies registered under the Co-operative Societies Act, 1912;
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	 (e)	P ublic and charitable trusts registered under various Religious and Endowment Acts;

	 (f)	C orporations set up under an Act of Parliament or State Legislature such as the LIC 
of India.

	 (g)	 Specified entities under various sections of the Income-tax Act, 1961.
Voluntary Audits 	 u	A udits of the accounts of proprietary entities, partnership firms, HUF, etc.

	 u	I n respect of such entities, there is no basic legal requirement of audit. Many of such 
enterprises as a matter of internal rules require audit.

	 u	 Some may be required to get their accounts audited on the directives of Government 
for various purposes like sanction of grants, loans, etc.

	 u	 But the important motive for getting accounts audited lies in the advantages that 
follow from an independent professional audit. 

Important Questions

Q. No. 6:	 Discuss the types of audits required under law.� [Nov. 11 (5 Marks)]

1.3 - Advantages of Audit of Financial Statements

	 1.	 Protect the interest 
of fund providers

It safeguards the financial interests of persons who are not associated with the man-
agement of the organisation e.g. partners or shareholders.

	 2.	 Moral check on em-
ployees

It acts as a moral check on employees from committing defalcations or embezzlement.

	 3.	 Settlement  of  
Taxes, etc.

Auditing statements of accounts are helpful in settling of taxes, negotiating loans and 
for determining the purchase consideration for a business. 

	 4.	 Settlement of Trade 
Disputes

Audited statements are useful for settling trade disputes for higher wages or bonus.

	 5.	 Detection of Wast-
ages

Audited statements also help in detection of wastages and losses and shows the 
different ways by which these might be checked especially those that occurred due 
to absence or inadequacy of internal checks or internal control measures.

	 6.	 Proper mainte-
nance of books of 
account

Independent audit ascertains whether the necessary books of account and allied 
records have been properly kept and helps the client in making good deficiencies or 
inadequacies in this respect.

	 7.	 Appraisal of con-
trols

As an appraisal function, audit reviews the existence and operations of various con-
trols in the organisations and reports weaknesses, inadequacies etc.

	 8.	 Admission/retire-
ment of Partner

Audited accounts are of great help in the settlement of accounts at the time of ad-
mission or death of the partner.

	 9.	 Grant of License Government may require audited and certified statements before it gives assistance 
or issues the license for a particular trade.

Important Questions

Q. No. 7:	 What is the importance of having the accounts audited by independent professional auditors?

[May 01 (8 Marks)]

Or

		  What are the advantages of Independent audit?� [May 12 (8 Marks)]

Or

		  Discuss the following: Advantages of Independent Auditor.� [May 15 (5 Marks)]



t
a

x
m

a
n

n
®

	 Nature, Objective and Scope of Audit	 5

1.4 - Inherent Limitations of Audit

As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in accordance with 
Standards on Auditing” the auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore 
obtain absolute assurance that the financial statements are free from material misstatement due to fraud or error. 
This is because there are inherent limitations of an audit, which result in most of the audit evidence on which the 
auditor draws conclusions and bases the auditor’s opinion being persuasive rather than conclusive. The inherent 
limitations of an audit arise from:
1.	 The Nature of Finan-

cial Reporting
The preparation of financial statements involves judgment by management in applying 
the requirements of the entity’s applicable FRF to the facts and circumstances of the 
entity. Consequently, some financial statement items are subject to an inherent level 
of variability which cannot be eliminated by the application of additional auditing 
procedures. 

2.	 Nature of Audit Pro-
cedures

There are practical and legal limitations on the auditor’s ability to obtain audit 
evidence. For example:

	 u	 Management & others do not provide complete information intentionally/ 
unintentionally.

	 u	A udit procedures used to gather audit evidence may be ineffective against fraud 
detection.

	 u	A udit is not an official investigation into alleged wrongdoings:
3.	 Timeliness of Fi-

nancial Reporting & 
the Balance between 
Benefit & Cost

	 u	U ser expectation that the auditor will form an opinion on the F.S. within a 
reasonable period of time and at a reasonable cost.

	 u	 It results into use of Test checking and putting most of efforts over the areas 
having risk of material misstatement with corresponding less efforts in other 
areas. 

4.	 Other Matters that 
affect the Limitations 
of an Audit

In the case of certain assertions or subject matters, the potential effects of the 
limitations on the auditor’s ability to detect material misstatements are particularly 
significant. Such assertions or subject matters include:

	 (a)	 Fraud, particularly fraud involving senior management or collusion.

	 (b)	 The existence and completeness of related party relationships and transactions.

	 (c)	 The occurrence of non-compliance with laws and regulations.

	 (d)	 Future events or conditions that may cause an entity to cease to continue as a 
going concern. 

Important Questions

Q. No. 8:	 Discuss Limitations of audit.� [May 11 (8 Marks)]

Or

		  “The process of auditing is such that it suffers from certain limitations”. Discuss.

Or

		  ABC Ltd. requested the auditor to provide for absolute assurance in respect of its ten branches 
scattered in Mumbai and confirm that financial statements are free from material misstatements 
due to fraud or error. Advise.

Q. No. 9:	 DEF & Co. Chartered Accountants successfully carried out the audit of Shree Garments for 
the financial year 2017-2018. After the completion of the audit, there were found material 
misstatements due to fraud in the financial statements which were not noticed and reported 
by the auditor. Management alleges that it is failure on the part of auditor. Comment.
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1.5 - Relationship of Auditing with other Disciplines

Auditing and Ac-
counting

	 u	 Accounting and auditing are closely related with each other as auditing reviews the 
financial statements which are nothing but a result of the overall accounting process.

	 u	A uditing begins when accounting ends.

	 u	 It requires that the auditor must have a thorough and sound knowledge of generally 
accepted principles of accounting before he can review the financial statements. 

Auditing and Law 	 u	 Auditing involves examination of various transactions from the view point of whether 
or not these have been properly entered into as per the requirements of law, in 
particular, when an entity is governed by any law, for example companies.

	 u	I t necessitates that an auditor should have a good knowledge of business and corporate 
laws affecting the entity. He should be familiar with the law of contracts, negotiable 
instruments, etc.

	 u	 In analysing the impact of various transactions particularly from the accounting 
aspect, an auditor ought to have a good knowledge about the direct as well as indirect 
tax laws.

Auditing and Be-
havioural Science

The discipline of behavioural science is closely linked with the subject of auditing. The 
knowledge of human behaviour is indeed very essential for an auditor so as to effectively 
discharge his duties, because of below mentioned aspects:

	 u	 While performing audit, auditor is required to interact with a lot of people in the 
organisation.

	 u	 Management auditor is expected to deal with human beings rather than financial 
figures.

	 u	 One of the basic elements in designing the internal control system is personnel.

	 u	 Internal control system in an organisation cannot work until and unless the people 
who are working in the organisation are competent and honest. 

Auditing and Statis-
tics & Mathematics

	 u	 While performing audit, auditor examines the transaction on test checking basis, 
wherein auditor is required to select the samples.

	 u	 Discipline of statistics plays an important role as the auditor is also expected to have 
the knowledge of statistical sampling so as to arrive at meaningful conclusions.

	 u	 The knowledge of mathematics is also required on the part of auditor particularly at 
the time of verification of inventories. 

Auditing and Data 
Processing

	 u	T oday, a number of organisations are carrying out their financial accounting activities 
with the help of computers which can document, record, collate, allocate and value 
accounting data and information in very large quantity at very high speed.

	 u	 To carry out audit in an computerised environment, the auditor should have good 
knowledge of the components, general capability of the system and the related terms.

	 u	I n fact, EDP auditing in itself is developing as a discipline.
Auditing and Finan-
cial Management

	 u	A uditing is closely related with functional fields of business such as finance, production, 
marketing, personnel and other general areas of business management.

	 u	T he auditor is expected to have knowledge about various financial techniques such 
as working capital management, funds flow, ratio analysis, capital budgeting etc.

	 u	T he knowledge of various institutions and Government activities that influence the 
operations of the financial market are also required to be understood by an auditor.
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FUNDAMENTFUNDAMENTFUNDAMENTFUNDAMENTFUNDAMENTALS AND PRINCIPLES OFALS AND PRINCIPLES OFALS AND PRINCIPLES OFALS AND PRINCIPLES OFALS AND PRINCIPLES OF
AUDITAUDITAUDITAUDITAUDIT

1.01.01.01.01.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers will be able to:

! Appreciate fundamental principles of auditing.

! Develop auditing skills and applicable techniques.

! Understand the concepts of audit independence, objectivity, integrity, confidentiality,

due care and competence.

! Understand the concept of true and fair view associated with expressing an audit

opinion.

1.11.11.11.11.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

This chapter covers fundamentals and principles of auditing. Readers will be
acquainted with the various concepts of auditing, develop auditing skills and
explore various techniques required for effective financial statement audit.

The auditor may be engaged to perform statutory and non-statutory roles of
auditing. In this regard, the professional body to which an accountant belongs
sets out the fundamental principles expected to guide his conduct in rendering
services to his varied clients. The guidance is contained in a set of rules usually
referred to as “Code of Ethics for Members.” The Code when taken with the
ethical guidance issued by the professional bodies, for example, the “Rules of
Professional Conduct for Members” issued by The Institute of Chartered
Accountants of Nigeria, ensure that the professional accountant maintains the
highest quality of performance and public confidence in the profession.

The auditor also needs to ensure compliance with the accounting and auditing
standards in the discharge of his professional duties. There are sanctions for
erring members, ranging from loss of membership status in grievous cases, to
reprimands and fines on non-grievous cases.

The auditor should have good knowledge of auditing techniques, their
limitations, audit evidence and documentation. The use of auditing techniques,
audit evidence and proper documentation enable the auditor to accomplish
his or her statutory (or other) roles in a manner that leaves other  professionals
who may need to review or evaluate his working papers in no doubt as to the
nature of work done, actually meeting professional standards and really
supporting the audit opinion.

11111
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The need for strict  adherence to ethical rules and guidance on independence,
objectivity, integrity, confidentiality, skills, due care and competence enable
the auditor to act in a professional manner and earns the auditor the respect of
the investing public and entrepreneurship. It also enables the auditor to
moderate his or her conduct, on regular basis, so as not to run foul of the
regulations of his professional bodies, as well as the law.  A recent development
is the passing of a law under which a professional accountant, whether in
practice or in business, who fails to see to proper compliance with accounting
standards in Nigeria, may, on conviction, be fined or jailed.

The concepts of true and fair view, materiality and judgement guide the auditor
in the conduct of his assignment. The concepts help the auditor to know the
level and quantum of the transactions and balances to which he should pay
attention, and matters which need to be considered in the expression of  opinion.

1.21.21.21.21.2 DEVELOPMENT AND OBJECTIVES OF AUDITDEVELOPMENT AND OBJECTIVES OF AUDITDEVELOPMENT AND OBJECTIVES OF AUDITDEVELOPMENT AND OBJECTIVES OF AUDITDEVELOPMENT AND OBJECTIVES OF AUDIT

AuditingAuditingAuditingAuditingAuditing
Auditing is broadly defined as a systematic process of objectively obtaining
and evaluating evidence in respect of certain assertions about economic actions
 and events, to ascertain the degree of correspondence between those assertions
and established criteria and reporting the results to interested parties.

Auditing usually covers a particular period of time. Auditing may be narrowly
defined as a written report on the examination of financial statements for a
particular period of time.

Independent auditingIndependent auditingIndependent auditingIndependent auditingIndependent auditing
The International Federation of Accountants (IFAC), recognising the
responsibilities of the accountancy profession and considering its own role to
be that of providing guidance, encouraging continuity of efforts and promoting
harmonisation, has deemed it necessary to establish an international “Code of
Ethics for Professional Accountants” to be the basis on which the ethical
requirements (code of ethics, detailed rules, guidelines, standards of conduct,
etc.) for professional accountants in each country should be based.

In Nigeria, the auditor is expected to comply with the ‘Rules of Professional
Conduct for Members,’ issued by The Institute of Chartered Accountants of
Nigeria.

The Auditors’ Code 011 titled ‘Fundamental Principles of Independent Auditing’
published by the Auditing Practices Board (APB) in the United Kingdom sets
out the fundamental principles expected to guide the conduct of auditors in
rendering services to their varied clients. The Code when taken with the ethical
standards issued by the professional bodies to which the auditor belongs (for
example, the Code of Conduct  issued by The Institute of Chartered Accountants
of Nigeria) and if regularly followed, ensure that the professional accountant
maintains the highest quality of performance and public confidence.
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The Auditors’ Code describes ‘independent audit’ as providing reasonable
assurance that published audited financial reports are free from material mis-
statement and are in accordance with legislation and relevant accounting
standards.

The Nigerian Accounting Standards Board (NASB) is charged with the
responsibility of developing and publishing accounting standards to be
observed in the preparation of financial statements in Nigeria.  The Companies
and Allied Matters Act  makes it mandatory for auditors to ensure that the
financial statements prepared in Nigeria comply with the accounting standards
issued by the NASB. The Nigerian Accounting Standards Board Act, 2003 further
seeks to promote and enforce compliance with the accounting standards to be
observed in the preparation of financial statements.

It is noteworthy to mention that users have much confidence in the audited
financial reports, bearing the seal of a Chartered Accountant. Auditors add to
the reliability and quality of financial reporting. The reports of the auditors
add credibility to the financial information prepared and published by the
directors or officers of an entity.

The auditor also prepares a management report which contains matters which
have come to his attention in the course of the assignment, together with
recommendations for improvement in the internal control and business of the
company. The management report, also called domestic report, is normally
addressed to the directors of the company.

FFFFFundamental principles of independent auditingundamental principles of independent auditingundamental principles of independent auditingundamental principles of independent auditingundamental principles of independent auditing
The Auditors’ Code, published by APB, prescribes nine fundamental principles
of independent auditing, as follows:

(a) AccountabilityAccountabilityAccountabilityAccountabilityAccountability
Auditors act in the interests of primary stakeholders, whilst having
regard to the wider public interest.

The identity of primary stakeholders is determined by reference to the
statute or agreement requiring an audit: in the case of companies, the
primary stakeholders are the general body of investors.

(b) IntegrityIntegrityIntegrityIntegrityIntegrity
Auditors should act with integrity, discharging their responsibilities with
honesty, fairness and truthfulness. Integrity helps to insulate auditors
from matters of conflict of interests and elevate their objectivity.

Confidential information obtained in the course of the audit is disclosed
only when required in the public interest, or by operation of law.

(c) Objectivity and independenceObjectivity and independenceObjectivity and independenceObjectivity and independenceObjectivity and independence
Auditors should be seen to be objective in all their dealings with their
clients. They express opinions independent of the entity and its directors.

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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(d) CompetenceCompetenceCompetenceCompetenceCompetence
This is the ability to carry out professional duty with great knowledge
and skills. Auditors should exhibit competence, derived from the
acquired qualifications, training and practical experience. Auditing
demands understanding of financial reporting and business issues,
together with expertise in accumulating and assessing the evidence
necessary to form an opinion.

(e) RigourRigourRigourRigourRigour
Auditors approach their work with thoroughness and attitude of
professional scepticism. This was emphasised in the famous
pronouncement of Lord Dennins, which states that “an auditor is not a
blood hound, but should approach his job with professional scepticism
believing that someone, somewhere, has made a mistake and that a
check needs to be carried out to ensure that no such mistake was made
and this forms the whole essence of auditing.” Auditors assess critically
the information and explanations obtained in the course of their work
and such additional evidence as they consider necessary for the purpose
of their audits.

(f) JudgementJudgementJudgementJudgementJudgement
Auditors apply professional judgement, taking account of materiality
in the context of the matters on which they are reporting.

(g) Clear communicationClear communicationClear communicationClear communicationClear communication
Auditors’ reports contain clear expressions of opinion which are set out
in writing for proper understanding.

(h) AssociationAssociationAssociationAssociationAssociation
Auditors allow their reports to be included in documents containing other
information only if they consider that the additional information is not
in conflict with the matters covered by their reports and that they have
no cause to believe it to be misleading.

(i) Providing valueProviding valueProviding valueProviding valueProviding value
Auditors add to the reliability and quality of financial reporting. They
provide to directors and officers constructive observations arising from
the audit process, thereby contributing to the effective operation of the
business entity.

Objective and general principles governing the audit of financialObjective and general principles governing the audit of financialObjective and general principles governing the audit of financialObjective and general principles governing the audit of financialObjective and general principles governing the audit of financial
statements.statements.statements.statements.statements.
Auditing Practices Board’s Statement of Auditing Standard 100 titled ‘Objective
and General Principles Governing an Audit of Financial Statements’ says that
the “objective of an audit of financial statements is to enable auditors to give
an opinion on those financial statements taken as a whole, and thereby provide
reasonable assurance that the financial statements give a true and fair view
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(where relevant) and have been prepared in accordance with relevant
accounting or other requirements.”

The standard states the following matters which the auditor should consider in
undertaking the audit of financial statements:
(a) the auditor should carry out procedures designed to obtain sufficient

and appropriate evidence in accordance with the auditing standards,
determine with reasonable confidence whether the financial statements
are free of material mis-statements;

(b) evaluation of the overall presentation of the financial statements in order
to ascertain whether they have been prepared in accordance with
relevant legislation and accounting standards; and

(c) issuing of a report, containing a clear expression of the auditor’s opinion
on the financial statements.

In Nigeria, financial statements are prepared with the objective that they
present a true and fair view of the state of affairs of the entity and of the profit
or loss for that period, and comply with the Companies and Allied Matters Act,
CAP C20, LFN 2004.

In the preparation of financial statements, there are inherent uncertainties
and use of judgement in making accounting estimates and selecting
appropriate accounting policies. Consequently, financial statements may be
prepared in different ways and still present a true and fair view.

The auditor’s opinion adds credibility to the financial statements prepared by
the directors. Users have reasonable assurance that the financial statements
which carry the seal of the independent auditor, present a true and fair view of
the state of affairs of the reporting entity. However, the user should not assume
that the opinion of the auditor is a guarantee as to the future viability of the
entity or an assurance that the efficiency or effectiveness with which
management  has conducted the affairs of the entity in one year will continue
in future years.

Responsibility for the financial statementsResponsibility for the financial statementsResponsibility for the financial statementsResponsibility for the financial statementsResponsibility for the financial statements
The directors are responsible for the preparation of financial statements which
give a true and fair view of the state of affairs and of the profit or loss for that
period. The directors should ensure that the financial statements comply with
the provisions of the Companies and Allied Matters Act, Cap. C 20, LFN 2004.

The directors are obliged to ensure that:
(a) Proper accounting records are maintained;
(b) Internal control procedures are instituted which, as far as is reasonably

possible, safeguard the assets, prevent and detect fraud and other
irregularities;

(c) Applicable accounting standards are followed;
(d) Suitable accounting policies are adopted and consistently applied;
(e) Judgements and estimates made are reasonable and prudent; and

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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(f) The going concern basis is used, unless it is inappropriate to presume
that the company will continue in business.

It is the responsibility of the auditors to form an independent opinion based on
the audit of the financial statements and to report to the members thereon. The
audit of the financial statements does not relieve the directors of any of their
responsibilities on the financial statements.

Scope of Audit AssignmentScope of Audit AssignmentScope of Audit AssignmentScope of Audit AssignmentScope of Audit Assignment
The auditor should consider the following matters in determining the scope of
work:
(a) The relevant statements of accounting standards;
(b) The auditing standards;
(c) The requirements of relevant professional bodies; and
(d) Legislation, regulations and the terms of the audit engagement.

The auditor should note that although the basic principles of auditing are the
same in the public and the private sectors, auditors of public sector often have
wider objectives, additional duties and statutory responsibilities laid down in
legislation, directives or codes of practice of the public sector entities.

Reasonable assuranceReasonable assuranceReasonable assuranceReasonable assuranceReasonable assurance
The term ‘reasonable assurance’ is central to an independent audit, as certain
degree of judgement has to be exercised in the conduct of the audit. The level
of assurance which the auditor provides when reporting on financial statements
may be regarded as reasonable in the particular context but cannot be taken to
be absolute.

The auditor exercises judgement in the conduct of his work, especially on:
(a) The gathering of evidence, particularly in deciding the nature, timing

and extent of audit procedures; and
(b) The drawing of conclusions based on the evidence gathered; particularly

assessing the reasonableness of the estimates made by the directors in
preparing the financial statements.

Due to the inherent limitations of any audit, the extent to which the risks that
auditors take by giving inappropriate opinions on financial statements can be
reduced or restricted. The limitations include those that may result from:
(a) Inability of the auditor to examine all items within an account balance

or class of transactions as it may not be cost effective to do so;
(b) Inherent limitations which may be embedded in any accounting control

system;
(c) The possibility of management override, collusion or misrepresentation

for fraudulent purposes; and
(d) Audit evidence, in certain cases, being persuasive rather than conclusive.

At the planning stage of an audit, the auditor should take cognisance of the
possibility that material mis-statement may exist and should plan to perform
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the audit with that possibility in mind. In this regard, the auditor examines
critically and with professional scepticism the information and explanations
provided, and not assume that they are necessarily correct.

Auditors, in addition to audit risk, are exposed to loss or injury to their
professional practice from litigation, adverse publicity or other events arising
in connection with the financial statements that they have audited and reported
upon. The audit risk and exposure are present even where the auditors have
performed their assignments in accordance with the auditing standards and
reported appropriately on those financial statements.

Ethical PrinciplesEthical PrinciplesEthical PrinciplesEthical PrinciplesEthical Principles
In carrying out the audit of financial statements, auditors should comply with
the ethical guidance issued by their relevant professional bodies. Ethics is more
of a norm or a certain code of conduct expected of a group of individuals or a
professional body. It dictates some degree of inward values expected of such
groups of individuals or body.

The ethical principles which govern the auditors’ professional responsibilities
include:
(a) Integrity;
(b) Objectivity;
(c) Independence;
(d) Professional competence and due care; professional behaviour; and
(e) Cconfidentiality.

In Nigeria, the auditor should comply with the ‘Rules of Professional Conduct
for Members’ issued by The Institute of Chartered Accountants of Nigeria and
the accounting standards issued by the Nigerian Accounting Standards Board.
The ‘Rules of Professional Conduct for Members’ cover the following matters:
(a) Fundamental principles;
(b) Integrity, objectivity and independence;
(c) Conflicts of interest;
(d) Confidentiality;
(e) Changes in professional appointment;
(f) Consultancy;
(g) Association with non-members;
(h) Fees;
(i) Obtaining professional work;
(j) The names and letterheads of practising firms;
(k) Second and other opinions;
(l) Members in business; and
(m) Enforcement of ethical standards.

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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1.31.31.31.31.3 AUDITING TECHNIQUES AND THEIR LIMITAUDITING TECHNIQUES AND THEIR LIMITAUDITING TECHNIQUES AND THEIR LIMITAUDITING TECHNIQUES AND THEIR LIMITAUDITING TECHNIQUES AND THEIR LIMITAAAAATIONS, AUDIT EVIDENCETIONS, AUDIT EVIDENCETIONS, AUDIT EVIDENCETIONS, AUDIT EVIDENCETIONS, AUDIT EVIDENCE
AND DOCUMENTAND DOCUMENTAND DOCUMENTAND DOCUMENTAND DOCUMENTAAAAATIONTIONTIONTIONTION

Audit EvidenceAudit EvidenceAudit EvidenceAudit EvidenceAudit Evidence
“Audit evidence” means the information obtained by the auditor in arriving at
the conclusions on which the audit opinion is based. Audit evidence
encompasses the quantity and quality (or reliability) of evidence to be obtained
by auditors. It is important for auditors to obtain sufficient, appropriate and
reliable audit evidence to enable them draw reasonable conclusions on which
to base their audit opinion.

WWWWWays of obtaining audit evidenceays of obtaining audit evidenceays of obtaining audit evidenceays of obtaining audit evidenceays of obtaining audit evidence
The APB Statement of Auditing Standard No. 400 covers ‘audit evidence’. The
Standard provides guidance on the quantity and quality of evidence which
auditors should obtain and the procedures for obtaining the evidence. Audit
evidence may be obtained from:
(a) An appropriate mix of tests of control and substantive procedures; and
(b) Substantive procedures and enquiries made to ascertain the adequacy

of the accounting system as a basis for the preparation of the financial
statements.

An auditor should understand the following matters in relation to audit
evidence:
(a) The nature of audit evidence;
(b) The sufficiency of audit evidence;
(c) The appropriateness of audit evidence;
(d) The evaluation of audit evidence; and
(e) Reliability of audit evidence.

The nature of audit evidenceThe nature of audit evidenceThe nature of audit evidenceThe nature of audit evidenceThe nature of audit evidence
An auditor may use the following accounting data as sources of audit evidence
to test audit objectives:
(a) The books of original entry;
(b) Related accounting manuals; and
(c) Records, such as worksheets and spreadsheets which support the

amounts in the financial statements.

In recent times, there is a growing awareness of accounting data being kept in
the electronic form, but there are still cases of records kept manually. Audit
evidence should be corroborated. Corroborating audit evidence includes both
written and electronic information, for example;
(a) Cheques;
(b) Records of electronic transfers;
(c) Invoices;
(d) Contracts;
(e) Minutes of meetings; and
(f) Confirmations, and written representations.
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Sufficiency of audit evidenceSufficiency of audit evidenceSufficiency of audit evidenceSufficiency of audit evidenceSufficiency of audit evidence
Sufficiency is the measure of the quantity of audit evidence. The auditor at
times relies on evidence that is persuasive rather than convincing in forming
an opinion on a set of financial statements. Relying on persuasive evidence
could be as a result of:

(a) Cost considerationsCost considerationsCost considerationsCost considerationsCost considerations
The auditor may examine a sample of the  transactions that make up
the account balances or class of transactions. Examination of allallallallall the
transactions on a test basis would be convincing.

(b) The nature of evidenceThe nature of evidenceThe nature of evidenceThe nature of evidenceThe nature of evidence
The auditor may be presented with an inconclusive evidence which would
be conclusive, when taken in conjunction with other ones.

Consequently, the auditor often seeks audit evidence from different sources or
of a different nature to support the same assertion in order to provide reasonable,
but not absolute, assurance that the financial statements are free from material
mis-statement.

Appropriateness of audit evidenceAppropriateness of audit evidenceAppropriateness of audit evidenceAppropriateness of audit evidenceAppropriateness of audit evidence
There is a relationship between sufficiency and appropriateness of audit
evidence. Both sufficiency and appropriateness apply to audit evidence obtained
from tests of control and substantive procedures. Appropriateness is the measure
of the quality or reliability of audit evidence and its relevance to a particular
assertion while sufficiency is the measure of the quantity of audit evidence.

The auditor’s judgement as to what is sufficient and appropriate audit evidence
is influenced by such factors as:
(a) The auditor’s assessment of the nature and degree of risk of 

mis-statement at both the financial statement level and the account
balance or class of transaction level;

(b) The nature of the accounting and internal control systems, including
the control environment;

(c) The materiality of the item being examined;
(d) The experience gained during previous audits and the auditor’s

knowledge of the business and industry;
(e) The findings from audit procedures, and from any audit work carried

out in the course of preparing the financial statements, including
indications of fraud or error; and

(f) The source and reliability of information available.

Auditors should consider the implications of their inability to obtain sufficient
appropriate audit evidence in their report.

The Evaluation of audit evidenceThe Evaluation of audit evidenceThe Evaluation of audit evidenceThe Evaluation of audit evidenceThe Evaluation of audit evidence
An evidence is considered appropriate when it is both relevant and reliable

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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(a) Relevance:Relevance:Relevance:Relevance:Relevance:
A relevant audit evidence should relate to the audit objective being
tested; and

(b) Reliability:Reliability:Reliability:Reliability:Reliability:
A useful audit evidence should be able to support the true state of an
assertion or audit objective.

TTTTTests of contrests of contrests of contrests of contrests of contrololololol
Internal control is a means whereby an entity’s board or entity’s senior
management obtains a reasonable assurance that the entity’s set objectives
are achieved. These constitute all management mechanisms such as approved
authorisation process, policies and procedures that should be followed in
fulfiling organisational objectives, in order to give assurance that the procedures
are followed in conducting the business of the entity.

Auditors usually select a sample of transactions passing through the procedures
and test whether they were appropriately conducted in accordance with the
laid down guidelines. In conducting tests of control for the purpose of obtaining
audit evidence, the auditor should consider the sufficiency and appropriateness
of the audit evidence obtained to support the assessed level of control risk.

Audit evidence may be obtained from the accounting and internal control
systems in the following areas of design and operations:

(a) Design:Design:Design:Design:Design:
The accounting and internal control systems are capable of preventing
or detecting material mis-statements during the period covered by the
audit.

(b) Operation:Operation:Operation:Operation:Operation:
The systems exist and have operated effectively throughout the relevant
period covered by the audit.

The tests described above are referred to as ̀ compliance testing’; which is test
of controls that provide audit evidence to ensure that they are working as
designed. This is different from substantive tests, which are designed to provide
audit evidence that transactions reported in the financial statements are
accurate, complete and valid.

Substantive proceduresSubstantive proceduresSubstantive proceduresSubstantive proceduresSubstantive procedures
In conducting substantive tests for the purpose of obtaining audit evidence,
auditors should consider the extent to which the evidence obtained from
substantive procedures together with any information obtained from tests of
controls support the relevant financial statements.

As a basis for the preparation of financial statements, the directors make certain
assertions. The assertions constitute representations of the directors that are
embodied in the financial statements. The directors, by approving the financial
statements, are making representations about the information therein.
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The following matters constitute representations or assertions usually made
by the directors in approving financial statements:
(a) Existence:Existence:Existence:Existence:Existence:

An asset or a liability exists at a given date.

(b) Rights and Obligations:Rights and Obligations:Rights and Obligations:Rights and Obligations:Rights and Obligations:
An asset or a liability pertains to the entity at a given date.

(c) Occurrence:Occurrence:Occurrence:Occurrence:Occurrence:
A transaction or event took place which pertains to the entity  during the
particular period.

(d) Completeness:Completeness:Completeness:Completeness:Completeness:
There are no unrecorded assets, liabilities, transactions or events, or
undisclosed items.

(e) VVVVValuation:aluation:aluation:aluation:aluation:
An asset or liability is recorded at an appropriate carrying value.

(f) Measurement:Measurement:Measurement:Measurement:Measurement:
A transaction or event is recorded at the proper amount and revenue or
expense is allocated to the proper period.

(g) Presentation and Disclosure:Presentation and Disclosure:Presentation and Disclosure:Presentation and Disclosure:Presentation and Disclosure:
An item is disclosed, classified and described in accordance with the
applicable reporting framework (for example, relevant legislation and
applicable accounting standards).

The auditor should obtain evidence to support each financial statement
assertion. The audit evidence presented in support of one assertion (for example,
existence of stock) does not compensate for failure to obtain audit evidence
regarding another (for example, its valuation).  Tests may, however, provide
audit evidence for more than one assertion (for example, testing subsequent
receipts from the entity’s debtors may provide some audit evidence regarding
both their existence and valuation).

In planning an assignment, the auditor prepares programmes comprising
detailed audit procedures and objectives. The objectives cover the financial
statement assertions made by the directors. The auditor seeks to ensure that
both the objectives and the audit programmes enable him to satisfy himself
that the planned work will result in the appropriate evidence being obtained.

In conducting substantive tests, the auditor should consider the nature, timing
and extent of substantive procedures. These may depend, amongst other factors,
on the following matters:
(a) The auditor’s assessment of the control environment and accounting

systems generally;
(b) The inherent and control risks relating to each assertion;
(c) Evidence obtained from audit work performed during the preparation

of the financial statements; and

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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(d) Where tests of control provide satisfactory evidence as to the effectiveness
of accounting and internal control systems, the extent to which relevant
substantive procedures may be reduced, but not entirely eliminated.

Reliability of Audit EvidenceReliability of Audit EvidenceReliability of Audit EvidenceReliability of Audit EvidenceReliability of Audit Evidence
The reliability of audit evidence is influenced by its source which may either
be internal or external; and by its nature which may be visual, documentary or
oral. The auditor must be aware of the following matters in assessing the
reliability of audit evidence:
(a) Audit evidence from external sources (for example, confirmation received

from a third party) is more reliable than that obtained from the entity’s
records;

(b) Audit evidence obtained from the entity’s records is more reliable when
the related accounting and internal control systems operate effectively;

(c) Audit evidence obtained directly by auditors is more reliable than that
obtained by or from the entity;

(d) Audit evidence in the form of documents and written representations
are more reliable than oral representations; and

(e) Original documents are more reliable than photocopies, telexes or
facsimiles.

When the audit evidence obtained from different sources are consistent with
one another, they become persuasive to the auditor. When the auditor’s
evaluation of audit evidence results in the fact that evidence from one source is
inconsistent with that from another, it is the responsibility of the auditor to
determine what additional procedures must be undertaken to resolve the
inconsistency.

Because of cost considerations, the auditor may examine a sample of the
transactions that make up the account balance or class of transactions. The
auditor must consider the relationship between the cost of obtaining audit
evidence and the usefulness of the information obtained.  The auditor, however,
is not relieved of any blame if he omits a necessary procedure as a result of
any constraint.

Procedures for obtaining audit evidenceProcedures for obtaining audit evidenceProcedures for obtaining audit evidenceProcedures for obtaining audit evidenceProcedures for obtaining audit evidence
Auditors normally obtain audit evidence by inspection, observation, enquiry,
confirmation, computation and analytical procedures. The choice of one or a
combination of the procedures which the auditor may adopt is dependent, in
part, upon the period of time during which the audit evidence sought is available
and the form in which the accounting records are maintained.

InspectionInspectionInspectionInspectionInspection
Inspection involves the following:
(a) Examination of records, documents or tangible assets;
(b) Provision of audit evidence of varying degrees of reliability depending

on their nature and source and the effectiveness of internal controls over
their processing;
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Three major categories of documentary audit evidence are listed below in
descending degree of reliability as audit evidence:
(a) Evidence created and provided to auditors by third parties;
(b) Evidence created by third parties and held by the entity; and
(c) Evidence created and held by the entity.

Inspection provides reliable audit evidence about the existence of the tangible
assets inspected, but not necessarily as to the ownership or value of such assets.

ObservationObservationObservationObservationObservation
The auditor by observation looks at a procedure being performed by others. For
example, the auditor observes the counting of stock by the entity’s staff or the
performance of internal control procedures as part of the conduct of an audit.

Enquiry and ConfirmationEnquiry and ConfirmationEnquiry and ConfirmationEnquiry and ConfirmationEnquiry and Confirmation

EnquiryEnquiryEnquiryEnquiryEnquiry involves seeking information within and outside the entity. Enquiry
may be formal or informal.  Responses to enquiries obtained from third parties
may confirm or disprove information previously made available to the auditor.

Confirmation Confirmation Confirmation Confirmation Confirmation involves obtaining response to an enquiry to corroborate
information previously made available to the auditors in the course of the audit.
Examples of direct confirmation are as follows:
(a) Confirmation of debts by communication with debtors;
(b) Confirmation of legal cases by communication with the entity’s solicitors;

and
(c) Confirmation of bank balances by communication with the entity’s

bankers, etc.

ComputationComputationComputationComputationComputation
The auditor uses computation to check the arithmetical accuracy of source
documents and accounting records. Computation also involves performing
independent calculations.

Analytical proceduresAnalytical proceduresAnalytical proceduresAnalytical proceduresAnalytical procedures
Analytical procedures consist of the analysis of relationship between:
(a) Items of financial data;
(b) Items of financial and non-financial data, derived from the same period;

and
(c) Comparable financial information deriving from different periods or

different entities.

Analytical procedures are used to identifying consistencies and predicted
patterns or significant fluctuations and unexpected relationships, and the results
of investigations performed.

DocumentationDocumentationDocumentationDocumentationDocumentation
It is the duty of the auditor to document matters which are important in
providing evidence to support the audit opinion and evidence that the audit

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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was carried out in accordance with auditing standards, accounting standards
and relevant regulations.

The International Federation of Accountants (IFAC) published the International
Standard on Auditing titled ‘Documentation’ which establishes standards and
provides guidance regarding documentation in the context of the audit of
financial statements.

The Auditing Practices Board (APB) Statement of Auditing Standard 230 on
‘Working papers’ provides guidance on ‘Working papers’.

The Public Company Accounting Oversight Board (PCAOB) has also recently
issued Auditing Standard No. 3 - Audit Documentation. In this section,
‘documentation’ and ‘working papers’ are used interchangeably.

“Documentation” means the materials (working papers) prepared by and for,
or obtained and retained by the auditor in connection with the performance of
the audit. The PCAOB auditing standard No. 3 describes ‘audit documentation’
as ‘the written record of the basis for the auditor’s conclusions that provides
the support for the auditor’s representations, whether those representations
are contained in the auditor’s report or otherwise’. Working papers may be in
the form of data stored on paper, film, electronic media or other media.

Working papers:
(a) assist in the planning and performance of the audit;
(b) assist in the supervision and review of the audit work; and
(c) record the audit evidence resulting from the audit work performed to

support the auditor’s opinion.

Duties of ADuties of ADuties of ADuties of ADuties of Auditors on Wuditors on Wuditors on Wuditors on Wuditors on Working Porking Porking Porking Porking Papersapersapersapersapers
It is the duty of the Auditor to:
(a) Prepare working papers which are sufficiently complete and detailed to

provide an overall understanding of the audit;
(b) Record in the working papers information on planning the audit work,

the nature, timing and extent of the audit procedures performed, the
results thereof, and the conclusions drawn from the audit evidence
obtained;

(c) Record auditor’s reasoning on all significant matters which require the
exercise of judgement, together with the auditor’s conclusion thereon;

(d) Document areas involving difficult questions of principle or judgement;
and

(e) Record the relevant facts known to the auditor at the time the conclusions
were reached on matters of judgement or principles.

The extent of working papers to be prepared and retained is a matter of
professional judgement. In determining the extent of working papers to be
prepared and retained the auditor should consider:
(a) The legal and professional requirements; and
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(b) What would be necessary to provide another auditor who has no previous
experience with the audit with an understanding of the work performed.

FFFFForm and Content of Worm and Content of Worm and Content of Worm and Content of Worm and Content of Working Porking Porking Porking Porking Papersapersapersapersapers
The following matters may affect the form and content of working papers:
(a) Nature of the engagement;
(b) Form of the auditor’s report;
(c) Nature and complexity of the business;
(d) Nature and condition of the entity’s accounting and internal control

systems;
(e) Needs in the particular circumstances for direction, supervision and

review of work performed by assistants;
(f) Specific audit methodology and technology used in the course of the

audit;
(g) Use of standardised working papers, for example, checklists, specimen

letters, standard organisation of working papers;
(h) Need to facilitate the delegation of work while providing a means to

control its quality; and
(i) Schedules, analyses and other documentation prepared by the entity

and the need to be satisfied that those materials have been properly
prepared.

Contents of WContents of WContents of WContents of WContents of Working Porking Porking Porking Porking Papersapersapersapersapers
The contents of working papers will generally include the following:
(a) Information concerning the legal and organisational structure of the

entity;
(b) Extracts or copies of important legal documents, agreements and

minutes;
(c) Information concerning the industry, economic and legislative

environment within which the entity operates;
(d) Evidence of the planning process including audit programmes and any

changes thereto;
(e) Evidence of the auditor’s understanding of the accounting and internal

control systems;
(f) Evidence of inherent and control risk assessments and any revisions

thereof;
(g) Evidence of the auditor’s consideration of the work of internal auditing

and conclusions reached;
(h) Analysis of transactions and balances;
(i) Analyses of significant ratios and trends;
(j) A record of the nature, timing and extent of audit procedures performed

and the results of such procedures;
(k) Evidence that the work performed by assistants was supervised and

reviewed;
(l) An indication as to who performed the audit procedures and when they

were performed;

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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(m) Details of procedures applied regarding components whose financial
statements are audited by another auditor;

(n) Copies of communications with other auditors, experts and other third
parties;

(o) Copies of letters or notes concerning audit matters communicated to or
discussed with the entity, including the terms of the engagement and
material weaknesses in internal control;

(p) Letters of representation received from the entity;
(q) Conclusions reached by the audit concerning significant aspects of the

audit, including how exceptions and unusual matters, if any, disclosed
by the auditor’s procedures were resolved or treated; and

(r) Copies of the financial statements and auditor’s report. (Chitty, 2004;
IFAC ISA 230).

(s) Checklists for compliance with statutory disclosure requirements and
accounting standards; and

(t) Management letter setting out internal control weaknesses in  the system
to the client.

ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality, Safe Custody, Safe Custody, Safe Custody, Safe Custody, Safe Custody, R, R, R, R, Retention and Ownership of Wetention and Ownership of Wetention and Ownership of Wetention and Ownership of Wetention and Ownership of Workingorkingorkingorkingorking
PPPPPapersapersapersapersapers
‘Working papers are the property of the auditors. Although portions of or extracts
from the working papers may be made available to the entity at the discretion
of the auditor, they are not a substitute for the entity’s accounting records’ (IFAC
ISA 230).

The auditor should therefore adopt appropriate procedures:
(a) For maintaining the confidentiality and safe custody of the working

papers; and
(b) For retaining the working papers for a period sufficient to meet the needs

of the practice and in accordance with legal and professional
requirements of record retention.

1.41.41.41.41.4 INDEPENDENCE, OBJECTIVITYINDEPENDENCE, OBJECTIVITYINDEPENDENCE, OBJECTIVITYINDEPENDENCE, OBJECTIVITYINDEPENDENCE, OBJECTIVITY, INTEGRITY, INTEGRITY, INTEGRITY, INTEGRITY, INTEGRITY, CONFIDENTIALITY, CONFIDENTIALITY, CONFIDENTIALITY, CONFIDENTIALITY, CONFIDENTIALITY, SKILLS,, SKILLS,, SKILLS,, SKILLS,, SKILLS,
CARE AND COMPETENCECARE AND COMPETENCECARE AND COMPETENCECARE AND COMPETENCECARE AND COMPETENCE

IndependenceIndependenceIndependenceIndependenceIndependence
IFAC Code of Ethics for Professional Accountants states that “it is in the public
interest and, therefore, required by this Code of Ethics, that members of
assurance teams, firms and, when applicable, network firms be independent
of assurance clients”.

The Code states that “Assurance engagements are intended to enhance the
credibility of information about a subject matter by evaluating whether the
subject matter conforms in all material respects with suitable criteria. The
International Standard on Assurance Engagements issued by The International
Auditing and Assurance Standards Board (IAASB), describes the objectives
and elementsof assurance engagements to provide, either a high or a moderate
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level of assurance. IAASB has also issued specific standards for certain
assurance engagements. For example, International Standards on Auditing
provide specific standards for audit (high level assurance) and review
(moderate level assurance) of financial statements”.

The Code provides guidance to auditors in determining whether a particular
engagement is an assurance engagement and states that, this will depend
upon whether the assurance engagement exhibits all of the following elements:

(a) A three party relationship involving:
(i) A professional accountant;
(ii) A responsible party; and
(iii) An intended user;

(b) A subject matter;
(c) Suitable criteria;
(d) An engagement process; and
(e) A conclusion.

There is a broad range of engagements to provide a high or moderate level of
assurance. Such engagements may include:
(a) Engagements to report on a broad range of subject matters covering

financial and non-financial information;
(b) Attest and direct reporting engagements;
(c) Engagements to report internally and externally; and
(d) Engagements in the private and public sector.

The subject matter of an assurance engagement may take many forms, such
as the following:
(a) Data (for example, historical or prospective financial information,

statistical information, performance indicators);
(c) Systems and processes (for example, internal controls); or
(d) Behaviour (for example, corporate governance, compliance with

regulation, human resource practices).

The Code further identifies that not all engagements performed by professional
accountants are assurance engagements. Other engagements frequently
performed by professional accountants that are not assurance engagements
include:
(a) Agreed-upon procedures;
(b) Compilation of financial or other information;
(c) Preparation of tax returns when no conclusion is expressed, and tax

consulting;
(d) Management consulting; and
(e) Other advisory services.

The Code also provides a conceptual approach to independence which requires
the following:

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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Independence requires:
(a) Independence of mindIndependence of mindIndependence of mindIndependence of mindIndependence of mind

The state of mind, that permits the provision of an opinion without being
affected by influences that compromise professional judgement,
allowing an individual to act with integrity, and exercise objectivity
and professional scepticism; and

(b) Independence in appearanceIndependence in appearanceIndependence in appearanceIndependence in appearanceIndependence in appearance
The avoidance of facts and circumstances that are so significant that a
reasonable and informed third party, having knowledge of all relevant
information, including safeguards applied, would reasonably conclude
that a firm’s, or a member of the assurance team’s integrity, objectivity
or professional scepticism had been compromised.

Rules of Professional ConductRules of Professional ConductRules of Professional ConductRules of Professional ConductRules of Professional Conduct
The ‘Rules of Professional Conduct for Members’ issued by The Institute of
Chartered Accountants of Nigeria provides guidance on integrity, objectivity
and independence. The Rules require that a member should behave with
integrity in all professional, business and financial relationships. The Rules
also call for a degree of objectivity and independence to be exercised by a
member of the Institute in financial reporting and similar roles outside the
audit.

Integrity and objectivityIntegrity and objectivityIntegrity and objectivityIntegrity and objectivityIntegrity and objectivity
IFAC Code of Ethics states that “integrity implies not merely honesty but fair
dealing and truthfulness. The principle of objectivity imposes the obligation
on all professional accountants to be fair, intellectually honest and free of
conflicts of interest”.

The Code identifies that, professional accountants serve in many different
capacities and should demonstrate their objectivity in varying circumstances.
Professional accountants in public practice undertake assurance engagements,
and render  tax and other management advisory services. Other professional
accountants prepare financial statements as a subordinate of others, perform
internal auditing services, and serve in financial management capacities in
industry, commerce, the public sector and education. They also educate and
train those who aspire to be admitted into the profession. Regardless of service
or capacity, professional accountants should protect the integrity of their
professional services and maintain objectivity in their judgement.

In selecting the situations and practices to be specifically dealt with, in ethics
requirements relating to objectivity, the Code states that adequate consideration
should be given to the following factors:
(a) Professional accountants are exposed to situations which involve the

possibility of pressures being exerted on them. These pressures may
impair their objectivity;

(b) It is impracticable to define and prescribe all such situations where
these possible pressures exist. Reasonableness should prevail in
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establishing standards for identifying relationships that are likely to,
or appear to, impair a professional accountant’s objectivity;

(c) Relationships should be avoided which allow prejudice, bias or influence
of others to override objectivity;

(d) Professional accountants have an obligation to ensure that personnel
engaged on professional services adhere to the principle of objectivity;
and

(e) Professional accountants should neither accept nor offer gifts or
entertainment which might reasonably be believed to have a significant
and improper influence on their professional judgement or those with
whom they deal. What constitutes an excessive gift or offer of  entertainment
varies from country to country but professional accountants should avoid
circumstances which would bring their professional standing into
disrepute.

In addition to the above, the ‘Rules of Professional Conduct for Members’ issued
by the Institute of Chartered Accountants of Nigeria provides a framework within
which members can identify actual or potential threats to objectivity and assess
the safeguards which may be available to offset such threats.

Professional CompetenceProfessional CompetenceProfessional CompetenceProfessional CompetenceProfessional Competence
The IFAC Code of Ethics for Professional Accountants states that professional
accountants should not portray themselves as having expertise or experience
which they do not possess.

Professional competence may be divided into two separate phases:
(a) Attainment of professional competence

The attainment of professional competence requires initially a high
standard of general education followed by specific education, training
and examination in professionally relevant subjects, and whether
prescribed or not, a period of work experience. This should be the normal
pattern of development for a professional accountant.

(b) Maintenance of professional competence
(i) The maintenance of professional competence requires a continuing

awareness of developments in the accountancy profession
including relevant national and international pronouncements
on accounting, auditing and other relevant regulations and
statutory requirements.

(ii) A professional accountant should adopt a program designed to
ensure quality control in the performance of professional services
consistent with appropriate national and international
pronouncements.

The ‘Rules of Professional Conduct for Members’ issued by The Institute of
Chartered Accountants of Nigeria provides that a member should not accept or
perform work which he or she is not competent to undertake, unless he or she
obtains such advice and assistance as will, enable him or her competently
carry out the work.
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ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality
The IFAC Code of Ethics states that professional accountants have an obligation
to respect the confidentiality of information about a client’s or employer’s affairs
acquired in the course of professional services. The duty of confidentiality
continues even after the end of the relationship between the professional
accountant and the client or employer. The Code states that:
(a) Confidentiality should always be observed by a professional accountant

unless specific authority has been given to disclose information or there
is a legal or professional duty to disclose.

(b) Professional accountants have an obligation to ensure that staff under
their control and persons from whom advice and assistance is obtained
respect the principle of confidentiality.

(c) Confidentiality is not only a matter of disclosure of information, It also
requires that a professional accountant acquiring information in the
course of performing professional services does, neither use, nor appear
to use that information for personal advantage, or for the advantage of
a third party.

(d) A professional accountant has access to a lot of confidential information
about a client’s or employer’s affairs not otherwise disclosed to the
public. Therefore, the professional accountant should be relied upon not
to make unauthorised disclosures to other persons. This does not apply
to disclosure of such information in order to properly discharge the
professional accountant’s responsibility according to the profession’s
standards.

(e) It is in the interest of the public and the profession that, the profession’s
standards relating to confidentiality be defined and guidance given on
the nature and extent of the duty of confidentiality and the circumstances
in which disclosure of information acquired during the course of
providing professional services shall be permitted or required.

(f) It should be recognised, however, that confidentiality of information is
part of statute or common law and therefore detailed ethical
requirements in respect thereof, will depend on the law of the country of
each member body.

Matters which should be considered in determining whether confidential
information may be disclosed are as follows:
(a) When disclosure is authorised - when authorisation to disclose is given

by the client or the employer, the interests of all the parties including
those third parties whose interests might be affected should be
considered.

(b) When disclosure is required by law - examples of when a professional
accountant is required by law to disclose confidential information are:
(i) To produce documents or to give evidence in the course of legal

proceedings; and
(ii) To disclose to the appropriate public authorities infringements

of the law which come to light.
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(c) There is a professional duty or right to disclose when need arises:
(i) To comply with technical standards and ethics requirements; such

disclosure is not contrary to this section;
(ii) To protect the professional interests of a professional accountant

in legal proceedings;
(iii) To comply with the quality (or peer) review of a member body or

professional body; and
(iv) To respond to an inquiry or investigation by a member bodyor

regulatory body.

When the professional accountant has determined that confidential information
can be disclosed, the following points should be considered:
(a) Whether or not all the relevant facts are known and substantiated, to

the extent it is practicable to do so; when the situation involves
unsubstantiated fact or opinion, professional judgement should be used
in determining the type of disclosure to be made, if any;

(b) What type of communication is expected and the addressee; in  particular,
the professional accountant should be satisfied that the parties to whom
the communication is addressed are appropriate recipients and have
the responsibility to act on it; and

(c) Whether or not the professional accountant would incur any legal liability
having made a communication and the consequences thereof.

In all such situations, the professional accountant should consider the need to
consult legal counsel and/or the professional organisation(s) concerned.

The ‘Rules of Professional Conduct for Members’ issued by the Institute of
Chartered Accountants of Nigeria provides, in relation to confidentiality, that
(a) Information confidential to a client or employer acquired in the course

of professional work should not be disclosed except where consent has
been obtained from the client, employer or other proper source, or where
there is a legal right or duty to disclose.

(b) Where a legal right or duty of disclosure does exist, the client or employer
should normally be notified in advance of the disclosure being made.

Skills, care and diligenceSkills, care and diligenceSkills, care and diligenceSkills, care and diligenceSkills, care and diligence
The ‘Rules of Professional Conduct for Members’ issued by The Institute of
Chartered Accountants of Nigeria provides that a member should carry out his
or her professional work with due skill, care, diligence and expedition and
with proper regard for technical and professional standards expected of him or
her as a member. A member should conduct himself or herself with courtesy
and consideration towards all with whom he comes into contact, during the
course of performing his or her work. Under the section on Professional
Competence and Due Care of the Fundamental Principles as contained in the
IFAC Code of Ethics for Professional Accountants, it is stated that “a professional
accountant should perform professional services with due care, competence
and diligence and has a continuing duty to maintain professional knowledge
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and skill at a level required to ensure that a client or employer receives the
advantage of competent professional service based on up-to-date developments
in practice, legislation and techniques”.

PublicityPublicityPublicityPublicityPublicity
The IFAC Code of Ethics for Professional Accountants provides guidance on
Publicity. It states that in the marketing and promotion of themselves and their
work, professional accountants should:
(a) Not use means which bring the profession into disrepute;
(b) Not make exaggerated claims for the services they are able to offer, the

qualifications they possess, or experience they have gained; and
(c) Not denigrate the work of other accountants.

The ‘Rules of Professional Conduct for Members’ issued by the Institute of
Chartered Accountants of Nigeria provides as follows:

In relation to practice promotion, a member may seek publicity for his or her
services, achievements and products and may advertise his or her services,
achievements and products in any way consistent with the dignity of the
profession in that he should not project an image inconsistent with that of a
professional person bound to high ethical and technical standards.

In relation to advertisement, the code states that advertisement must comply
with the law and should be legal. An advertisement should be clearly
distinguishable as such.

1.51.51.51.51.5 TRUE AND FTRUE AND FTRUE AND FTRUE AND FTRUE AND FAIR VIEWAIR VIEWAIR VIEWAIR VIEWAIR VIEW, MA, MA, MA, MA, MATERIALITY AND JUDGEMENTTERIALITY AND JUDGEMENTTERIALITY AND JUDGEMENTTERIALITY AND JUDGEMENTTERIALITY AND JUDGEMENT

TTTTTrue and Frue and Frue and Frue and Frue and Fair Viewair Viewair Viewair Viewair View
The concept of “true and fair view” occupies a central place in financial
reporting. The concept which has been debated over time has a powerful, direct
effect on accounting practice and it is the ultimate test for financial statements.
The Companies and Allied Matters Act requires the auditors to include in their
report whether the financial statements show a true and fair view of the affairs
of the entity at a balance sheet date.  The auditing standards also put the concept
of “true and fair view” in perspective.

The “true and fair view” is a dynamic concept in that, over time, the concept
has always moved in sympathy with changes in accounting and business
practice. The more the laws change and the more accounting and auditing
standards change, the more the requirements which the auditor must meet to
ensure the financial statements upon which he or she is reporting, meet the
concept of ‘true and fair’ view. The concept affects the interpretation of the
components of financial reporting and comes to play in setting procedures for
the conduct of audit in an accounting practice.

It is important to note that financial statements will not give a “true and fair
view” unless the information they contain is sufficient in quantity and quality
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to satisfy the reasonable expectations of the readers to whom they are addressed.
The concept of “true and fair view” influences accounting standards and other
authoritative pronouncements.

MaterialityMaterialityMaterialityMaterialityMateriality
The APB Statement of Auditing Standard 220 covers ‘Materiality and the audit’.
The International Auditing and Assurance Standards Board of IFAC issued
International Statement on Auditing 320 on ‘Audit Materiality’.

The International Statement on Auditing on Audit Materiality states that
information is considered to be material to the financial statements if the
misstatement or omission of such information may reasonably be expected to
‘influence the economic decisions of users’ of those financial statements,
including their assessments of management’s stewardship.

Auditors must consider the effect of possible misstatement of relatively small
amounts in that a relatively small error in a month end procedure may be an
indication of possible material misstatement when the cumulative effect on
the financial statements is considered at the end of the financial period.

A misstatement or the aggregate of all misstatements in financial statements
is material if, considering the surrounding circumstances:
(a) It is probable that, the decision of a person who is relying on the financial

statements; and
(b) Who has a reasonable knowledge of business and economic activities

(the user), would be changed or influenced by such misstatement or the
aggregate of all misstatements.

Steps in establishing materiality
The steps to be followed in establishing materiality of an audit item are:
(a) Set a threshold at the planning stage about materiality;
(b) Record misstatements identified in the course of the audit; and
(c) Document the likely misstatements and compare with materiality.

When immaterial information is given in the financial statements, the result
may distort the understandability of the other information provided.  In such
circumstances, the auditors need to consider the exclusion of such immaterial
information. However, the requirements of legislation, accounting standards
and auditing standards must be considered in determining the nature of
information to be given in the financial statements.

Principal factors affecting materialityPrincipal factors affecting materialityPrincipal factors affecting materialityPrincipal factors affecting materialityPrincipal factors affecting materiality
The auditor must exercise judgement in determining whether information is
material. An item may be material considering its size and nature. The principal
factors which may affect materiality are as follows:
(a) The size of the item when taken in the context of the financial statements

as a whole and of the other information readily available in the market

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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place to investors and users that would affect their evaluation of the
financial statements;

(b) Consideration may be given to the nature of the item in relation to:
(i) the basis of transaction or other event giving rise to it;
(ii) the significance of the event or transaction;
(iii) the legality, sensitivity, normality and potential consequences of

the item; and
(iv) the disclosure requirement of such item.

The auditor should determine materiality by a combination of these factors,
rather than any one in particular. When there are two or more similar items,
the auditor should consider the aggregate.

Consideration of materialityConsideration of materialityConsideration of materialityConsideration of materialityConsideration of materiality
In planning the conduct of an audit, auditors seek to provide reasonable
assurance that the financial statements are free of material mis-statement
and give a true and fair view. Auditors exercise professional judgement in
determining what is material. Both the amount (quantity) and the nature
(quality) of mis-statements are considered in determining materiality. There
exists a difficulty in ascribing general mathematical definition to ‘materiality’,
in that it has both qualitative and quantitative aspects.

Auditors must consider the possibility of misstatements of relatively small
amounts that, cumulatively, could have a material effect on the financial
statements. For example, a relatively small error in a month-end procedure
could be an indication of a potential material misstatement, if that error is
repeated each month during the financial year that is being audited.

Auditors should also pay attention to the nature of mis-statements relating to
qualitative aspects of a matter.  Examples of qualitative mis-statements would
be the inadequate or inaccurate description of an accounting policy when it is
likely that a user of the financial statements could be misled by the description.

Materiality and audit workMateriality and audit workMateriality and audit workMateriality and audit workMateriality and audit work
In planning and conduct of an audit, auditors must consider:
(a) Materiality and its relationship with audit risk; and
(b) Materiality when determining the nature, timing and extent of audit

procedures.

At the planning stage, the assessment of materiality based on the latest
available reliable financial information, assists in the determination of an
efficient and effective audit approach. The preliminary materiality assessment
helps auditors decide such questions as what items to examine, and whether
to use sampling techniques. This enables auditors to select audit procedures
that, in combination, reduce audit risk to an acceptably low level.
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In practice, the assessment of materiality at the audit planning stage, may
differ from that at the time of evaluating the results of audit procedures.  This
may be caused by a change in circumstances, or a change necessitated by the
outcome of the audit. For example, if the actual results of operations and
financial position are different from those they expected when the audit was
planned.

Auditors must consider the implications of factors which result in the revision
of their preliminary materiality assessment on their audit approach. In this
circumstance, auditors may modify the nature, timing and extent of planned
audit procedures. For example, if, after planning for specific audit procedures,
auditors determine that the acceptable materiality level falls short of the initial
materiality level, the risk of failing to detect a material mis-statement
necessarily increases. The risk may be compensated for by the auditors carrying
out more audit work.

Evaluating the effect of mis-statementsEvaluating the effect of mis-statementsEvaluating the effect of mis-statementsEvaluating the effect of mis-statementsEvaluating the effect of mis-statements
In evaluating whether the financial statements give a true and fair view,
auditors should assess the materiality of the aggregate of uncorrected mis-
statements.

The following constitute aggregate of uncorrected mis-statements:
(a) Specific mis-statements identified by the auditor, including uncorrected

mis-statements identified during the audit of the previous period if they
affect the current period’s financial statements; and

(b) Auditors’ best estimate of other mis-statements which cannot be
quantified specifically (for example projected errors).

The auditor must consider whether the aggregate of uncorrected mis-statements
is material. If the auditor concludes that the mis-statements may be material,
the auditor should consider reducing audit risk by extending audit procedures
or requesting the directors to adjust the financial statements. If the directors
refuse to adjust the financial statements and the results of extended audit
procedures do not enable the auditor to conclude that the aggregate of
uncorrected mis-statements is not material, the auditor should consider the
implications in the preparation of his or her report.

1.61.61.61.61.6 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

This chapter is designed to give readers a headstart in auditing. The ground
work has been laid to enable readers to grasp the very principles and
fundamental concepts that will prepare their minds for the core discourses to
follow. Consequently,  concepts such as the integrity, ethical tone of the auditor
that will not only impact on their understanding of the nobility of the profession
they are preparing for, but will also help them prepare their minds for the
career pursuit in auditing, have been given adequate coverage.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.
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1.71.71.71.71.7 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

1.7.1.1.7.1.1.7.1.1.7.1.1.7.1. MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. “Independent audit’ is described as providing reasonable assurance that
published audited financial reports are free from material misstatement
and are in accordance with legislation and relevant  accounting standards
(A) True
(B) Independent audit is performed by independent accountants
(C) False
(D) Once the auditor issues his opinion, the audit is independent
(E) Independent audit is conducted once in a while

2. In the conduct of any audit of financial statements, auditors should comply
with the ethical guidance issued by their relevant professional bodies
(A) It is not mandatory to comply with ethical codes
(B) Since monitoring is slow, the auditor should not bother
(C) Auditors should comply with ethical guidance issued by their

professional bodies
(D) Paying fines makes complying unnecessary
(E) False

3. An audit of the financial statements of an entity does not relieve the directors
of any of their responsibilities on the financial statements
(A) The directors are absolved of their responsibility because the

company law states as such
(B) The directors at the board meeting resolved as such
(C) A clean audit report relieves the directors of their responsibilities

on the financial statements
(D) True
(E) False

4. “Documentation” means the material (working papers) prepared by and
for, or obtained and retained by the auditor in connection with the
performance of the audit.
(A) Documentation is not necessary nowadays
(B) True
(C) False
(D) Electronic data is disputed by the courts
(E) Documentation and working papers are not the same.

5. The concept of “true and fair view” is central to financial reporting.
(A) False
(B) True and fair view is no longer in vogue
(C) The concept of true and fair view has been outlawed
(D) True
(E) True and fair view is at the bottom of financial reporting.

1.7.21.7.21.7.21.7.21.7.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

(1) Mention the fundamental principles of independent auditing contained in
the ethical code for professional accountants.

(2) State the matters which the auditor should consider in determining the
scope of the audit work.



27

(3) List matters contained in the ethical principles which govern auditors’
professional responsibilities.

(4) What do you understand by ‘independence of mind’ in relation to ethical
conduct of a professional accountant?

(5) When is there a professional duty or right to disclose information which
the auditor obtained in the course of an audit?

Refer to Suggested Solutions in Appendix I on page 301.

FUNDAMENTALS AND PRINCIPLES OF AUDIT
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REGULREGULREGULREGULREGULAAAAATORY AND ETHICAL ISSUESTORY AND ETHICAL ISSUESTORY AND ETHICAL ISSUESTORY AND ETHICAL ISSUESTORY AND ETHICAL ISSUES

2.02.02.02.02.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers will be able to:

! Know the scope and terms of engagement of auditors as provided in: Companies

and Allied Matters Act CAP C20, 2004; Banks and Other Financial Institutions Act 25

of 1991; Insurance Act of 2007; Pension Act 2004.

! Know the instruments establishing various organisations such as Securities and

Exchange Commission (SEC), Nigeria Deposit Insurance Corporation (NDIC) etc.

! Understand the professional pronouncements and their applications, i.e. guidelines

and standards of the Institute and other international bodies.

! Understand supervision and monitoring of auditors: Quality control, working papers,

peer review; Functions and responsibility; Threat to auditors’ independence and

their resolutions; Conflicts of interest, beneficial shareholding, financial involvement

with or in the affairs of clients, personal relationships, audit fee etc.

The regulatory provisions and issues may be discussed, as follows:

2.12.12.12.12.1 COMPCOMPCOMPCOMPCOMPANIES AND ALLIED MAANIES AND ALLIED MAANIES AND ALLIED MAANIES AND ALLIED MAANIES AND ALLIED MATTTTTTERS ACT (CAMA) CAP C20, 2004TERS ACT (CAMA) CAP C20, 2004TERS ACT (CAMA) CAP C20, 2004TERS ACT (CAMA) CAP C20, 2004TERS ACT (CAMA) CAP C20, 2004

The Companies and Allied Matters Act, (CAMA) CAP C20, LFN 2004  is the
principal law which sets the tone for the incorporation and conduct of business
in Nigeria.

Appointment of auditorsAppointment of auditorsAppointment of auditorsAppointment of auditorsAppointment of auditors
Section 357 of the Companies and Allied Matters Act provides for the
appointment of auditors. The section states as follows:
(a) Every company shall at each annual general meeting appoint an auditor

or auditors to audit the financial statements of the company, and to
hold office from the conclusion of that, until the conclusion of the next,
annual general meeting.

(b) At any annual general meeting a retiring auditor, however appointed,
shall be reappointed without any resolution being passed unless:
(i) he is not qualified for re-appointment;
(ii) a resolution has been passed at that meeting appointing some

other person instead of him or providing expressly that he shall
not be re-appointed; and

22222
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(iii) he has given the company notice in writing of his unwillingness
to be re-appointed.

Where notice is given of an intended resolution to appoint some other person or
persons in place of a retiring auditor, and by reason of the death, incapacity or
disqualification of that other person or of all those other persons, as the case
may be, the resolution cannot be proceeded with, the retiring auditor shall not
be automatically re-appointed by virtue of this sub-section.

Where at an annual general meeting, no auditors are appointed or re-appointed,
the directors may appoint a person to fill the vacancy:
(a) The company shall, within one week of the power of the directors

becoming exercisable, give notice of that fact to the Corporate Affairs
Commission; and if a company fails to give required notice the company
and every officer of the company who is in default shall be guilty of an
offence and liable to a fine of N 100 for every day during which the
default continues;

(b) The first auditors of a company may be appointed by the directors at
any time before the company is entitled to commence business and
auditors so appointed shall hold office until the conclusion of the next
annual general meeting:

Provided that:
(i) the company may at a general meeting remove any such auditors

and appoint in their place any other person who has been
nominated for appointment by any member of the company and
of whose nomination notice has been given to the members of
the company not less than 14 days before the date of the meeting;
and

(c) The company may, in a general meeting convened for that purpose,
appoint the first auditors and thereupon the said powers of the directors
shall cease.

The directors may fill any casual vacancy in the office of auditor but while any
such vacancy continues, the surviving or continuing auditor or auditors, if any,
may act.

Qualification of auditorsQualification of auditorsQualification of auditorsQualification of auditorsQualification of auditors
The provisions of the Institute of Chartered Accountants of Nigeria Act 1965
shall have effect in relation to any investigation or audit for the purpose of this
Act so however that none of the following persons shall be qualified for
appointment as auditor of a  company, that is
(a) an officer or servant of the company;
(b) a person who is a partner of or in the employment of an officer or

servant of the company; or
(c) a body corporate,
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The disqualification shall extend and apply to persons who in respect of any
period of an audit were in the employment of the company or were otherwise
connected therewith in any manner.

A person shall also not qualify for appointment as an auditor of a company if
he is disqualified for appointment as auditor of any other body corporate which
is that company’s subsidiary or holding company or a subsidiary of that
company’s holding company, or would be so disqualified if the body corporate
were a company.

A firm is qualified for appointment as auditor of a company if, but only if, all
the partners are qualified for appointment as auditors of it.

No person shall act as auditor of a company at a time when he knows that he is
disqualified for appointment to that office and if an auditor of a company to
his knowledge becomes so disqualified during his term of office, he shall
thereupon vacate his office and give notice in writing to the company that he
has vacated it by reason of that disqualification.

A person who acts as auditor in contravention or fails without reasonable excuse
to give notice of vacating his office shall be guilty of an offence and liable to a
fine of 

N 

500 and, for continued contravention, to a daily default fine of 

N 

50,
(Section 358).

Auditors’ ReportAuditors’ ReportAuditors’ ReportAuditors’ ReportAuditors’ Report
The auditors of a company shall make a report to its members on the accounts
examined by them, and on every balance sheet and profit and loss account,
and on all group financial statements, copies of which are to be laid before the
company in a general meeting during the auditors’ tenure of office.

The auditors’ report shall state the matters set out in the Sixth Schedule to the
Companies and Allied Matters Act as follows:
(a) Basis of preparation of the entity’s financial statements (i.e. that the

financial statements have been prepared on the basis of the entity’s
accounting policies);

(b) Respective responsibilities of the directors and the auditors;
(c) Basis of the auditors’ opinion;
(d) Whether proper books of account have been kept;
(e) Compliance with the provisions of the Companies and Allied Matters

Act, Cap. C 20 LFN 2004; and
(f) Compliance with the statements of accounting standards issued by the

Nigerian Accounting Standards Board.

The Companies and Allied Matters Act, CAP C20, LFN 2004 further provides
that:
(a) It shall be the duty of the company’s auditors, in preparing their report

to carry out such investigations as may enable them to form an opinion
as to the following matters whether;

REGULATORY AND ETHICAL ISSUES
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(i) proper accounting records have been kept by the company and
proper returns adequate for their audit have been received from
branches not visited by them; and

(ii) the company’s balance sheet and (if not consolidated) its profit
and loss account are in agreement with the accounting records
and returns.

(b) If the auditors are of the opinion that proper accounting records have
not been received from branches not visited by them, or if the balance
sheet and (if not consolidated) the profit and loss account are not in
agreement with the accounting records and returns, the auditors shall
state that fact in their report.

(c) Where certain requirements (i.e. Part V and VI of the Third Schedule and
Parts I to III of the Fourth Schedule) of the Companies and Allied Matters
Act  are not complied with in the accounts, it shall be the auditors’ duty
to include such matters in their report, so far as they are reasonably
able to do so, a statement giving the required particulars.

(d) It shall be the auditors’ duty to consider whether the information given
in the directors’ report for the year for which the accounts are prepared
is consistent with those accounts; and if they are of opinion that it is not,
they shall state that fact in their report, (Section 359).

Audit CommitteeAudit CommitteeAudit CommitteeAudit CommitteeAudit Committee
The Companies and Allied Matters Act, CAP C20, LFN 2004 provides that:
(a) In addition to the auditors report made to the members on the entity’s

financial statements, the auditor shall in the case of a public company
also make a report to an audit committee which shall be established by
the public company.

(b) The audit committee shall consist of an equal number of directors and
representatives of the shareholders of the company (subject to a
maximum number of six members) and shall examine the auditors’
report and make recommendations thereon to the annual general
meeting as it may think fit,  provided, however, that such member of the
audit committee shall not be entitled to remuneration and shall be
subject to re-election annually.

(c) Any member may nominate a shareholder as a member of the audit
committee by giving notice in writing of such nomination to the secretary
of the company at least 21 days before the annual general meeting.

(d) Subject to such other additional functions and powers that the company’s
articles of association may stipulate, the objectives and functions of the
audit committee shall be to:
(i) ascertain whether the accounting and reporting policies of the

company are in accordance with legal requirements and agreed
ethical practices;

(ii) review the scope and planning of audit requirements;
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(iii) review the findings on management matters in conjunction with
the external auditor and departmental responses thereon;

(iv) keep under review the effectiveness of the company’s system of
accounting and internal control;

(v) make recommendations to the Board with regard to the
appointment, removal and remuneration of the external auditors
of the company; and

(vi) authorise the internal auditor to carry out investigations into any
activities of the company which may be of interest or concern to
the committee, (Section 359).

Auditors’ Duties and PowersAuditors’ Duties and PowersAuditors’ Duties and PowersAuditors’ Duties and PowersAuditors’ Duties and Powers
(a) It shall be the duty of the company’s auditors, in preparing their report

to carry out such  investigations as may enable them to form an opinion
as to the following matters whether:
(i) proper accounting records have been kept by the company and

proper returns adequate for their audit have been received from
branches not visited by them; and

(ii) the company’s balance sheet and (if not consolidated) its profit
and loss account are in agreement with the accounting records
and returns.

(b) Every auditor of a company shall have a right of access at all times to
the company’s books, accounts and vouchers, and be entitled to require
from the company’s office such information and explanations as he
thinks necessary for the performance of the auditor’s duties.

(c) It shall be the auditors’ duty to consider whether the information given
in the directors’ report for the year for which the accounts are prepared
is consistent with those accounts (Section 360).

Remuneration of AuditorsRemuneration of AuditorsRemuneration of AuditorsRemuneration of AuditorsRemuneration of Auditors
(a) The remuneration of the auditors of a company-

(i) in the case of an auditor appointed by the directors, may  be
fixed by the directors if the general meeting empowers the
directors to do so; or

(ii) shall be fixed by the company in general meeting.
(b) “Remuneration” includes sums paid by the company in respect of the

auditors’ expenses. (Section 361).

Removal of AuditorsRemoval of AuditorsRemoval of AuditorsRemoval of AuditorsRemoval of Auditors
(a) A company may by ordinary resolution remove an auditor before the

expiration of his term of office, notwithstanding anything in any
agreement between it and him.

Where a resolution removing an auditor is passed at a general meeting
of a company, the company shall within 14 days give notice of that fact
in the prescribed form to the Corporate Affairs Commission and if a
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company fails to give the required notice the company and every officer
of it who is in default shall be guilty of an offence and liable to a daily
default fine of 100.

(b) Nothing shall be taken as depriving the auditor removed of
compensation or damages payable to him in respect of the termination
of his appointment as auditor or of any appointment terminating with
that as auditor.  (Section  362).

AAAAAuditors’ Right to Auditors’ Right to Auditors’ Right to Auditors’ Right to Auditors’ Right to Attend Companyttend Companyttend Companyttend Companyttend Company’s Meetings’s Meetings’s Meetings’s Meetings’s Meetings
(a) A company’s auditors shall be entitled to attend any general meeting of

the company and to receive all notices of and other communications
relating to any general meeting which a member of the company is
entitled to receive and to be heard at any general meeting which they
attend on any part of the business of the meeting which concerns them
as auditor.

(b) An auditor of a company who has been removed shall be entitled to
attend:
(i) the general meeting at which his term of office would otherwise

have expired; and
(ii) any general meeting at which it is proposed to fill the vacancy

caused by his removal, and to receive all notices of, and other
communications relating to, and such meeting which any
member of the company is entitled to receive, and to be heard at
any such meeting which he attends on any part of the business of
the meeting which concerns him as former auditor of the company.
(Section 363)

Supplementary provisions relating to auditorsSupplementary provisions relating to auditorsSupplementary provisions relating to auditorsSupplementary provisions relating to auditorsSupplementary provisions relating to auditors
(a) A special notice shall be required for a resolution at a general meting of

a company:
(i) appointing as auditor a person other than a retiring auditor;
(ii) filling a casual vacancy in the office of auditor;
(iii) re-appointing as auditor a retiring auditor who was appointed

by the directors to fill a casual vacancy; and
(iv) removing an auditor before the expiration of his term of office.

(b) On receipt of notice of such an intended resolution the company shall
forthwith send a copy of it:
(i) to the person proposed to be appointed or removed, as the case

may be;
(ii) to the retiring auditors; and
(iii) where the casual vacancy was caused by the resignation of an

auditor who resigned.
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(c) Where notice is given of such a resolution the retiring auditor (or, as
case may be, the auditor proposed to be removed) makes with respect
to the intended resolution representations in writing to the company not
exceeding a reasonable length, and requests their notification to
members of the company, the company shall (unless the representations
are received by it too late for it to do so:
(i) in any notice of the resolution given to members of the company,

state the fact of the representations having been made; and
(ii) send a copy of the representations to every member of the

company to whom notice of the meeting is or has been made;

(d) If a copy of any such representations is not sent out as required because
they were received too late or because of the company’s default, the
auditor may (without prejudice to his right to be heard orally) require
that the representations shall be read out at the meeting; and

(e) Copies of the representations need not be sent out and the representations
need not be read out at the meeting if, on the application either of the
company or of any other person claiming to be aggrieved, the court is
satisfied that the rights conferred are being abused to secure needless
publicity for defamatory matter; and the court may order the company’s
costs on the application to be paid in whole or in part by the auditor,
notwithstanding that he is not a party to the application. (Section 364)

Resignation of AuditorsResignation of AuditorsResignation of AuditorsResignation of AuditorsResignation of Auditors
(a) An auditor of a company may resign his office by depositing a notice in

writing to that effect at the company’s registered office; and any such
notice shall operate to bring his term of office to an end on the date of
which the notice is deposited, or on such later date as may be specified
in it.

(b) An auditor’s notice of resignation shall not be effective unless it contains
either:
(i) a statement to the effect that there are no circumstances connected

with his resignation which he considers should be brought to the
notice of the members or creditors of the company; or

(ii) a statement of any such circumstances as are mentioned above.

(c) Where a notice under this section is deposited at a company’s registered
office, the company shall within 14 days send a copy of the notice-
(i) to the Corporate Affairs Commission; and
(ii) if the notice contained a statement, to every person who is entitled

to be sent copies of the financial statements.

(d) The company or any person claiming to be aggrieved may, within 14
days of the receipt by the company of a notice containing a statement,
apply to the court for an order.
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(e) If in such an application the court is satisfied that the auditor is using
the notice to secure needless publicity for defamatory matter, it may, by
order, direct that copies of the notice need not be sent out; and the court
may further direct the company’s costs on the application to be paid in
whole or in part by the auditor, notwithstanding that he is not a party to
the application.

(f) The company shall, within 14 days of the court’s decision, send to the
persons mentioned:
(i) if the court makes an order a statement setting out the effect of

the order; and
(ii) if not, a copy of the notice containing the statement.

(g) If default is made in complying with certain provisions the company
and every officer of it who is in default shall be guilty of an offence and
liable to a daily default fine of 100.  (Section 365)

Right of Resigning Auditor to Requisition for Company MeetingRight of Resigning Auditor to Requisition for Company MeetingRight of Resigning Auditor to Requisition for Company MeetingRight of Resigning Auditor to Requisition for Company MeetingRight of Resigning Auditor to Requisition for Company Meeting
(a) Where an auditor’s notice of resignation contains a statement, there

may be deposited with the notice a requisition signed by the auditor
calling on the directors of the company forthwith to duly convene an
extra-ordinary general meeting of the company for the purpose of
receiving and considering such explanation of the circumstances
connected with his resignation as he may wish to place before the
meeting.

(b) Where an auditor’s notice of resignation contains such a statement, the
auditor may request the company to circulate to its members before:
(i) the general meting at which his term of office would otherwise

have expired; or
(ii) any general meeting at which it is proposed to fill the vacancy

caused by his resignation or convened on his requisition, a
statement in writing (not exceeding a reasonable length) of the
circumstances connected with his resignation.

(c) If a resigning auditor requests the circulation of a statement the
company shall (unless the statement is received by it too late for it to
comply):
(i) in any notice of the meeting given to members of the company,

state the fact of the statement having been made; and
(ii) send a copy of the statement to every member of the company to

whom notice of the meeting is or has been sent.

(d) If the directors do not within 21 days from the date of the deposit of a
requisition under this section proceed duly to convene a meeting for a
day not more than 28 days after the date on which the notice convening
the meeting is given, every director who fails to take all reasonable
steps to ensure that a meeting is convened as mentioned above shall be
guilty of an offence and liable to a fine of 500.
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(e) If a copy of the statement is not sent out as required because it was
received too late or because of the company’s default, the auditor may
(without prejudice to his right to be heard orally) require that the
statement be read out at the meeting.

(f) Copies of a statement need not be sent out and the statement need not
be read out at the meeting if, on the application, either of the company
or of any other person who claims to be aggrieved, the court is satisfied
that the rights conferred are being abused to secure needless publicity
for defamatory matter; and the court may order the company’s costs on
such an application to be paid in whole or in part by the auditor,
notwithstanding that he is not a party to the application.

(g) An auditor who has resigned his office shall be entitled to attend any
such meeting and to receive all notices of and other communications
relating to any such meeting which any member of the company is
entitled to receive, and to be heard at any such meeting which concerns
him as former auditor of the company. (Section 366).

Powers of Auditors in Relation to SubsidiariesPowers of Auditors in Relation to SubsidiariesPowers of Auditors in Relation to SubsidiariesPowers of Auditors in Relation to SubsidiariesPowers of Auditors in Relation to Subsidiaries
(a) Where a company has a subsidiary, then-

(i) if the subsidiary is a body corporate incorporated in Nigeria it
shall be the duty of the subsidiaries and its auditors to give the
auditors of the holding company such information and
explanation as those auditors may reasonably require for the
purposes of their duties as auditors of the holding company;

(ii) in any other case, it shall be the duty of the holding company, if
required by its auditors to do so, to take all such steps as are
reasonably open to it to obtain from the subsidiary such
information and explanation as are mentioned above.

(b) if a subsidiary or holding company fails to comply with the provisions,
the subsidiary or holding company, and every officer of it who is in
default, shall be guilty of an offence and liable to a fine; and if an auditor
fails without reasonable excuse to comply he shall be guilty of an offence
and so liable. (Section 367).

Liability of Auditors for NegligenceLiability of Auditors for NegligenceLiability of Auditors for NegligenceLiability of Auditors for NegligenceLiability of Auditors for Negligence
(a) A company’s auditor shall in the performance of his duties, exercise all

such care, diligence and skill as is reasonably necessary in each
particular circumstance.

(b) Where a company suffers loss or damage as a result of the failure of its
auditor to discharge the fiduciary duty imposed on him the auditor shall
be liable for negligence and the directors may institute an action for
negligence against him in the court.

(c) If the directors fail to institute an action against the auditor, any member
may do so after the expiration of 30 days’ notice to the company, of his
intention to institute such action, (Section 368).
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FFFFFalse Statements to Aalse Statements to Aalse Statements to Aalse Statements to Aalse Statements to Auditorsuditorsuditorsuditorsuditors
(a) An officer of a company commits an offence if he knowingly or recklessly

makes to a company’s auditors a statement (whether written or oral)
which:
(i) conveys or purports to convey to the auditors any such information

or explanation which the auditors require, or are entitled to
require, as auditors of the company; and

(ii) is misleading, false or deceptive in a material particular.
(c) A person guilty of an offence shall be liable to imprisonment for one

year or to a fine of 500 or both,  (Section 369).

2.22.22.22.22.2 BANKS AND OTHER FINANCIAL INSTITUTIONS ACT 25 OF 1991BANKS AND OTHER FINANCIAL INSTITUTIONS ACT 25 OF 1991BANKS AND OTHER FINANCIAL INSTITUTIONS ACT 25 OF 1991BANKS AND OTHER FINANCIAL INSTITUTIONS ACT 25 OF 1991BANKS AND OTHER FINANCIAL INSTITUTIONS ACT 25 OF 1991

The Banks and Other Financial Institutions Act 1991(BOFIA) regulates the
operations of banks and other financial institutions in Nigeria.

Publication of annual accounts of banksPublication of annual accounts of banksPublication of annual accounts of banksPublication of annual accounts of banksPublication of annual accounts of banks
(a) Subject to the prior approval in writing of the Central Bank, a bank,

shall not later than four months after the end of its financial year:
(i) cause to be published in a daily newspaper printed in and

circulating in Nigeria and approved by the Central Bank;
(ii) exhibit in a conspicuous position in each of its offices and

branches in Nigeria; and

(b) Forward to the Central Bank, copies of the bank’s balance sheet and
profit and loss account duly signed and containing the full and correct
names of the directors of the bank.

(c) Every published account of a bank shall disclose, in detail, penalties
paid as a result of contravention of the provisions of this Act and
provisions of any policy guidelines in force during the financial year in
question and the auditor’s report shall reflect such contravention;

(d) The balance sheet and profit and loss account of a bank shall bear on
their face the report of an approved auditor and shall contain statements
on such matters as may be specified by the Bank, from time to time;

(e) For the purpose of subsection (3) of this section, an “approved auditor”
shall be an auditor approved for the purpose of section 29 of this Act;
and

(f) Any bank which fails to comply with any of the requirements of this
section is in respect of each such failure guilty of an offence and liable
on conviction to a fine of N10,000 each day during which the offence
continues. (Section 27).

Contents and form of accountsContents and form of accountsContents and form of accountsContents and form of accountsContents and form of accounts
(a) Every balance sheet and every profit and loss account of a bank shall

give a true and fair view of the state of affairs of the bank as at the end
of the reporting period;
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(b) Every balance sheet and every profit and loss account of a bank  forwarded
to the Bank shall comply with the requirements of any circular which
has been issued by the Central Bank thereon; and

(c) Any person being a director of any bank who fails to take all reasonable
steps to secure compliance with any of the prescribed provisions in
respect of any account is guilty of an offence and liable to pay to the
Bank a fine of N1,000 or to imprisonment for five years or to both such
fine and imprisonment.  (Section 28).

Appointment, power and report of approved auditorAppointment, power and report of approved auditorAppointment, power and report of approved auditorAppointment, power and report of approved auditorAppointment, power and report of approved auditor
(a) Every bank shall appoint annually a person approved by the Central

Bank, referred to as “approved auditor”, whose duties shall be to make
to the shareholders a report upon the annual balance sheet and profit
and loss account of the bank and every such report shall contain
statements as to the matters and such other information as may be
prescribed, from time to time, by the Central Bank;

(b) For the purpose of this section, the approved auditor shall be an auditor
who is:
(a) a member of one of the professional bodies recognised in Nigeria;
(b) approved by the Central Bank;
(c) resident in Nigeria; and
(d) carrying on in Nigeria professional practice as accountant and

auditor.

(c) Any person:
(i) having any interest in a bank otherwise than as a depositor;
(ii) who is a director, officer or agent of a bank;
(iii) which is a firm in which a director of a bank has any interest as

partner or director;
(iv) who is indebted to a bank, shall not be eligible for appointment

as the approved auditor for that bank; and
(v) a person appointed as such auditor who subsequently:

! acquires such interest; or
! becomes a director, officer or agent of the bank; or
! becomes indebted to a partner in a firm in which a director

of a bank is interested as partner or director, shall cease
to be such auditor.

(d) If any bank fails to appoint an approved auditor, the Central Bank shall
appoint a suitable person for that purpose and shall fix the remuneration
to be paid by the bank to such auditor;

(e) Any approved auditor who acts in contravention of or fails deliberately
or negligently to comply with any of the required provisions is guilty of
an offence and liable on conviction to pay to the Central Bank a fine of
not less than N200,000 and not exceeding N 500,000;

REGULATORY AND ETHICAL ISSUES



40

AUDIT AND  ASSURANCE

(f) The report of the approved auditor shall be read together with the report
of the board of directors at the annual general meeting of the
shareholders of the bank and two copies of each report with the auditor’s
analysis of bad and doubtful advances in a form specified, from time to
time, by the Central Bank shall be sent to the Central Bank.

(g) If an auditor appointed under this section, in the course of his duties as
an auditor of a bank, is satisfied that:
(i) there has been a contravention of this Act, or that an offence under

any other law has been committed by the bank or any other
person; or

(ii) losses have been incurred by the bank which substantially reduce
its capital funds; or

(iii) any irregularity which jeopardises the interest of depositors or
creditors of the bank, or any other irregularity has occurred; or

(iv) he is unable to confirm that the claims of depositors or creditors
are covered by the assets of the bank, and he shall immediately
report the matter to the Central Bank.

(h) The approved auditor shall forward to the Central Bank two copies of
the domestic report on the bank’s activities not later than three months
after the end of the bank’s financial year.

(i) Any approved auditor who acts in contravention of or fails deliberately
or negligently to comply with any of the required provisions is guilty of
an offence and liable on conviction to a fine not exceeding 500,000
and where the approved auditor is a firm, the individual partner or
partners shall in addition be liable on conviction to imprisonment for a
term not exceeding five years and to the fine required to be paid by the
firm.

(j) The appointment of an approved auditor shall not be determined without
prior approval of the Central Bank. (Section 29).

2.32.32.32.32.3 INSURANCE ACT 2007INSURANCE ACT 2007INSURANCE ACT 2007INSURANCE ACT 2007INSURANCE ACT 2007

Classification of insurance business
(a) The Act provides for two main classes of insurance as follows:

(i) Life insurance business; and
(ii) General insurance business.

(b) In the case of life insurance, there shall be three categories:
(i) individual life insurance business;
(ii) group life insurance and pension business; and
(iii) health insurance business.

(c) In the case of general insurance, there shall be eight categories:
(i) fire insurance business;
(ii) general accident insurance business;
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(iii) motor vehicle insurance business
(iv) marine and aviation insurance business;
(v) oil and gas insurance business;
(vi) engineering insurance business;
(vii) bonds credit guarantee and suretyship insurance business; and
(viii) miscellaneous insurance business.  (Section 2).

Minimum paid-up share capitalMinimum paid-up share capitalMinimum paid-up share capitalMinimum paid-up share capitalMinimum paid-up share capital
No insurer shall carry on insurance in Nigeria unless the insurer has and
maintained, while carrying on that business, a paid-up share capital of the
following amounts as the case may require, in the case of:
(a) Life insurance business, not less that N150,000,000;
(b) General insurance, not less that N200,000,000;
(c) Composite insurance business, not less than N350,000,000; or
(d) Reinsurance business, not less than N350,000,000 (Section 9).

Records to be kept by insurerRecords to be kept by insurerRecords to be kept by insurerRecords to be kept by insurerRecords to be kept by insurer
(a) An insurer shall keep and maintain at its principal office the following-

(i) the Memorandum and Articles of Association or other evidence
of the constitution of the insurer;

(ii) a record containing the names and addresses of the owners of
the insurance business whether known as or called shareholders
or otherwise;

(b) the minutes of any meeting of the owners and of the policy-making
executive (whether known as or called the Board of Directors or
otherwise);

(c) a register of all policies in which shall be entered in respect of every
policy issued, the names and address of the policy-holder, the date when
the policy was effected and a record or any transfer, assignment or
nomination of which the insurer has notice;

(d) a register of claims in which shall be entered every claim made together
with the date of claim, the name and address of the claimant and the
date on which the claim was settled, or in the case of a claim which is
repudiated, the date of repudiation and the grounds for the rejection or
in the case of litigation, the particulars of the litigation and the decision
of the court in the matter;

(e) a register of investment showing those which are attributable to the
insurance funds and those which are not, and also any alteration in
their values from time to time;

(f) a register of its assets;
(g) a register of reinsurance ceded in showing separately those ceded in

Nigeria and those ceded outside Nigeria;
(h) a cash book;
(i) a current account book;
(j) a register of open policies in respect of marine insurance transactions;
(k) management report by external auditors; and
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(l) An insurer shall in respect of its life insurance business maintain and
keep the following additional record, that is
(i) a register of assured under group policies;
(ii) a register of loans on policies;
(iii) a register of cash surrendered values; and
(iv) a register of lapsed and expired policies (Section17).

Records to be Kept by Re-insurerRecords to be Kept by Re-insurerRecords to be Kept by Re-insurerRecords to be Kept by Re-insurerRecords to be Kept by Re-insurer
(a) A re-insurer shall keep and maintain at its principal office the following:

 (i) the Memorandum and Articles of Association or other evidence
of the constitution of the reinsure;

(ii) records containing the names and address of the owners of the
re-insurer (whether known as or called shareholders or otherwise);

(iii) minutes of any meeting of the owners and of the policy-making
executive (whether known as the Board of Directors or otherwise);

(iv) a register of all treaties, in which shall be entered in respect of
every treaty issued, the name of the cedant, and the date when
the treaty was effected;

(v) a register of all claims, in which shall be entered every claim
made  together with the date of claim, the name of the cedant or
insured, theirproportionate share and the date the claim is
settled;

(vi) a register of events showing those which are attributable to the
insurance funds and those which are not also any alteration in
value from time to time;

(vii) a register of assets;
(viii) a register of business or retrocession, showing separately those

ceded within and outside Nigeria;
(ix) a register of new and existing clients;
(x)        a cash book; and
(xi) domestic or management report prepared by external auditors.

(b) A life re-insurer shall keep the following additional records:
(i) a register of assured under group policies;
(ii) a register of cancelled, lapsed and expired policies; and

(c) a register of claims showing the name of the cedant and when the claim
is settled. (Section 18).

Separation of Accounts and RSeparation of Accounts and RSeparation of Accounts and RSeparation of Accounts and RSeparation of Accounts and Reserve Feserve Feserve Feserve Feserve Fundsundsundsundsunds
(a) Where an insurer carries on the two classes of insurance business, all

the receipts of each of those classes of insurance business shall be entered
in a separate and distinct account and shall be carried to and form a
separate insurance fund with the appropriate name so that in case of
life insurance there shall be:
(i) the individual life insurance business fund;
(ii) the group life insurance business and pension fund; and
(iii) health insurance business.
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(b) Each insurance fund shall represent the liabilities in respect of all
contracts of insurance of that particular class and shall consist:
(i) in the case of life insurance business, the life business funds shall

be a sum not less than the mathematical reserve; and
(ii) in the case of general insurance business of the provisions for

unexpired risk and provisions estimated to provide for the
expenses of adjustment or settlement of such claims.

(c) The insurance fund of each particular class shall:
(i) be absolutely the security of the policy holders of that class as

though it belonged to an insurer carrying on other business than
insurance business of that class;

(ii) not be liable for any contract of the insurer for which it would not
have been liable had the business of the insurer been only that
of particular insurance class; and

(iii) not be applied, directly or indirectly, for any purposes other than
those of the class of business to which the fund is applicable.
(Section 19).

Provisions for Unexpired Risks and ClaimsProvisions for Unexpired Risks and ClaimsProvisions for Unexpired Risks and ClaimsProvisions for Unexpired Risks and ClaimsProvisions for Unexpired Risks and Claims
(a) An insurer shall in respect of its general business, establish and

maintain the following provisions applicable in respect of each class of
insurance business:
(i) provisions for unexpired risks which shall be calculated on a time

apportionment basis of the risks accepted in the year;
(ii) provision for outstanding claims which shall be credited with an

amount equal to the total estimated amount of all outstanding
claims with a further amount representing 10 per centum of the
estimated figure for outstanding claims in respect of claims
incurred but not reported at the end of the year under review;
and

(iii) provision for outstanding claims (Section 20).

Contingency ReservesContingency ReservesContingency ReservesContingency ReservesContingency Reserves
(a) An insurer shall establish and maintain contingency reserves to cover

fluctuations in securities and variation in statistical estimates.
(b) The contingency reserves shall be credited with an amount not less  than

3 per centum of the total premium or 20 per centum of the net profits
(whichever is greater) and the amount shall accumulate until it reaches
the amount of the minimum paid-up capital or 50 per centum of the net
premiums (whichever is greater). (Section 21).

Reserve for Life Insurance BusinessReserve for Life Insurance BusinessReserve for Life Insurance BusinessReserve for Life Insurance BusinessReserve for Life Insurance Business
An insurer shall in respect of its life insurance business maintain the following
reserve:
(a) A general reserve fund which shall be credited with an amount equal to

the net liabilities on policies in force at the time of the actuarial valuation
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and an additional 25 per cent of net premium for every year between
valuation date; and

(b) A contingency reserve fund which shall be credited with an amount equal
to 1 per cent of the gross premiums or 10 percent of the profits (whichever
is greater) and accumulated until it reached the amount of the minimum
paid-up capital. (Section 22).

Reserve of Re-insurersReserve of Re-insurersReserve of Re-insurersReserve of Re-insurersReserve of Re-insurers
A re-insurer shall establish a general reserve fund which shall be credited
with an amount:
(a) Not less than 50 per centum of his insurer’s gross profit for the year

where the fund is less than the authorised capital of the insurer; and
(b) Not less than 25 per centum of the re-insurer gross profit for the year

where the fund is equal to or exceed the authorised capital of the re-
insurer. (Section 23).

Solvency MarginSolvency MarginSolvency MarginSolvency MarginSolvency Margin
(a) An insurer shall in respect of its business other than its life insurance

business, maintain at all times a margin of solvency being the excess of
the value of its  admissible assets  in Nigeria over its liabilities in Nigeria
consisting of:
(i) Provisions for unexpired risks;
(ii) Provision for outstanding claims;
(iii) Provisions for claims incurred but not yet reported; and
(iv) Funds to meet other liabilities.

(b) The solvency margin referred to in subsection (1) of this section shall
not be less than 15 per centum of the gross premium income less
reinsurance premium paid out during the year review or the minimum
paid-up capital which ever is greater;

(c) For the purpose of calculating the solvency margin, all monies owned
by policy holders, brokers or agents by way of premiums due to but not
received by the insurer as at the end of the relevant year shall not count
as admissible assets or be included in determining qualifying liabilities;

(d) Any amount due as liability to re-insurers which are attributable to
outstanding premium in respect of the current year excluded under the
above shall be excluded from liabilities;

(e) An auditor who audits a balance sheet profit and loss and revenue
account of an insurer under section 28 of this Act shall insure a
certification stating the extent to which the insurer has satisfied the
margin of solvency required under this section;

(f) If the Commission is not satisfied with a certification issued under this
section, it may conduct an independent investigation on the matter with
a view to determining what action to take against the insurer or the
auditor;
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(g) Where an investigation conducted discloses a false certification by an
auditor, the Commission may make a report on the auditor to the
appropriate professional body for necessary disciplinary action;

(h) Where an insurer or reinsurance company fails to account of its being
insolvent, any auditor or official of the Commission who in the 3 previous
years certifies the said company as being solvent shall be held liable;

(i) In this section - “admissible assets” means assets designated as
admissible assets consisting of the following:
(i) Cash and bank balance;
(ii) Quoted investment at market value;
(iii) Unquoted stock at cost;
(iv) Land and building;
(v) Furniture and fittings;
(vi) Office equipment;
(vii) Motor vehicles;
(viii) Prepaid expenses made to member of staff;
(ix) Amount due from retrocession;
(x) Staff loans and advance; and
(xi) Claims receivable. (Section  23).

InvestmentInvestmentInvestmentInvestmentInvestment
(a) An insurer shall at all times in respect of the insurance transacted by it

in Nigeria, invest and hold invested in Nigeria assets equivalent to not
less than the amount of policy holder’s funds in such accounts of the
insurer;

(b) The policy-holder’s funds shall not be invested in property and securities
expect:
(i) shares of limited liability companies;
(ii) shares in other securities of a co-operative society registered

under a law relating to co-operative societies;
(iii) loans to building societies approved by the Commission;
(iv) loans on real property, machinery and plant in Nigeria;
(v) loans on life policies within their surrender values;
(vi) cash deposit in or bills of exchange accepted by licensed banks;

and
(vii) such investments as may be prescribed by the Commission.

(c) No insurer shall:
(i) in respect of its general insurance business, invest more than 35

per centum of its assets as defined in subsection (1) of this section
in real property; or

(ii) in contract of its life insurance business, invest more than 35 per
centum of its assets as defined in subsection (1) of this section in
real property.
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(d) An insurer which contravenes the provisions of this section commits an
offence and is liable on conviction to a fine of N50,000. (Section25).

Statements of Accounts, etc.Statements of Accounts, etc.Statements of Accounts, etc.Statements of Accounts, etc.Statements of Accounts, etc.
(a) An insurer shall not later than 30 June of each year submit in writing to

the Commission the following:
(i) a balance sheet duly audited showing the financial position of

the insurance business of the insurer and its subsidiaries at the
close of that year together with a copy of the relevant profit and
loss account which the insurer is to present to its shareholders
at its annual general meeting;

(ii) a revenue account applicable to each class of insurance business
for which the insurer is required to keep separate account of
receipts and payment; and

(iii) a statement of investments representing the insurance funds.

(b) The returns and accounts required to be submitted under subsection (1)
(a) and (b) of this section shall be in such form as may be approved by
the Commission;

(c) An insurer which fails, neglects or refuses to file the returns and accounts
under this section commits an offence and is liable on conviction to a
fine of N5,000 per day for each day of default.

(d) An insurer shall in each year after receipt of the approval of the
Commission, publish its general annual balance sheet together with its
profit and loss accounts in at least one newspaper having wide
circulation in Nigeria.

(e) No insurer shall distribute any dividends until the Commission has
approved the annual returns of the insurer within 30 days of its
submission to the Commission. (Section 26).

Life Insurance accountsLife Insurance accountsLife Insurance accountsLife Insurance accountsLife Insurance accounts
(a) An insurer transacting life insurance business shall submit to the

Commission every three years in the prescribed form, the following:
(i) an abstract of the report if an actuary and valuation report of the

life insurance business;
(ii) a summary and valuation of the life policies;
(iii) a table showing premium, policy reserve values and guaranteed

surrender values together with the relationship between premium
paid and such guaranteed surrender values; and

(iv) a certificate of solvency signed by an actuary stating that the
value of  the assets representing the funds maintained by the
insurer in respect of the life insurance business exceeds the value
of the liabilities.

(b) The commission may require an insurer transacting business to:
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(i) cause the person who is for the time being the actuary of the
insurer to make an investigation into its financial condition
(including evaluation of its liabilities) in respect of that business
as at a specified date;

(ii) cause an abstract of that person’s report of the investigation to
be made and submitted to it;

(iii) prepare and submit to it a statement of its life insurance business
or part thereof as at the date of the request; and

(iv) show sufficient evidence that not more than 40 per centum of the
actuarial surplus declared is appropriated for shareholders.

(c) An insurer transacting life insurance shall at the expiration of each year:
(i) prepare with reference to that year in the prescribed form a

statement and exhibit of the life policies; and
(ii) submit the statement and exhibit together with such other

document  and information relating to the relevant accounts and
balance sheet (including copies of reports on the affairs of the
insurer for the year as submitted to the policy-holders of the
insurer as the Commission may from time to time require.

(d) On receipt of the documents mentioned in subsections (2) and (3) of
this section, the Commission shall, if it appears to it that the statement
furnished by an insurer under any of those subsections is inaccurate or
is prepared in the prescribed form, or is defective in any material
particular:
(i) require from the insurer such further information as it may

consider necessary;
(ii) call on the insurer to submit for its examination any book of

account, register or any other document;
(iii) require the insurer to confirm on oath or by or a sworn declaration

the authenticity of any statement submitted by the insurer;
(iv) refuse to approve the insurer’s annual statement unless or until

the inaccuracies have been supplied.

(e) An insurer who fails, neglects or refuses to file the required returns or
accounts under this section is guilty of an offence and liable on conviction
to a fine of N5,000 per day for every day of default.

(f) An insurer shall in each year after receipt of the approval of the
Commission publish its general annual balance sheet together with its
profit and loss account in at least one newspaper having wide circulation
in Nigeria.  (Section 27).

AuditsAuditsAuditsAuditsAudits
(a) The balance sheet profit and loss account and revenue account of an

insurer in respect of the insurance business transacted by the insurer,
shall be audited annually by an external auditor.
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(b) At the conclusion of the audit, the auditor shall issue certificate signed
by him stating whether in his opinion:
(i) He has obtained adequate information from the books and records

of the insurer;
(ii) The books of the insurer have been properly kept and the affairs

and transactions of the insurer have been properly recorded;
(iii) The accounts and balance sheet of the insurer are in accordance

with the information given to him for the purpose of his audit;
(iv) The accounts and balance sheet are in accordance with the

applicable provisions of this Part of this Act; and
(v) The balance sheet of the insurer and the profit and loss account

respectively gives a true and fair view of the financial position of
the insurer. (Section 28).

Actuarial VActuarial VActuarial VActuarial VActuarial Valuationaluationaluationaluationaluation
(a) An insurer transacting life insurance business shall in respect of its life

insurance business once in every period of three years, cause an
investigation to be made into its financial position by an actuary
appointed or secured by the insurer;

(b) An investigation under subsection (1) of this section shall include:
(i) a valuation of the assets and liabilities of the insurer; and
(ii) a determination of any excess over those liabilities of the assets

representing the funds maintained by the insurer.

(c) For the purpose of an investigation under this section, the value of any
asset and the amount of liability shall be determined in accordance
with applicable valuation regulations. (Section 29).

2.42.42.42.42.4 PENSION REFORM ACTPENSION REFORM ACTPENSION REFORM ACTPENSION REFORM ACTPENSION REFORM ACT, 2004, 2004, 2004, 2004, 2004

Objective of the ActObjective of the ActObjective of the ActObjective of the ActObjective of the Act
The objectives of the Scheme shall be to:
(a) ensure that every person who worked in either the Public Service of the

Federation, Federal Capital Territory or Private Sector receives his
retirement benefits as and when due;

(b) assist improvident individuals by ensuring that they save in order to
cater for their livelihood during old age; and

(c) establish a uniform set of rules, regulations and standards for the
administration and payments of retirement benefits for the Public Service
of the Federation, Federal Capital Territory and the Private Sector.

Establishment of the CommissionEstablishment of the CommissionEstablishment of the CommissionEstablishment of the CommissionEstablishment of the Commission
There is established a body to be known as the National Pension Commission.
The Commission:
(a) shall be a body corporate with perpetual succession and a common seal;

and
(b) may sue and be sued in its corporate name.
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The Commission may acquire, hold or dispose of any moveable or immoveable
property for the purpose of its function.

Objectives of the CommissionObjectives of the CommissionObjectives of the CommissionObjectives of the CommissionObjectives of the Commission
The principal object of the Commission shall be to regulate, supervise and ensure
the effective administration of pension matters in Nigeria.

Composition of the CommissionComposition of the CommissionComposition of the CommissionComposition of the CommissionComposition of the Commission
The Commission shall consist of:
(a) a part-time chairman who shall possess a university degree or its

equivalence with not less than 20 years experience;

(b) a Director-General who shall:
(i) be the Chief Executive Officer responsible for the day-to-day

administration of the Commission;
(ii) possess professional skill and with not less than twenty years

cognate experience relating to pension matters and or Insurance.
Actuarial Science or other related field; and

(iii) be a fit and proper person;

(c) four full-time Commissioners who shall each:
(i) possess professional and cognate experience in Finance and

Investment, or Accounting or Pension Management or Actuarial
Science or Business Administration or other related field; and

(ii) be fit and proper persons,

(d) part -time members of the Commission who shall be representatives
each of:
(i) The Head of the Civil Service of the Federation,
(ii) The Federal Ministry of Finance,
(iii) The Nigeria Labour Congress,
(iv) The Nigeria Union of Pensioners,
(v) The Nigeria Employers’ Consultative Association,
(vi) The Central Bank of Nigeria; and
(vii) the Securities and Exchange Commission.

There shall be 4 specialised departments of the Commission, namely:
(a) Technical;
(b) Administration;
(c) Inspectorate; and
(d) Finance and Investment to be headed by 4 Commissioners.

The Chairman, the Director-General and other members of the Commission
other than ex-officio members shall be appointed by the President, one each
from the six geo-political zones of Nigeria, subject to the confirmation of the
Senate.

The Commission’s Secretary and Legal Adviser shall be appointed by the
Commission and his terms of employment shall be as stipulated by the
Commission.
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The Chairman, the Director-General and the Commissioners shall hold office
for a term of 4 years and may be re-appointed a further term of 4 years. In the
event of a vacancy, the President shall appoint a new member from the
appropriate zone to complete the tenure of his successor.

FFFFFunctions and Punctions and Punctions and Punctions and Punctions and Powers of the Commissionowers of the Commissionowers of the Commissionowers of the Commissionowers of the Commission
The Commission shall:
(a) regulate and supervise the Scheme established under this Act;
(b) issue guidelines for the investment of pension funds;
(c) approve, licence, regulate and supervise pension fund administrators,

custodians and other institutions relating to pension matters as the
Commission may, from time to time, determine;

(d) establish standards, rules and guidelines for the management of the
pension funds under this Act;

(e) ensure the maintenance of a National Data Bank on all pension matters;
(f) carry out public awareness and education on the establishment and

management of the Scheme;
(g) promote capacity building and institutional strengthening of pension

fund administrators and custodians;
(h) receive and investigate complaints of impropriety levelled against any

pension fund administrator, custodian or employer or any of their staff
or agent; and

(i) perform such other duties which, in the opinion of the Commission, are
necessary or expedient for the discharge of its functions under this Act.

The Commission shall have the power to:
(a) formulate, direct and oversee, the overall policy on pension matters in

Nigeria;
(b) fix the terms and conditions of service including remuneration of the

employees of the Commission;
(c) request or call for information from any employer or pension

administrator or custodian or any other person or institution on matters
relating to retirement benefit;

(d) charge and collect such fees, levy or penalties, as may be specified by
the Commission;

(e) establish and acquire offices and other premises for the use of the
Commission in such locations as it may deem necessary, for the proper
performance of its functions under this Act;

(f) establish standards, rules and regulations for the management of the
pension funds under this Act;

(g) investigate any pension fund administrator, custodian or other party
involved in the management of pension funds;

(h) impose administrative sanctions or fines on erring employers or pension
fund administrators or custodians;

(i) order the transfer of management or custody, of all pension funds or
assets being managed by a pension fund administrator, or held by a
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custodian whose licence has been revoked under this Act, or subject to
insolvency proceedings to another pension fund administrator or
custodian, as the case may be; and

(j) do such other things which in its opinion are necessary to ensure, the
efficient performance of the functions of the Commission under this Act.

FFFFFunds of the Commissionunds of the Commissionunds of the Commissionunds of the Commissionunds of the Commission
The Commission shall establish and maintain a fund from which all its expenses
will be defrayed. The fund established shall consist of:
(a) the initial take-off grant from the Federal Government;
(b) annual subvention from the Federal Government;
(c) fees, fines and commissions charged by the Commission;
(d) income from any investments of the Commission; and
(e) all sums of money or income accruing to the Commission by way of

testamentary dispositions and endowments.

Estimates, Accounts and Audit of the CommissionEstimates, Accounts and Audit of the CommissionEstimates, Accounts and Audit of the CommissionEstimates, Accounts and Audit of the CommissionEstimates, Accounts and Audit of the Commission
The Commission shall cause to be prepared, not later than the thirtieth day of
September in each year, an estimate of its income and of expenditure for the
succeeding year.

The Commission shall cause to be kept proper accounts and records in relation
thereto.   Such account shall, not later than 4 months after the end of each year,
be audited by auditors appointed by the Commission from the list and in
accordance with the guidelines supplied by the Auditor-General for the
Federation.

The Commission shall not later than 6 months after the end of each year submit
to the President and the Public Account Committee of the National Assembly a
report on the activities and administration of the Commission during the
immediately preceding year and shall include in such report the audited
accounts of the Commission and the auditors report thereon.

2.52.52.52.52.5 NIGERIAN ACCOUNTING STNIGERIAN ACCOUNTING STNIGERIAN ACCOUNTING STNIGERIAN ACCOUNTING STNIGERIAN ACCOUNTING STANDARDS BOARD ACT 2003ANDARDS BOARD ACT 2003ANDARDS BOARD ACT 2003ANDARDS BOARD ACT 2003ANDARDS BOARD ACT 2003

Establishment of the Nigerian Accounting Standards BoardEstablishment of the Nigerian Accounting Standards BoardEstablishment of the Nigerian Accounting Standards BoardEstablishment of the Nigerian Accounting Standards BoardEstablishment of the Nigerian Accounting Standards Board
The Nigerian Accounting Standards Board Act, 2003 states as follows:

There is established a Board to be known as the Nigerian Accounting Standards
Board. The Board shall be:
(a) a body corporate with perpetual succession and a common seal; and
(b) may sue and be sued in its corporate name.

The Board may acquire, hold or dispose any property movable or immovable
for the purpose of carrying out its functions.

Membership of the BoardMembership of the BoardMembership of the BoardMembership of the BoardMembership of the Board
There is established for the Board, a Governing Council which shall have overall
control of the Board.

REGULATORY AND ETHICAL ISSUES
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The Council shall consist of:
(a) a Chairman who shall be a professional accountant with considerable

professional experience in accounting practices;
(b) two representatives each of the following:

(i) Institute of Chartered Accountants of Nigeria; and
(ii) Association of National Accountants of Nigeria

(c) a representative each of the following:
(i) Federal Ministry of Commerce;
(ii) Federal Ministry of Finance;
(iii) Central Bank of Nigeria
(iv) Corporate Affairs Commission;
(v) Federal Inland Revenue Service;
(vi) Nigeria Deposit Insurance Corporation;
(vii) Securities and Exchange Commission;
(viii) Auditor-General for the Federation;
(ix) Accountant-General of the Federation;
(x) Chartered Institute of Taxation of Nigeria;
(xi) Nigerian Association of Chambers of Commerce, Industries, Mines

and Agriculture.
(d) the Executive Secretary of the Board

The Chairman and other members of the Council, other than ex-officio members,
shall be appointed by the President, on the recommendation of the Minister.

The Chairman and other members of the Council, other than ex-officio members
shall each hold office:
(a) for a term of 4 years in the first instance and may be reappointed for a

further term of 4 and no more; and
(b) on such terms and conditions as may be specified in their letters of

appointment.

FFFFFunctions of the Boarunctions of the Boarunctions of the Boarunctions of the Boarunctions of the Boarddddd
The Board shall:
(a) develop and publish in the public interest accounting standards to be

observed in the preparation of financial statements;
(b) promote the general acceptance and adoption of such standards by

preparers and users of financial statements;
(c) promote and enforce compliance with the accounting standards

developed or reviewed by the Board;
(d) review from time-to-time the accounting standards developed in line

with the prevalent social, economic and political environment;
(e) receive from time to time notices of non-compliance with its standards

from the prepare, user or auditor of an account;
(f) receive copies of all qualified reports together with detailed explanations

for such qualifications from auditors of the accounts within a period of
60 days from the date of such qualification;
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(g) advise the Minister on the making of regulations under Section 356 of
the Companies and Allied Matters Act, Cap. C 20, LFN  2004;

(h) advise the Federal Government on matters relating to accounting
standards; and

(i) perform such other duties which in the opinion of the Council, are
necessary or expedient to ensure the efficient performance of the
functions of the Board under the Act.

Powers of the BoardPowers of the BoardPowers of the BoardPowers of the BoardPowers of the Board
The Board shall have powers to:
(a) identify accounting statements which require standardisation and

establish the order of priority for addressing them;
(b) determine the scope and objectives of each standards;
(c) prescribe the methods and procedure for the productions of standards;
(d) prescribe the time table for the production of each standards;
(e) approve discussion papers, exposure drafts and standards;
(f) enforce and approve enforcement of compliance with accounting

standards in Nigeria; and
(g) exercise such powers as are necessary or expedient for giving effect to

the provisions of this Act.

Development of Statements of Accounting StandardsDevelopment of Statements of Accounting StandardsDevelopment of Statements of Accounting StandardsDevelopment of Statements of Accounting StandardsDevelopment of Statements of Accounting Standards
The Board shall observe the following procedure in the development of
statement of accounting standards:
(a) choice of a topic for standardisation;
(b) prepare and publish exposure draft;
(c) conduct a public hearing where necessary; and
(d) issue a statement of accounting standards.

Know the instruments establishing various organisations such as SEC, NDIC,
etc.

The Nigerian Accounting Standards Board (NASB)The Nigerian Accounting Standards Board (NASB)The Nigerian Accounting Standards Board (NASB)The Nigerian Accounting Standards Board (NASB)The Nigerian Accounting Standards Board (NASB)
Section 344 of Companies and Allied Matters Act, CAP C20, 2004 provides that
the directors of every company shall in respect of each year of the company;
prepare financial statements for the year to contain the necessary details as
provided in the Act.

Section 355 (1) CAMA states as follows:” The Financial statements of a company
prepared under section 344 of the Act, shall comply with the requirements of
schedule 2 to the Act with respect to their form and content, and with the
accounting standards laid down in the Statements of Accounting Standards
issued from time to time by the Nigerian Accounting Standards Board to be
constituted by the Minister after due consultation with such accounting bodies
as he may deem fit in the circumstances for this purpose provided that such
accounting standards do not conflict with the provisions of this Act”
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Following the above provision, the Nigerian Accounting Standards Board (NASB)
was reconstituted with the following members:
(a) Central Bank of Nigeria (CBN);
(b) Federal Ministry of Finance;
(c) Nigerian Accounting Teachers Association;
(d) Nigeria Association of Chambers of Commerce, Industry, Mines and

Agriculture;
(e) Nigeria Stock Exchange;
(f) Securities and Exchange Commission;
(g) The Chartered Institute of Bankers of Nigeria;
(h) Federal Ministry of Commerce and Tourism;
(i) Federal Inland Revenue Service Board;
(j) Nigeria Deposit Insurance Corporation;
(k) The Office of the Auditor-General for the Federal;
(l) Corporate Affairs Commission;
(m) The Institute of Chartered Accountants of Nigeria;
(n) Chartered Institute of Taxation of Nigeria; and
(o) Association of National Accountants of Nigeria.

The Board from time to time issues Statements of Accounting Standards (SAS)
which seek to provide a guide for accounting policies and accounting methods
that should be followed by companies in the preparation of their financial
statements relative to income recognition, loss recognition, balance sheet
classification and many other provisions. The Board since inauguration has
issued twenty-one consecutive Statements of  Accounting Standards (SAS) to
date.

The Nigerian Accounting Standards Board (NASB) is charged with the
responsibility for developing and publishing accounting standards to be
observed in the preparation of financial statements in Nigeria.  The Companies
and Allied Matters Act makes it mandatory for auditors to ensure that financial
statements prepared in Nigeria comply with accounting standards issued by
the NASB.

The Nigerian Accounting Standards Board Act 2003 further seeks to promote
and enforce compliance with the accounting standards to be observed in the
preparation of financial statements.  NASB Act 2003 prescribes stiff penalties
for non-compliance with accounting standards issued by the NASB. These
include:
(a) Fines at the discretion of the Board
(b) N5 million fine
(c) One year imprisonment, or both, on conviction
(d) Proscription or de-listing of the firm of accountants.
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2.62.62.62.62.6 SECURITIES AND EXSECURITIES AND EXSECURITIES AND EXSECURITIES AND EXSECURITIES AND EXCHANGE COMMISSION (SEC)CHANGE COMMISSION (SEC)CHANGE COMMISSION (SEC)CHANGE COMMISSION (SEC)CHANGE COMMISSION (SEC)

In 1962, a year after the establishment of the Lagos Stock Exchange, an ad-
hoc consultative and advisory body known as the Capital Issues Committee
was established under the aegis of the Central Bank of Nigeria (CBN). Its
mandate was to examine applications from companies seeking to raise capital
from the market and to recommend the timing of such issues. The Committee,
however, had no legal backing, but operated non-officially as a capital market
consultative and advisory body within the Central Bank of Nigeria.

An increase in the level of economic activities, and consequently capital market
activities after cessation of the civil war hostilities, coupled with the
promulgation of the Nigerian Enterprises Promotion Decree in 1972,
necessitated the creation of another body, the Capital Issues Commission in
March, 1973 to take over the activities of the Capital Issues Committee.

The new body statutorily backed by the Capital Issues Commission Decree of
1973 which established a board of nine members, including a representative
of the Central Bank of Nigeria, serving as Chairman, while the other eight
members were drawn from some Federal Ministries, the industrial and finance
sectors.

Following the acceptance of the recommendations of the Financial System
Reviewing Committee in 1976, the Federal Government endorsed the
establishment of the Securities and Exchange Commission to supersede the
Capital Issues Commission. Consequently, the Securities and Exchange
Commission Decree No. 71 of 1979 was promulgated, effective retrospectively
from April 1, 1978, thus establishing the Commission and vesting wider power
on it to regulate and develop the Nigerian capital market, in addition to
determining the prices of issues and setting the basis of allotment of securities.
Unlike its two predecessors, the Commission at this stage was excised from the
CBN, although it continued to receive further funding from the apex bank. It
also had an enlarged 12-member board with a CBN representative as its
Chairman. Other members were drawn from the Ministries of Finance, Trade
and Industries, The Nigerian Stock Exchange and the Nigerian Enterprises
Promotion Board; other members were nominated on basis of personal merit.

The Commission, however, took off effectively on January 1, 1980 with a staff of
fifty one; seven of them were on secondment (for a period of three years) from
the Central Bank of Nigeria (CBN), while others were newly recruited. Nine
years after the establishment of the Securities and Exchange Commission, the
enabling law, Decree No. 7 of 1979 was re-enacted as Securities and Exchange
Commission Decree No. 29 of 1988 with additional provisions to address
observed lapses in the previous arrangement and to enable the Commission
pursue its functions more effectively.

To further enhance the Commission’s pursuit of its objects of investor protection
and capital market, another review was carried out in 1996 by a 7-man panel
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headed by Chief Dennis Odife. A new Act known as “The Investment and
Securities Act No. 45 of 1999” was promulgated on May 26, 1999 based on the
panel’s recommendations. The Act repealed the SEC Act of 1988. The new Act is
expected to promote a more efficient and virile capital market, pivotal to
meeting the nation’s economic and developmental aspirations.

Part II Section 8 of the Act stipulated twenty five functions in the previous Act.
New roles were added to the existing roles of the Securities and Exchange
Commission. Among the various new roles of the Commission are to:
(a) Register and regulate Securities Exchange; Capital Trade Points; Futures,

Options and Derivatives Exchanges; Commodity Exchanges and any
other recognised Investment Exchange:

(b) Prepare adequate guidelines and organised training programmes and
disseminate information necessary for the establishment of securities
exchange and capital trade points;

(c) Funds, Capital Trade Points, Futures, Options and Derivatives as well as
other intermediaries and self-regulatory organisations in the securities
industry;

(d) Keep and maintain separate registers of foreign direct investment and
foreign portfolio investments;

(e) Promote investors’ education and the training of categories of
intermediaries in the security industry. In addition, the Act empowers
the Commission to establish specialised departments for the purpose of
regulating:
(i) Securities Exchange; Capital Trade Points; Options and

Commodity Exchange;
(ii) Capital market operators including corporate members securities

exchange and individuals; professional firms, that is, accountants,
solicitors, surveyors, engineers and other professionals who
undertake investment business either as investment advisers or
consultants;

(iii) Collective investments including all collective investment
schemes such as unit trusts, esusu schemes, pension funds and
other such schemes; and

(iv) Mergers, acquisitions, takeover and other forms of business
combinations under the Act.

Another major new provision is the establishment of Investors’ Protection Fund.
The Act provides that a Securities Exchange or Capital Trade Point shall establish
and maintain the fund to be administered by their individual governing councils
respectively.

The Securities and Exchange Commission is also a member of International
Organisation of Securities Commission (IOSCO).
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2.72.72.72.72.7 NIGERIA DEPOSIT INSURANCE CORPORANIGERIA DEPOSIT INSURANCE CORPORANIGERIA DEPOSIT INSURANCE CORPORANIGERIA DEPOSIT INSURANCE CORPORANIGERIA DEPOSIT INSURANCE CORPORATIONTIONTIONTIONTION

The Nigeria Deposit Insurance Corporation (NDIC), was established as part of
the reform measures taken to strengthen the safety net for the banking sector
following the introduction in 1986 of a major economic reform programme,
the Structural Adjustment Programme (SAP) by government to correct the
observed imbalances in the economy. The establishment of NDIC became
imperative given the rapid growth in the number of licensed banks in the late
80s’ and early 90s’ and the financial sector reforms that subsequently followed
the Structural Adjustment Programme.

In addition to this, there was also the long-term need to create and sustain an
enabling environment that will engender banking stability by protecting the
banking sector against destructive runs, protecting bank depositors and to
ensure fair play amongst the competing banks. These considerations were
informed by the lessons of history of bank failures in Nigeria in the 50s, the
experience of other countries where deposit insurance schemes are being
operated and the prevailing distressed financial conditions of the banks in
particular and other financial intermediaries in the financial sector in general,
among others. The NDIC was formally established by Decree No. 22 of 1988
and commenced operations in 1989.

Section 5 of the Decree No 22 of 1988 establishing NDIC provides the following
functions for the Corporation:
(a) Insuring all deposit liabilities of licensed banks and such other financial

institutions operating in Nigeria within the meaning of sections 20 and
26 of this Decree so as to engender confidence in the Nigerian Banking
system;

(b) Giving assistance in the interest of depositors, in case of  imminent or
actual financial difficulties of banks particularly where suspension of
payments is threatened: and avoiding damage to public confidence in
the banking system;

(c) Guaranteeing payments to depositors, in case of imminent or actual
suspension of payments by insured banks or financial institutions up to
the maximum amount as provided for in section 26 of this Decree;

(d) Assisting monetary authorities in the formulation and  implementation
of banking policy so as to ensure sound banking practice and fair
competition among banks in the country;

(e) Pursuing any other measures necessary to achieve the functions of the
Corporation provided such measures and actions are not repugnant to
the functions of the Corporation.

2.82.82.82.82.8 CENTRAL BANK OF NIGERIACENTRAL BANK OF NIGERIACENTRAL BANK OF NIGERIACENTRAL BANK OF NIGERIACENTRAL BANK OF NIGERIA

The Central Bank of Nigeria Act of 1991 provides for the continuance of the
Central Bank of Nigeria (CBN) and its overall control and administration of the
monetary and banking policies of the Federal Government of Nigeria both within
and outside Nigeria. It simply establishes the Central Bank of Nigeria as the
Apex Financial Regulatory Institution in Nigeria.
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Principal objects of the Central BankPrincipal objects of the Central BankPrincipal objects of the Central BankPrincipal objects of the Central BankPrincipal objects of the Central Bank
The principal objects of the Central Bank are:
(a) Issue legal tender currency in Nigeria;
(b) Maintain external reserves to safeguard the international value of the

legal tender currency;
(c) Promote monetary stability and a sound financial system in Nigeria;

and
(d) Act as banker and financial adviser to the Federal Government.

The Central Bank has powers to:
(a) Issue demand drafts;
(b) Purchase and sell gold coins or bullion;
(c) Open accounts for and accept deposits from Federal, State and local

governments and parastatals;
(d) Purchase, sell, discount and rediscount inland bills of exchange and

promissory notes;
(e) Purchase, sell, discount and rediscount treasury bills, treasury certificates

and project-tied bonds issued by State Governments, local governments
and parastatals;

(f) Purchase and sell securities of the Federal Government;
(g) Grant advances for fixed deposits not exceeding three months against

publicly issued treasury bills;
(h) Determine exchange rate of the Naira;
(i) Sole right of issuing notes and coins;
(j) Power to print notes and mint coins;
(k) Denominate currency notes and coins;
(l) Buy and sell Nigerian currency;
(m) Maintain accounts with central banks and other banks outside Nigeria
(n) Act as correspondent, banker or agent for any central bank or other

monetary authority;
(o) Promote the establishment of bank clearing systems;
(p) Grant temporary advances to commercial banks;
(q) Act as clearing house for banks to facilitate the clearing of cheques and

credit instruments;
(r) Banker to other bankers;
(s) Carry out open market operations for the purpose of maintaining

monetary stability in the Nigerian economy;
(t) Sell or place by allocation to each bank any stabilisation securities

issued;
(u) Issue and manage Federal Government loans;
(v) Act as banker to State and local governments;
(w) Power to issue directives on cash reserves; and
(x) Publish minimum re-discount rate
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Prohibited ActivitiesProhibited ActivitiesProhibited ActivitiesProhibited ActivitiesProhibited Activities
The Central Bank shall not:
(a) Engage in trade or otherwise have a direct interest in any commercial,

agricultural or industrial undertaking except for the purpose of its
business, provided that all such interest so acquired shall be disposed
of at the earliest  suitable time;

(b) Grant loan upon the security of any shares;
(c) Purchase, acquire or lease real property except for the provision of

business premises for the Central Bank and its agencies and residences
for the Governor, Deputy Governors and officers and other employees of
the Central Bank;

(d) Draw or accept bills payable otherwise than on demand;
(e) Pay interest on deposits except deposits in respect of cash reserve and

special deposits made by various banks to the Central Bank, to maintain
the required ratio of the deposit liabilities;

(f) Accept for discount or as security for an advance made by the Central
bills  or notes signed by members of the Board or by officers and other
employees of the Bank; and

(g) Open accounts for or accept deposits from persons other than Federal,
State, local governments, institutions and corporations of all such
governments, banks and other credit or financial institutions, central
banks and other banks outside Nigeria.

AuditAuditAuditAuditAudit
The accounts of the Central Bank shall be audited by an auditor or auditors
appointed by the Board.
(a) The President may direct that the Auditor-General of the Federation to

conduct an examination of the accounts of the Central Bank.

(b) Publication of annual accounts and reports:
The Central Bank shall within two months after the close of each financial
year, transmit to the President a copy of its annual accounts certified by
the auditor.

(c) The Central Bank shall within four months from the close of each financial
year, submit to the President a report on its operations during the year.

(d) Any report required to be submitted to the President shall be published
by the Central Bank in such a manner as the  Governor of Central Bank
may direct.

(e) The Board of Central Bank shall ensure that accounts submitted be
published in the Gazette.

(f) The Central bank shall publish a monthly return of its assets and
liabilities.

(g) A copy of the return shall be forwarded to the President and shall be
published in the Gazette.

(h) The gold tranche position at the International Monetary Fund shall form
part of the external reserve assets of the Bank.
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Exemption from Stamp DutyExemption from Stamp DutyExemption from Stamp DutyExemption from Stamp DutyExemption from Stamp Duty
The Central Bank shall not be liable for the payment of any stamp duty under
the Stamp Duties Act in respect of its notes issued as currency.

Exemption frExemption frExemption frExemption frExemption from Income Tom Income Tom Income Tom Income Tom Income Taxaxaxaxax
The Central Bank of Nigeria shall be exempted from the payment of tax under
the Companies Income Tax Act.

Exemption from Companies and Allied Matters ActExemption from Companies and Allied Matters ActExemption from Companies and Allied Matters ActExemption from Companies and Allied Matters ActExemption from Companies and Allied Matters Act
The provisions of the Companies and Allied Matters Act shall not apply to the
Central Bank.

2.92.92.92.92.9 BUREAU OF PUBLIC ENTERPRISESBUREAU OF PUBLIC ENTERPRISESBUREAU OF PUBLIC ENTERPRISESBUREAU OF PUBLIC ENTERPRISESBUREAU OF PUBLIC ENTERPRISES

The Bureau of Public Enterprises (BPE) is the Secretariat of the National Council
on Privatisation (NCP) and is charged with the overall responsibility of
implementing the policies and decisions of the Council. The functions of the
Bureau as provided for in the Act include:
(a) Implementing the Council’s policy on privatisation and

commercialisation;
(b) Preparing public enterprises approved by the Council for privatisation

and commercialisation;
(c) Advising Council on further public enterprises that may be privatised or

commercialised;
(d) Advising Council on capital restructuring needs of the public enterprises

to be privatised;
(e) Ensuring the update of accounts of all commercialised enterprises for

financial discipline;
(f) Making recommendations to the Council on the appointment of

Consultants, advisers, investment bankers, issuing houses stockbrokers,
solicitors, trustees, accountants and other professionals required for the
purpose of either privatisation or commercialisation;

(g) Ensuring the success of the privatisation and commercialisation exercise
through effective post transactional performance monitoring and
evaluation; and

(h) Providing secretarial support to the Council and carrying out such other
duties and responsibilities as may be assigned to it from time to time
by the Council and its committees.

The RationaleThe RationaleThe RationaleThe RationaleThe Rationale
Experience worldwide has shown that Public Enterprises have failed to live up
to expectations. They tend to consume a large proportion of national resources
without discharging the responsibilities thrust upon them. More importantly,
they fail to allocate these resources efficiently. Public enterprises consume
about N200 billion of national resources annually, by way of grants, subsidies,
import duty waivers, tax exemptions, and the like.
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The current move towards economic liberalisation, competition and privatisation
is partly informed by the gross failure of public enterprises to live up to
expectation. In the case of Nigeria, it is clear that Nigeria cannot afford to
spend or subsidise a few public enterprises with resources equal to more than
twice the nation’s capital expenditure budget.

Furthermore, donors and creditors expect Nigeria to direct her scarce resources
to alleviate poverty through investment in health, education and rural
development - social programmes that will benefit millions of Nigerians. There
is virtually no public enterprise in Nigeria today that functions well.

While they were created to alleviate the shortcomings of the private sector and
spearhead the development of Nigeria, many of them have stifled
entrepreneurial development and fostered economic stagnation. NITEL, NEPA
and the Nigerian National Petroleum Corporation (NNPC) are the best examples
of these. Public enterprises have served as platforms for patronage and the
promotion of political objectives, and consequently suffer from operational
interference by civil servants and political appointees.

Public Commissions and Study Groups have undertaken various studies on the
performance of public enterprises in Nigeria. Adebo (1969), Udoji (1973),
Onosode (1981) and Al-Hakim (1984) chaired these commissions.

The findings of the studies were consistent in establishing that public enterprises
were infested with problems such as:
(a) Abuse of monopoly powers;
(b) Defective capital structures resulting in heavy dependence on the

treasury for funding;
(c) Bureaucratic bottlenecks;
(d) Mismanagement;
(e) Corruption; and
(f) Nepotism.

The scope of the Privatisation Programme, which commenced in 1999, includes
the partial or total divestment of the shares owned by the Federal Government,
its parastatals and other agencies in public enterprises active or dominant in
at least thirteen key sectors. The cummulative value of investment to be
transferred from the public sector is in excess of $100 billion.

Clearly then, there is abundant evidence that public enterprises have not served
their customers, their employees, or the taxpayers well. The simple fact is that
when the government owns, nobody owns; and when nobody owns, nobody
cares. The experience in the last thirty years has been one in which the public
enterprises have:
(a) Created economic inefficiency;
(b) Incurred huge financial losses;
(c) Absorbed disproportionate share of credit especially in the form of Paris

and London club loans, as well as domestic loans and advances; and
(d) Contributed to consistent fiscal deficits.
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Over time, political and personal considerations have proved to be significant
influences on numerous public enterprises policy matters (including investment,
tendering, pricing, choice of machinery, employment levels, and management
appointments). All have been unsustainable, and achieved at significant cost
to the Treasury.

The benefits of privatisation are immense, and the sooner these are realised,
the better. Privatisation, in whatever forms chosen, will:
(a) Reduce corruption;
(b) Modernise technology;
(c) Strengthen domestic capital markets;
(d) Dismantle monopolies and open markets;
(e) Promote efficiency and better management;
(f) Reduce debt burden and fiscal deficits;
(g) Resolve massive pension funding problems;
(h) Broaden base of ownership;
(i) Generate funds for the Treasury;
(j) Promote corporate governance;
(k) Attract foreign investment; and
(l) Reverse capital flight.

2.102.102.102.102.10 PROFESSIONAL PRONOUNCEMENTS AND THEIR APPLICAPROFESSIONAL PRONOUNCEMENTS AND THEIR APPLICAPROFESSIONAL PRONOUNCEMENTS AND THEIR APPLICAPROFESSIONAL PRONOUNCEMENTS AND THEIR APPLICAPROFESSIONAL PRONOUNCEMENTS AND THEIR APPLICATIONSTIONSTIONSTIONSTIONS

Guidelines and standards of the Institute and other International Bodies.

EthicsEthicsEthicsEthicsEthics
(a) Ethics refers to a system or code of conduct based on moral duties, values

and obligations that indicates how we should behave within a constituted
body or society.

(b) Professionalism refers to the conduct, aims, or qualities that characterise
or mark a profession or professional person in the context of the
professional body to which the person belongs.

(c) Without independence, the user will place little reliance on the report of
the auditors.

Code of Ethics Issued by the Institute of Chartered Accountants ofCode of Ethics Issued by the Institute of Chartered Accountants ofCode of Ethics Issued by the Institute of Chartered Accountants ofCode of Ethics Issued by the Institute of Chartered Accountants ofCode of Ethics Issued by the Institute of Chartered Accountants of
NigeriaNigeriaNigeriaNigeriaNigeria
In Nigeria, the auditor must comply with the ‘Rules of Professional Conduct for
Members’ issued by the Institute of Chartered Accountants of Nigeria and
accounting standards issued by the Nigerian Accounting Standards Board. The
Ethical Code covers the following matters:
(a) fundamental principles;
(b) integrity, objectivity and independence;
(c) conflicts of interest;
(d) confidentiality;
(e) changes in professional appointment;
(f) consultancy;
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(g) association with non-members;
(h) fees;
(i) obtaining professional work;
(j) the names and letterheads of practicing firms;
(k) second and other opinions;
(l) members in business; and
(m) enforcement of ethical standards.

Professional conduct for the members of the Institute of CharteredProfessional conduct for the members of the Institute of CharteredProfessional conduct for the members of the Institute of CharteredProfessional conduct for the members of the Institute of CharteredProfessional conduct for the members of the Institute of Chartered
Accountants of NigeriaAccountants of NigeriaAccountants of NigeriaAccountants of NigeriaAccountants of Nigeria
The following guidelines on professional conduct are issued by the Institute to
guide its members in the efficient discharge of their professional duties. The
contents of the ‘Rules of Professional Conduct for Members’ serve as a guide to
members of the Institute which require strict observance of these rules of conduct
as condition for its membership. If a member cannot find the guidance he or
she requires either in the Institute of Chartered Accountants of Nigeria Act, in
the Rules and Regulations of the Institute or in official statements by the Council
he or she is always free to seek further advice through the Registrar/Chief
Executive of the Institute.  The decision as to whether or not a particular situation
constitutes a breach lies entirely with the Investigating Panel, after due
consideration of representation(s) if any by the member committing the alleged
breach. The Accountants’ Disciplinary Tribunal deals with deserving cases
recommended by the Investigating Panel.

FFFFFundamental principlesundamental principlesundamental principlesundamental principlesundamental principles
(a) A member should behave with integrity in all professional and business

relationships. Integrity implies not mere honesty but fair dealing and
truthfulness;

(b) A member should strive for objectivity in all professional and business
judgements. Objectivity is the state of mind which has regard to all
considerations relevant to the task in hand but no other;

(c) A member should not accept or perform work which he or she is not
competent to undertake unless he or she obtains such advice and
assistance as will enable him or her competently carry out the work;

(d) A member should carry out his or her professional work with due skill,
care, diligence and expedition and with proper regard for technical and
professional standards expected of him or her as a member; and

(e) A member should conduct himself or herself with courtesy and
consideration towards all with whom he comes into contact during the
course of performing his or her work.

IntegrityIntegrityIntegrityIntegrityIntegrity, Objectivity and Independence, Objectivity and Independence, Objectivity and Independence, Objectivity and Independence, Objectivity and Independence
(a) Integrity: A member should behave with integrity in all professional,

business and financial relationships. Integrity implies not mere honesty
but fair dealing and truthfulness.

REGULATORY AND ETHICAL ISSUES
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(b) Objectivity:  Objectivity is essential for any professional person exercising
professional judgement. It is as essential for members in business as
for practicing members. Objectivity is the state of mind which has regard
to all considerations relevant to the task in hand but no other. It is
sometimes described as ‘independence of mind’. The need for objectivity
is particularly evident in the case of a practicing accountant carrying
out an audit or some other reporting role where his or her professional
opinion is likely to affect rights between parties and the decisions they
take.

(c) Independence: A member must exercise objectivity and independence
required of an auditor.  He or she must have both independence of mind
and independence in appearance.

(d) An accountant should always act with integrity, honesty and probity,
and maintain a professional attitude in the performance of his
responsibilities. He should, if in public practice, not follow any other
occupation which is inconsistent with his professional duties.

(g) A member should exercise his profession with independence and
objectivity.  He must be in a position to give an honest and unbiased
opinion. Under no circumstances must a member knowingly allow his
name to be associated with a financial statement that is misleading.
Pursuant to the above and, in order to exercise his independence, an
accountant, in public practice, must not:
(i) possess any direct and/or indirect beneficial interest in any

Company for which he or his firm acts as auditors;
(ii) accept fees, the amount of which is based on the success of an

assignment, except where this cannot be avoided because of
legislation or agreement to which he is not a party;

(iii) accept fees, the amount of which is based on the turnover of the
company for which he is acting as auditor;

(iv) act for any two opposing parties in respect of a negotiation, claim
or settlement unless appointed as an arbitrator under due process
of law;

(v) carry out the work as an auditor concurrently with carrying out
work for the client in an executive capacity.

NoteNoteNoteNoteNote: “Indirect beneficial interest” means interest through a nominee.

Conflicts of InterestConflicts of InterestConflicts of InterestConflicts of InterestConflicts of Interest
(a) A member should not accept or continue an engagement in which there

is or likely to be a significant conflict of interests between the firm and
its client.

(b) There is, on the face of it, nothing improper in a firm having two or more
clients whose interests may be in conflict. In such a case, however, the
work of the firm should be so managed as to avoid the interests of one
client adversely affecting those of another. Where the acceptance or
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continuance of an engagement would, even with safeguards, materially
prejudice the interests of any client, the appointment should not be
accepted or continued, or one of the appointments should be
discontinued.

ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality
(a) Information confidential to a client or employer acquired in the course

of professional work should not be disclosed except where consent has
been obtained from the client, employer or other proper source, or where
there is legal right or duty to disclose; and

(b) Where a legal right or duty of disclosure does exist, the client or employer
should normally be notified in advance of the disclosure being made.

A member should respect the confidentiality of information entrusted to him
by his employer or his client, and should not disclose any such information to a
third party without the specific authority of his employer or client unless:
(i) He knows or suspects his clients to have committed the offence of treason

or treasonable felony.  The duty to disclose is obligatory in this case;
(ii) The disclosure is reasonably necessary to protect the interest of members

e.g. to enable the member to sue for his fees or to defend an action for
(say) negligence;

(iii) He is required to disclose by due legal process or in the interest of the
public.

When a member is required to provide information about a client’s affairs by
the Police, the Inland Revenue or any other authority, he should decline to give
the information unless and until he is satisfied that there is statutory authority
for demanding the information. He should seek the advice of his solicitor where
necessary.

A member should not voluntarily appear in Court as a witness against a client
or former client unless served with a subpoena or any other form or witness
summons. He could refuse particular questions which he is not obliged to
answer. He must produce any documents in his ownership or possession if the
Court so directs.

A member should not make improper use of any knowledge he may gain in the
course of his work.  He should ensure that the staff under his control also observes
this requirement.

Changes in a professional appointmentChanges in a professional appointmentChanges in a professional appointmentChanges in a professional appointmentChanges in a professional appointment
Recurring Work: Clients have the right to choose their auditors and other
professional advisers, and to change to others if they so desire.

Nevertheless, it is necessary -  in the interests of the public, the existing auditor
or adviser and prospective auditor or adviser - for a member who is asked to
act by a prospective client in respect of an audit or recurring reporting
assignment, or the provision of recurring accounting services and taxation work

REGULATORY AND ETHICAL ISSUES
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of a compliance nature, to communicate with the existing auditor or adviser,
and for the latter to reply promptly as to any considerations which might affect
the prospective auditor or adviser’s decision whether or not to accept
appointment.
(a) Statutory Provisions: Firms must adhere to the statutory provisions

relating to any change in an audit appointment, in particular those
contained in sections 362 to 366 of the Companies and Allied Matters
Act 2004, and in particular the proposed auditor should ensure that the
previous auditor has validly vacated office.

(b) Unpaid fees: A member in public practice should not accept an audit
hitherto carried out by another member, without first ensuring that the
other member has been properly removed from office as auditor and
that all outstanding fees due to the other member have been fully paid.

(c) Confidentiality: The prospective auditor or adviser should ordinarily treat
in confidence any information provided by the existing auditor or adviser.
However, it may be essential to the fulfilment of a prospective auditor’s
or adviser’ obligations that he should disclose such information. It may,
for example, be unavoidable for the prospective auditor or adviser to
disclose to officers or employees of the client matters brought to his
attention by the predecessor firm which needed to be properly
investigated. Such disclosure should be no wider than is necessary.

(d) Defamation: It is likely that an existing auditor or adviser who
communicates to a prospective successor matters damaging to the client
or to any individuals concerned with the client’s business will have a
strong measure of protection were any action for defamation to be
brought against him, in that the communication will be protected by
qualified privilege. This means that he should not be liable to pay
damages for defamatory statements even if they turn out to be untrue,
provided that they are made without malice. The chances of an incumbent
being held to have acted maliciously are remote provided that:
(i) he states only what he sincerely believes to be true; and
(ii) he does not make reckless imputations against a client or

individuals connected with it which he can have no reason for
believing to be true.

(e) Joint auditor: A member whose firm is nominated as a joint auditor
should communicate with all existing auditors and be guided by similar
principles to those set out in relation to nomination as an auditor. Where
it is proposed that a joint audit appointment becomes sole appointment,
the surviving auditor should communicate formally with the other joint
auditor as though for a new appointment.

(f) Vacancy: A member whose firm is invited to accept nomination on the
death of a sole practitioner auditor should endeavour to obtain such
information as he may need from the latter’s alternate (where
appropriate), the administrators of the estate or other source.
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(g) Transfer of Books and Papers: A replaced auditor or adviser should
transfer promptly to the client, or to his successor after the latter has
been duly appointed, all books and papers which are in his possession
and which belong to the client unless he is exercising a lien thereon for
unpaid fees. Members should be aware that the courts have held that
no lien can exist over books or documents of a registered company which,
either by statute or by article of association of the company have to be
available for public inspection.

(h) Co-operation with a Successor: The incoming auditor or adviser often
needs to ask his predecessor for information as to the client’s affairs,
lack of which might prejudice the client’s interests. Such information
should be promptly given and, unless there is good reason to the contrary,
such as a significant amount of work involved, no charge should be
made.

(i) Additional work: A member invited to undertake recurring or non-
recurring work which is additional to and related to continuing work
carried out by another professional adviser should normally notify that
other professional adviser of the work he has been asked to undertake.

(j) Consultancy: If a member in practice ( the practitioner) obtains the advice
of a member (consultant) on a consultancy basis on behalf of a client,
the consultant or any practicing firm with which he or his consultancy
organisation is associated should not, without the consent of the
practitioner, accept from that client within one year of completion of the
consultancy assignment any work which was, at the time the consultant
was first retained in relation to that client’s affairs, being carried out by
the practitioner;

(k) The same considerations apply where a practitioner introduces one of
his clients to the consultant for the purposes of consultancy.

Association With Non-MembersAssociation With Non-MembersAssociation With Non-MembersAssociation With Non-MembersAssociation With Non-Members
(a) Mixed Accountancy Practices: A member engaged in public practice with

a non-member partner or fellow director of a company is responsible
for ensuring that the non-member conforms to the ethical standards
governing the provision by members of public accountancy services;

(b) Use of Offices, Name, etc: A member should so conduct his or her firm
that a client or potential client cannot mistake it for any other firm or
business and cannot mistake any other associated firm business for his;

(c) Work for or obtained through Non-members: A member should not enter
into arrangements to provide public accountancy services to clients of
another firm or to clients introduced by another firm of public accountants
not controlled by chartered accountants (the requesting firm) unless he
or she has satisfied himself or herself that the  requesting firm’s
professional work is obtained in accordance with ethical standards
governing the provision by members of public accountancy services.

REGULATORY AND ETHICAL ISSUES
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FFFFFeeseeseeseesees
Member are expected to charge fees for the service rendered to clients. The
Institute has advised that a member is entitled to charge for his or her services:
(a) Such specific fee as he or she has agreed with the client; or
(b) A fee calculated in accordance with any agreement with the client; or
(c) In the absence of an agreement, a fee calculated by reference to the

custom of the profession or in accordance with regulations of the Institute
in force, at the time the fees were charged.

In the last event it is customary, where the basis of the fee has not been agreed
with a client that a member should charge a fee, which is fair and reasonable
having regards to:
(a) the seniority and professional expertise of the persons necessarily

engaged on the work;
(b) the time expended by each;
(c) the degree of risk and responsibility which the work entails; and
(d) the priority and importance of the work to the client together with any

expenses properly incurred.

The Institute’s minimum charge-out rates in respect of fees for professional
services are intended to set a benchmark for such fees below which members
are not ordinarily expected to charge. A member in public practice must not
charge or accept fees for acting as auditor, the amount of which is below any
minimum fee chargeable under any scheme approved by the Institute.

FFFFFee Quotation and Estimatesee Quotation and Estimatesee Quotation and Estimatesee Quotation and Estimatesee Quotation and Estimates
A member should inform a client in writing prior to commencement of any
engagement of the basis upon which any fee he  proposes to charge that client
for his services will be calculated and, on request and where practicable, the
level of fees likely to be charged for any assignment.

Audit WorkAudit WorkAudit WorkAudit WorkAudit Work
Firms should not quote for new work, a  level of fees which is lower than that
charged by an existing auditor or quote by tender levels of fees which they
have reason to believe are significantly lower than those quoted by other
tendering firms as their objectivity could in those circumstances be threatened.
Such firms should ensure that their work complies with Auditing Standards
and Guidelines and, in particular, quality control procedures.  In the event of a
complaint being made to the Institute (which might have arisen as a result of
a Professional Practice Monitoring Committee’s inspection), where fees were a
feature in obtaining or retaining the work, firms should be prepared to
demonstrate that the work done was in accordance with Auditing Standards;
and the client was not misled as to the basis on which fees for the current year
and the subsequent years were to be determined.
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FFFFFee Information and Disputesee Information and Disputesee Information and Disputesee Information and Disputesee Information and Disputes
A member should furnish, either in the fee account or subsequently on request,
and without further charge, such details as are reasonable to enable the client
to understand the basis on which the fee account has been prepared.

PPPPPererererercentage and Contingent Fcentage and Contingent Fcentage and Contingent Fcentage and Contingent Fcentage and Contingent Feeseeseeseesees
Unless the circumstances dictate otherwise or the client clearly objects, fees
should normally be charged on time rates in respect of audit work, reporting
assignment and similar non-audit roles. In all circumstances, a member in
public practice should refrain from quoting or charging fees for audit work,
reporting assignment and similar non-audit roles using criteria other than the
basis or bases approved by the Institute.

OBTOBTOBTOBTOBTAINING PROFESSIONAL WORKAINING PROFESSIONAL WORKAINING PROFESSIONAL WORKAINING PROFESSIONAL WORKAINING PROFESSIONAL WORK

Practice PromotionPractice PromotionPractice PromotionPractice PromotionPractice Promotion
Subject to the guidance which follows, a member may seek publicity for his or
her services achievements and products and may advertise his services,
achievements and products in any way consistent with the dignity of the
profession in that he should not project an image inconsistent with that of a
professional person bound by high ethical and technical standards.

AdvertisingAdvertisingAdvertisingAdvertisingAdvertising
Advertisements must comply with the law and should be legal, decent, clear,
honest and truthful. An advertisement should be clearly distinguishable as
such. The preceding considerations are of equal application to letterheads,
invoices and similar practice documents.

FFFFFeeseeseeseesees
If reference is made in promotional material to fees, the basis on which fees
are calculated, or to hourly or other charging rates, the greatest care should be
taken to ensure that such reference does not mislead as to the precise range of
services and time commitment that the reference is intended to cover.  Members
should not make comparisons in such material between their fees and of other
accounting practices, whether members or not.

The danger of giving a misleading impression is particularly pronounced when
constraints of space limit the amount of information which can be given. For
this reason, it will seldom be appropriate to include information about fees in
short advertisements. A member may be offered a free consultation at which
levels of fees will be discussed.

Disparaging StatementsDisparaging StatementsDisparaging StatementsDisparaging StatementsDisparaging Statements
Promotional material may contain any factual statement the truth of which a
member is able to justify, but should not make disparaging references to or
disparaging comparisons with the services of others.

REGULATORY AND ETHICAL ISSUES
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Particular care is needed in claims of size or quality.  For example, it is
impossible to know whether a claim to be ‘the largest firm’ in an area is a
reference to the number of partners or staff, the number of offices or the amount
of fee income. A claim to be ‘the best firm’ is subjective and cannot be
substantiated.

HarassmentHarassmentHarassmentHarassmentHarassment
A member should, under no circumstances, promote or seek to promote his or
her services, or the services of another member, in such a way or to such an
extent as to amount to harassment of a prospective client.

Cold CallingCold CallingCold CallingCold CallingCold Calling
(a) In relation to audit or other financial reporting work, a member should

not make an unsolicited personal visit or telephone call to a person who
is not a client with a view to obtaining professional work from the non-
client.

(b) Promotional or technical material may be sent to non-client by mail or
other means, subject to certain conditions. Such a distribution should
not, in the case of audit or other financial reporting work, be followed by
a personal visit or telephone call except at the specific request of the
recipient.

(c) The same constraints apply to direct mail as to other promotional or
technical material.

(d) Unsolicited promotional or technical material should not be sent to a
non-client by facsimile transmission or other electronic means.

A member may send a letter introducing his or her firm and its range of
services to another professional adviser, such as a solicitor or banker,
and follow it up by a telephone call or visit.  Such a follow-up should not
be made in respect of audit or other financial reporting needs of the
professional adviser.

IntroductionsIntroductionsIntroductionsIntroductionsIntroductions
A member should not give or offer any commission, fee or reward to a third
party, not being either his or her employee or another public accountant
governed by ethical standards comparable to those observed by members in
return for the introduction of a client.

Responsibility for Promotional ActivitiesResponsibility for Promotional ActivitiesResponsibility for Promotional ActivitiesResponsibility for Promotional ActivitiesResponsibility for Promotional Activities
Promotional activities carried out in the name of a firm should be construed as
promotional activities carried out by the individual principals of that practice,
whether carried out personally or through agents. The names and letterheads
of practising firms

NamesNamesNamesNamesNames
(a) ‘Firm’ includes partnership, a corporation and a sole practitioner, the

main business of which is the provision of services customarily provided
by chartered accountants, while the term ‘letterhead’ means any part of
the firm’s notepaper and documents used by the firm for communicating
with clients or other parties.
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(b) Public practice should refrain from practising in or under a name which
does not comprise proper name(s) only, such name(s) being that or those
of one or more of the current or former proprietor(s) and/or partner(s) of
the Firm.

(c) A practice name should be consistent with the dignity of the profession
in the sense that it should not project an image inconsistent with that of
a professional practice bound to high ethical and technical standards.
A practice name should not be misleading.

(d) Use of the description ‘Chartered Accountants’ is governed by the law
establishing the Institute.

(e) Firms entitled to use the description ‘Chartered Accountants’ are
encouraged to do so, on their letterheads, in advertisements and
generally. A firm which describes itself as ‘Chartered Accountants’ on
its notepaper may include a list of the services it particularly wishes to
offer. However, it should not incorporate any of that list of services into
the general description of the firm (e.g. ‘Chartered accountants and Tax
Advisers’) lest, this should suggest that these services are not offered by
other chartered accountants.

(f) Principals in a firm describing itself as ‘Chartered Accountants’ should
adopt a distinguishing name for any separate firm of public accountants
in which they may practise which is not itself entitled to the description
‘Chartered Accountants’.

PPPPPersons Named on Lersons Named on Lersons Named on Lersons Named on Lersons Named on Letteretteretteretteretterheadsheadsheadsheadsheads
(a) It should be clear from the letterhead of a practice whether any person

named thereon, or other persons named only in the name of the firm, is
a partner of the practice, a sole practitioner or, in the case of a corporate
practice, a director.

(b) Firms should distinguish chartered accountants mentioned on the
letterhead of a practice from persons not entitled to be so described by
the use of designatory letters or otherwise.

(c) No person named on the letterhead of a practice should be described by
a title, description or designatory letters to which he or she is not entitled.

SECOND AND OTHER OPINIONSSECOND AND OTHER OPINIONSSECOND AND OTHER OPINIONSSECOND AND OTHER OPINIONSSECOND AND OTHER OPINIONS

Specific CircumstancesSpecific CircumstancesSpecific CircumstancesSpecific CircumstancesSpecific Circumstances
Where the opinion of a member, whether in practice or otherwise, is sought on
the application of accounting standards or principles to specific circumstances
or transactions, either completed or contemplated of an entity with which the
member does not have an ongoing professional relationship to provide audit
services, he should be alert to the possibility of his opinion creating undue
pressure on the judgement and objectivity of the auditor. Accordingly, he should
seek to minimise the risk of giving inappropriate guidance by ensuring that he
has access to all relevant information.

REGULATORY AND ETHICAL ISSUES
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General CircumstancesGeneral CircumstancesGeneral CircumstancesGeneral CircumstancesGeneral Circumstances
A member giving an opinion on the application of accounting standards or
principles, relating to a hypothetical situation and not based on the specific
facts or circumstances of a particular organisation, should ensure that the nature
of the opinion is made clear.

MEMBERS IN BUSINESSMEMBERS IN BUSINESSMEMBERS IN BUSINESSMEMBERS IN BUSINESSMEMBERS IN BUSINESS

Employed memberEmployed memberEmployed memberEmployed memberEmployed member
‘Employed member’ includes reference to members, whether employed or not,
who are engaged in work relevant to their qualification as a member otherwise
than in a practicing office.

An employed member owes certain legal duties towards his or her employer.
Additionally, he or she has ethical duties towards his Institute, and, in particular,
he should observe the same code of ethics and the same standards of behaviour
and competence as apply to all other members of the Institute.

Financial and Other InvolvementFinancial and Other InvolvementFinancial and Other InvolvementFinancial and Other InvolvementFinancial and Other Involvement
An employed member should recognise the problems which may be created
by financial involvement or personal relationships which, whether sanctioned
by his or her contract of employment or not, could nevertheless by reason of
their nature or degree threaten his or her objectivity. Where any doubt exists,
the involvement or relationship should be disclosed.

PPPPPrrrrrofessional and Tofessional and Tofessional and Tofessional and Tofessional and Technical Standarechnical Standarechnical Standarechnical Standarechnical Standardsdsdsdsds
(a) A member is required to carry out his or her professional work with

proper regard for the technical and professional standards expected of
him as a member. The standards include Statements of Accounting
Standards issued by the Nigerian Accounting Standards Board and,
where appropriate, the rules and regulations of the Securities and
Exchange Commission and requirements of the Companies and Allied
Matters Act 2004. However, an employed member who, in the
performance of his professional work, may be subject to contrary
directions from his employers may be faced with a conflict of loyalties
in seeking to apply the fundamental principle. The difficulty is of
particular importance where the outcome of the work is to be published.

(b) Where a member has sole responsibility for the preparation and approval
of information, including management information, which is to be made
public or is to become available, on however restricted a basis, outside
the organisation to which it refers, he or she should ensure that such
information complies with the applicable standards, and relevant
statutes and regulation or, if it does not so comply, that the reasons for
non-compliance are stated truthfully, unambiguously and fairly.
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Enforcement of ethical standardsEnforcement of ethical standardsEnforcement of ethical standardsEnforcement of ethical standardsEnforcement of ethical standards
(a) The power of the Institute to enforce ethical standards is by the Institute

of Chartered Accountants of Nigeria Act conferred on the Accountants
Disciplinary Tribunal which is in respect of this power independent of
the Council.

CODE OF ETHICCODE OF ETHICCODE OF ETHICCODE OF ETHICCODE OF ETHICS FOR PROFESSIONAL ACCOUNTS FOR PROFESSIONAL ACCOUNTS FOR PROFESSIONAL ACCOUNTS FOR PROFESSIONAL ACCOUNTS FOR PROFESSIONAL ACCOUNTANTS ISSUED BANTS ISSUED BANTS ISSUED BANTS ISSUED BANTS ISSUED BY THEY THEY THEY THEY THE
INTERNAINTERNAINTERNAINTERNAINTERNATIONAL FEDERATIONAL FEDERATIONAL FEDERATIONAL FEDERATIONAL FEDERATION OF ACCOUNTTION OF ACCOUNTTION OF ACCOUNTTION OF ACCOUNTTION OF ACCOUNTANTSANTSANTSANTSANTS

The auditor should comply with the Code of Ethics for Professional Accountants
issued by the International Federation of Accountants.  The Code states that “in
order to achieve the objectives of the accountancy profession, professional
accountants have to observe a number of prerequisites or fundamental
principles”.

The fundamental principles are:
(a) IntegrityIntegrityIntegrityIntegrityIntegrity

A professional accountant should be straight-forward and honest in
performing professional services.

(b) ObjectivityObjectivityObjectivityObjectivityObjectivity
A professional accountant should be fair and should not allow prejudice
or bias, conflict of interest or influence of others to override objectivity.

(c) Professional Competence and Due CareProfessional Competence and Due CareProfessional Competence and Due CareProfessional Competence and Due CareProfessional Competence and Due Care
A professional accountant should perform professional services with due
care, competence and diligence and has a continuing duty to maintain
professional knowledge and skill at a level required to ensure that a
client or employer receives the advantage of competent professional
service based on up-to-date developments in practice, legislation and
techniques.

(d) ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality
A professional accountant should respect the confidentiality of
information acquired during the course of performing professional
services and should not use or disclose any such information without
proper and specific authority or unless there is a legal or professional
right or duty to disclose.

(e) Professional BehaviourProfessional BehaviourProfessional BehaviourProfessional BehaviourProfessional Behaviour
A professional accountant should act in a manner consistent with the
good reputation of the profession and refrain from any conduct which
might bring discredit to the profession. The obligation to refrain from
any conduct which might bring disrepute to the profession requires IFAC
member bodies to consider, when developing ethical requirements, the
responsibilities of a professional accountant to clients, third parties, other
members of the accountancy profession, staff, employers, and the general
public.

REGULATORY AND ETHICAL ISSUES
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(f) TTTTTechnical Standarechnical Standarechnical Standarechnical Standarechnical Standardsdsdsdsds
A professional accountant should carry out professional services in
accordance with the relevant technical and professional standards.
Professional accountants have a duty to carry out with care and skill,
the instructions of the client or employer insofar as they are compatible
with the requirements of integrity, objectivity and, in the case of
professional accountants in public practice, independence.

In addition, they should conform to the technical and professional
standards issue by:
(i) IFAC (e.g. International Standards on Auditing);
(ii) International Accounting Standards Board;
(iii) The member’s professional body or other regulatory body; and
(iv) Relevant legislation.

2.112.112.112.112.11 ACCOUNTING STACCOUNTING STACCOUNTING STACCOUNTING STACCOUNTING STANDARDS AND GUIDELINESANDARDS AND GUIDELINESANDARDS AND GUIDELINESANDARDS AND GUIDELINESANDARDS AND GUIDELINES

The following sections deal with accounting standards and guidelines issued
by the Institute of Chartered Accountants of Nigeria, International Accounting
Standards (IAS) and International Financial Reporting Standards (IFRS).

Accounting Standards and GuidelinesAccounting Standards and GuidelinesAccounting Standards and GuidelinesAccounting Standards and GuidelinesAccounting Standards and Guidelines
The practice of Accountancy worldwide is governed by sets of rules and
guidelines. These rules and guidelines are compiled into standards. There are
two sets of standards governing accounting practice in Nigeria. They are:
(a) International Standards:

(i) IAS: International Accounting Standards
(ii) SIC: Standing Interpretations Committee.

(b) Local Standards:
(i) SAS: Statement of Accounting Standards
(ii) AG: Auditing Guidelines

(a) International Accounting Standards (IAS)International Accounting Standards (IAS)International Accounting Standards (IAS)International Accounting Standards (IAS)International Accounting Standards (IAS)
Each standard discusses the Accounting treatment of a particular item
or group of items. A summary of the international standards are as
follows:
IAS 1 - Presentation of Financial Statement.
IAS 2 - Inventories.
IAS 3 - (Superseded by IAS 27 and IAS 28).
IAS 4 - (Superseded by IAS 16, IAS 22 and IAS 38).
IAS 5 - (Superseded by IAS 1).
IAS 6 - (Superseded by IAS 15).
IAS 7 - Cash flow Statements.
IAS 8 - Net profit or loss for the Period, Fundamental Errors and

changes in Accounting Policies.
IAS 9 - (Superseded by IAS 38).
IAS 10 - Events after the Balance Sheet date.
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IAS 11 - Construction Contracts.
IAS 12 - Income Taxes.
IAS 13 - (Superseded by IAS 1).
IAS 14 - Segment Reporting.
IAS 15 - Information Reflecting the Effects of Changing Prices.
IAS 16 - Property, Plant and Equipment.
IAS 17 - Leases.
IAS 18 - Revenue.
IAS 19 - Employee Benefits.
IAS 20 - Accounting for Government Grants and Disclosure of

Government  Assistance.
IAS 21 - The Effects of Changes on Foreign Exchange in Rates.
IAS 22 - Business Combinations.
IAS 23 - Borrowing Costs.
IAS 24 - Related Party Disclosures.
IAS 25 - (Superseded by IAS 39 and IAS 40).
IAS 26 - Accounting and Reporting by Retirement benefit Plans
IAS 27 - Consolidated Financial Statements and Accounting for

Investments in Subsidiaries.
IAS 28 - Accounting for Investments in Associates.
IAS 29 - Financial Reporting in Hyperinflationary Economics.
IAS 30 - Disclosures in the Financial Statements of Bank and

Similar Financial Institutions.
IAS 31 - Financial Reporting of Interests in Joint Ventures.
IAS 32 - Financial Instruments: Disclosure and Presentation
IAS 33 - Earnings Per Share.
IAS 34 - Interim Financial Reporting.
IAS 35 - Discontinuing Operations.
IAS 36 - Impairment of Assets.
IAS 37 - Provisions, Contingent Liabilities and Contingent Assets.
IAS 38 - Intangible Assets.
IAS 39 - Financial Instruments: Recognition and Measurement.
IAS 40 - Investment property.
IAS 41 - Agriculture (effective January 1, 2003).

(b) Standard Interpretations Committee (SIC)Standard Interpretations Committee (SIC)Standard Interpretations Committee (SIC)Standard Interpretations Committee (SIC)Standard Interpretations Committee (SIC)
These contain the interpretations of International Accounting Standards.
SIC 1 - Consistency - Different cost formulas for inventories (IAS 2).
SIC 2 - Consistency - Capitalisation of Borrowing Costs (IAS 23).
SIC 3 - Elimination of Unrealised Profits and Losses on Transactions

with Associates (IAS 28).
SIC 5 - Classification of Financial Instruments Contingent Settlement

Provisions (IAS32).
SIC 6 - Costs of Modifying Business Software (Framework).
SIC 7 - Introduction of the Euro (IAS 21).
SIC 8 - First-Time Application of IAS as the Primary Basis of

Accounting (IAS 1).
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SIC 9 - Business Combinations - Classification either as Acquisitions
or Uniting of Interests (IAS 22).

SIC 10 - Government Assistance No specific Relation to Operating
Activities (IAS 20).

SIC 11 - Foreign Exchange - Capitalisation of Losses Resulting from
Severe Currency Devaluations (IAS 21).

SIC 12 - Consolidation - Special Purpose Entities (IAS 27).
SIC 13 - Jointly controlled Entities - Non-Monetary Contributions by

Ventures (IAS 31).
SIC 14 - Property, Plant and Equipment or Loss of Items (IAS 16)
SIC 15 - Operating leases - Incentives (IAS 17)
SIC 16 - Share Capital - Reacquired own Equity Instruments (Treasury

Shares) IAS 32.
SIC 17 - Equity - Costs of an Equity Transaction (IAS 32)
SIC 18 - Consistency - Alternative Methods (IAS 1)
SIC 19 - Reporting Currency - Measurement and Presentation of

Financial Statements under (IAS 21 and IAS 29).
SIC 20 - Equity Accounting Methods - Recognition of Losses (IAS 27)
SIC 21 - Income Taxes - Recovery of Revalue Combinations- Subsequent

Adjustment of fair Values and Goodwill Initially Reported (IAS
22).

SIC 22 - Business combinations- Subsequent adjustments of fair values
and goodwill initially reported (IAS 22).

SIC 23 - Property, Plant and Equipment - Major Inspection or overhaul
Costs (IAS 16).

SIC 24 - Earnings per share - financial Instruments and other contract
that may be settled in shares (IAS 33).

SIC 25 - Income Taxes - changes in the Tax status of an enterprise or
it’s shareholders (IAS 12).

Note:Note:Note:Note:Note: No SIC Interpretation was issued as SIC 4. Draft interpretation
SIC D4, Classification of Financial Instruments Issuer’s
settlement option, was withdrawn.

(c) Statement Of Accounting StandardsStatement Of Accounting StandardsStatement Of Accounting StandardsStatement Of Accounting StandardsStatement Of Accounting Standards
The publications of Nigerian Accounting Standards Board (NASB) are
as follows:
 SAS 1 - Disclosure of Accounting Policies
SAS 2 - Information to be disclosed in Financial Statements
SAS 3 - Accounting for Property, Plant and Equipment
SAS 4 - Stocks
SAS 5 - Construction Contracts
SAS 6 - Extraordinary items and Prior Year Adjustments.
SAS 7 - Foreign Currency Conversions and Translations
SAS 8 - Accounting for Employees’ Retirement Benefits
SAS 9 - Accounting for Depreciation
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SAS 10 - Accounting by Banks and Non-Bank Financial Institutions
(Part I).

SAS 11 - Leases
SAS 12 - Accounting for Deferred Taxes
SAS 13 - Accounting for Investments
SAS 14 - Accounting in the Petroleum Industry: Upstream Activities
SAS 15 - Accounting by Banks and Non-Bank Financial Institutions

(Part II).
SAS 16 - Accounting for Insurance Business
SAS 17 - Accounting in the Petroleum Industry: Downstream

Activities.
SAS 18 - Statement of Cash Flows
SAS 19 - Accounting for taxes
SAS 20 - Abridged Financial Statements
SAS 21 - Earnings per share
SAS 22 - On Research and Development Cost
SAS 23 - On Provisions, Contingent Liabilities and Contingent Assets
SAS 24 - Segment Reporting, Added: 2007-04-20
SAS 25 - Telecommunications Activities Added: 2008-02-11
SAS 26 - Business Combinations Added: 2008-02-11
SAS 27 - Consolidated and Separate Financial Statements Added:

2008-02-11
SAS 28 - Investments in Associates Added: 2008-02-11
SAS 29 - Interests in Joint Ventures Added: 2008-02-11
SAS 30 - Interim Financial Reporting Added: 2008-02-11

(d) Auditing Standards and Guidelines (AG)Auditing Standards and Guidelines (AG)Auditing Standards and Guidelines (AG)Auditing Standards and Guidelines (AG)Auditing Standards and Guidelines (AG)
These are the publications of Auditing Standards Committee (ASC) of
ICAN.
AG 1 - Auditing Guideline on Engagement Letters
AG 2 - Auditing Guideline: Prospectus and Reporting Accountant

(e) Adaptation of International Standards on Auditing (IS) asAdaptation of International Standards on Auditing (IS) asAdaptation of International Standards on Auditing (IS) asAdaptation of International Standards on Auditing (IS) asAdaptation of International Standards on Auditing (IS) as
Nigerian Standards On Auditing (NS)Nigerian Standards On Auditing (NS)Nigerian Standards On Auditing (NS)Nigerian Standards On Auditing (NS)Nigerian Standards On Auditing (NS)
The Institute of Chartered Accountants of Nigeria (ICAN)  as a member
of the International Federation of Accountants (IFAC) is committed to
the Federation’s broad mission of the worldwide development and
enhancement of an accountancy profession with harmonized standards,
able to provide “services of consistent high quality in the public interest”.

As a condition of its membership, The Institute of Chartered Accountants
of Nigeria is obliged to support the work of IFAC by informing its
members of pronouncements developed by IFAC and by using its best
endeavours, to work towards implementation, when and to the extent
possible under local circumstances, of those pronouncements and
specifically to incorporate the principles on which they are based.
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IFAC’s International Standards on Auditing (ISAs) in Nigerian auditing
pronouncements.

IFAC to date has issued over thirty International Standards on Auditing
(ISA) and one International Standard on Quality Control, some of which
are listed below:

Name Of StandardName Of StandardName Of StandardName Of StandardName Of Standard

ISQC1 Quality Control for Firms that Perform Audits and Reviews of
Historical Financial Information, and Other Assurance and
Related Services Engagements. The Nigerian equivalent is NSQC1
as adopted.

ISA 200 Objective and general principles governing an audit of financial
statements. The Nigerian equivalent is NSA 200 (Nigerian
Standards on Auditing) as adopted.

NSA 210 Terms of audit engagements.
NSA 220 Quality control for audits of historical financial (Revised)

information.
NSA 230 Documentation.
NSA 240 The auditor’s responsibility to consider fraud in an audit of

financial statements.
NSA 250 Consideration of laws and regulations in an audit of financial

statements.
NSA 260 Communication of audit matters with those charged with

governance.
NSA 300 Planning an audit of financial statements.
NSA 315 Understanding the entity and its environment and assessing the

risks of material misstatement.
NSA 320 Audit materiality.

KeyKeyKeyKeyKey

ISQC International Standards on Quality Control
ISA International Standards on  Auditing

Members’ Education and TMembers’ Education and TMembers’ Education and TMembers’ Education and TMembers’ Education and Trainingrainingrainingrainingraining
ICAN has a ‘Members’ Education and Training Unit’ which is responsible for
the training of members of the Institute and non-members through the under
listed training programmes.
(a) Mandatory Continuing Professional Education (MCPE) strictly for ICAN

members only;
(b) Executive Mandatory Continuing Profession Education (EMCPE) this is

for ICAN members in senior management positions in organisations;
(c) Continuing Professional Education (CPE) for ICAN members and non-

members;



79

(d) In-house: this is organised by the Institute for ICAN members in
organisations who desire that the MCPE be held in their chosen location
(i.e. in-plant).

A member of the Institute is expected to earn minimum of thirty credit hours in
a year. A member earns fifteen credit hours at every seminar attended. The
four courses listed above are termed (“structured”). Other activities/events of
the Institute and courses attended by members outside the ones organised by
the Institute (unstructured) attract credit hours, but such courses must be
accredited by the Institute.

Sanctions for Non-Compliance:Sanctions for Non-Compliance:Sanctions for Non-Compliance:Sanctions for Non-Compliance:Sanctions for Non-Compliance:
Every member is expected to obtain a minimum of sixty credit hours within a
2-year cycle. A member in default would be suspended from membership at
the end of 2 years for six months in the first instance and thereafter expunged
from membership list if he/she fails to make up the deficiencies in credit hours.

Those Exempted:
(i) Members who are sixty years and above and who have  indicated in

writing to the Institute their intention to retire from practising the
accountancy profession;

(ii) Members who are certified as medically unfit;
(iii) Traditional Rulers;
(iv) Members  on special national or state engagements.

PPPPPrrrrrogramme for the Yogramme for the Yogramme for the Yogramme for the Yogramme for the Yearearearearear
The Unit publishes an annual programme of its training courses.

International Financial Reporting Standards (IFRS)International Financial Reporting Standards (IFRS)International Financial Reporting Standards (IFRS)International Financial Reporting Standards (IFRS)International Financial Reporting Standards (IFRS)
The International Accounting Standards Committee (IASC) issued International
Accounting Standards (IAS) from 1973 to 2000. The International Accounting
Standards Board (IASB) replaced the IASC in 2001. Since 2001, the IASB
amended some international accounting standards and has proposed to amend
or replace some international accounting standards with new International
Financial Reporting Standards (IFRS). The IASB has adopted or proposed certain
new IFRSs on topics for which there were no previous international accounting
standards. Interpretations of Standards have also been issued on the standards.

To date, the following IFRS’s have been issued:

Preface to International Financial Reporting Standards May 2002
IFRS 1 First-time Adoption of International Financial Reporting Standards

June 2003
IFRS 2 Share-based Payment - February 2004
IFRS 3 Business Combinations - March 2004
IFRS 4 Insurance Contracts - March 2004
IFRS 5 Non-current Assets Held for Sale and Discontinued Operations -

March 2004
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IFRS 6 Exploration for and Evaluation of Mineral Assets - December 2004
IFRS 7 Financial Instruments: Disclosures
IFRS 8 Operating Segments

2.122.122.122.122.12 QUALITY CONTROL, WORKING PAPERS, PEER REVIEWQUALITY CONTROL, WORKING PAPERS, PEER REVIEWQUALITY CONTROL, WORKING PAPERS, PEER REVIEWQUALITY CONTROL, WORKING PAPERS, PEER REVIEWQUALITY CONTROL, WORKING PAPERS, PEER REVIEW

IntroductionIntroductionIntroductionIntroductionIntroduction
APB statement of auditing standard 240 deals with “Quality Control for audit
work”. It takes Quality Control to be of paramount importance to the independent
audit function.

The standard describes quality control policy and processes as those “designed
to provide reasonable assurance as to the appropriateness of the auditors’ report
and of adherence to auditing standards, ethical and other regulatory
requirements.

Many quality assurance frameworks take a holistic approach to quality,
encompassing a wide range of business considerations including; client and
employee satisfaction, and commercial performance.  Firms are encouraged
to embed procedures to meet the requirements of the statement of auditing
standards on quality control into a wider quality assurance framework”. (Chitty,
2004).

Wider quality assurance objectives may be achieved by the auditors by
discussing audit performance with boards of directors, audit committees (where
they exist) and senior management.

Small firmsSmall firmsSmall firmsSmall firmsSmall firms
In order to satisfy quality control requirements,
(a) Firms should develop different policies and processes on various matters

pertaining to the practice.
(b) The nature, timing and extent of those policies and processes will depend

on many factors, including the size and nature of the firm.
(c) The policies and processes adopted by small firms need not be complex

or time consuming to be effective.
(d) Quality control encompasses several different roles and functions within

the audit firm, including responsibilities for quality control policy and
processes and monitoring.

(e) For small firms and sole practitioners, a single individual may perform
some of these roles and functions but in some circumstances they may
wish to use the services of a suitably qualified external consultant.

Quality DriversQuality DriversQuality DriversQuality DriversQuality Drivers
Compliance with quality control standard in setting quality drivers for the
purpose of complying with quality control standard, the following matters
should be considered:
(a) distinction of individual responsibilities and the collective responsibilities

of the firm;
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(b) personal accountability and team working;
(c) building quality into processes and monitoring the results;
(d) Individual responsibilities and the collective responsibilities of the firm;

and
(e) involvement of all members of an audit team who should feel responsible

for the performance of their work in accordance with professional
standards.

The audit engagement partner has an especially important role in promoting
a quality culture within the audit team. The appointment of a suitably senior
audit partner within the firm to take overall responsibility for quality control
policy and processes will assist this process.

PPPPPersonal Accountability and Tersonal Accountability and Tersonal Accountability and Tersonal Accountability and Tersonal Accountability and Team Weam Weam Weam Weam Workingorkingorkingorkingorking
(a) Personal accountability can provide an important motive for ensuring

that quality control policy and processes are applied in practice while it
is important to clarify responsibilities within the firm and the audit
team; and

(b) It is also necessary that consultation takes place to ensure that the
collective wisdom of, first the team, and then the firm, is applied in
resolving difficult or contentious matters.

Building quality into processes and monitoring the resultsBuilding quality into processes and monitoring the resultsBuilding quality into processes and monitoring the resultsBuilding quality into processes and monitoring the resultsBuilding quality into processes and monitoring the results
(a) Quality processes are aimed at ‘getting it right first time’ as well as

monitoring performance after the event.
(b) Monitoring provides the stimulus for performance as well as important

information on the application of quality control and processes which
can beused to improve them.

DefinitionsDefinitionsDefinitionsDefinitionsDefinitions
The APB Statement of Auditing Standard 240 on ‘Quality Control for audit work
provides the following definitions:
(a) ‘audit engagement partner’ - the partner or other person in the firm

who assumes responsibility for the conduct of the audit and for issuing
an auditors’ report on the financial statements on behalf of the firm.

(b) ‘audit staff’  -  the personnel involved in an individual audit, including
experts employed by the auditors, other than the audit engagement
partner.

(c) ‘client service partner’  - a partner who takes primary responsibility for
coordinating the range of services provided to an audit client.

(d) ‘competencies’ - the knowledge, skills and abilities of audit engagement
partners and audit staff.

(e) ‘firm’ - sole practitioners, partnerships, limited liability partnerships
and other corporate entities engaged in the provision of auditing services.

(f) ‘independent partner’ - a partner with sufficient experience and authority
to perform an ‘independent review’, other than the audit engagement
partner, who is not engaged in the performance of the audit or the
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provision of other services and who is free of all other responsibilities
for the audited entity and any entities in the same group of entities.

(g) ‘independent review’- an objective, independent assessment of the
quality of the audit undertaken before the issue of the auditors’ report.

(h) ‘listed companies’ - entities whose capital instruments are listed or
publicly traded on a stock exchange or market, including domestic and
foreign exchange and markets, and markets other than main markets.

(i) ‘monitoring’ - periodic reviews of working papers for completed audits
by, wherever possible, reviewers independent of those who performed
the audit.

(j) ‘partner’ - sole practitioners, partners in partnerships and limited
liability partnerships and directors of other corporate entities engaged
in the provision of auditing services.

(k) ‘quality control policy and processes’ - policy and processes designed to
provide reasonable assurance as to the appropriateness of the auditors’
report, and ofadherence to auditing standards, ethical and other
regulatory requirements.

(l) ‘suitably qualified external consultant’ - another registered auditor or
an employee ( with appropriate experience) of either a professional
accountancy body whose members may register as auditors or a
specialist organisation, such as a training consortium, which provides
review services.

Senior audit partner responsible for quality controlSenior audit partner responsible for quality controlSenior audit partner responsible for quality controlSenior audit partner responsible for quality controlSenior audit partner responsible for quality control
Considering the importance of audit quality, the development, documentation
and communication of quality control and processes should be made the
responsibility of a senior audit partner. Where a firm operates in more than
one office, the firm may appoint several individuals to undertake quality control
activities in their local offices but one senior audit partner should take ultimate
responsibility for quality control matters within the firm.

The senior audit partner with overall responsibility for quality control has the
experience, seniority and authority necessary to fulfil the role, and the influence
to help ensure that the quality of audit engagements conducted by the firm is
never compromised by commercial considerations.

Partners having concerns on quality control issues should discuss their concerns,
and agree appropriate actions, with the senior audit partner responsible for
establishing quality control policy and processes.

Establishment of policy and processesEstablishment of policy and processesEstablishment of policy and processesEstablishment of policy and processesEstablishment of policy and processes
The establishment of quality control policy and processes within a firm involves:
(a) setting a framework within which all relevant requirements, including

the requirements of auditing standards and ethics, can be met.
(b) size and nature of the practice and its organisation.
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CommunicationCommunicationCommunicationCommunicationCommunication
Communication of quality control involves:
(a) communication of quality control policy and processes to all audit staff

and audit;
(b) engagement partners for effective implementation;
(c) use of internal training, electronic and paper circulars, and staff manuals

to communicate quality control policy and processes.

DocumentationDocumentationDocumentationDocumentationDocumentation
Appropriate documentation of quality control policy and processes normally
includes:
(a) a description of the policy and processes and the objectives they are

designed to achieve.
(b) Records of amendments to policies and processes
(c) A record of how policy and processes and changes to them have been

communicated.

Acceptance and continuance of audit engagementsAcceptance and continuance of audit engagementsAcceptance and continuance of audit engagementsAcceptance and continuance of audit engagementsAcceptance and continuance of audit engagements
Before accepting a new audit engagement firms, should ensure that they:
(a) are competent to undertake the work;
(b) consider careful whether there are threats to their independence and

objectivity and, if so, whether adequate safeguards can be established;
(c) assess the integrity of the owners, directors and management of the

entity; and comply with the ethical requirements of the professional
accountancy bodies in relation to changes in appointment.

The firm should regularly reconsider the above matters whether the firm should
continue in office as auditor. The following matters should be considered in
deciding whether to continue in office as auditors:
(a) the identity of those who control the entity, its owners, directors and

managers (or their equivalents),
(b) the nature of the entity’s activities;
(c) the reasons for the proposed appointment and the reasons for the

retirement or removal of any incumbent or predecessor auditors.
(d) potential audit risks associated with the engagement.

Professional clearanceProfessional clearanceProfessional clearanceProfessional clearanceProfessional clearance
(a) Before accepting a new engagement, the prospective auditor should

communicate in writing with the incumbent auditors
(b) ascertain whether the incumbent auditors have information which the

prospective  auditors should be aware, before deciding whether or not
to accept the appointment.

(c) The responsibility for the decision to accept or decline an audit
appointment rests solely with the prospective auditors, regardless of
the outcome of these enquiries.
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ResourcesResourcesResourcesResourcesResources
Resource considerations should take into account the following:
(a) require resources to be developed and implemented by a firm and

periodically review plans for recruitment;
(b) have available adequate number of audit engagement partners and

audits staff  with the competencies necessary to meet their needs;
(c) project personnel needs in order to establish number and characteristics

of the individuals required; and
(d) have recruitment processes including procedures to help determine

whether recruits are individuals of integrity and have the capacity to
develop the competencies necessary to perform the firm’s work.

Competencies are developed through:
(a) professional education and development (including technical and

management training, in-house courses and external training);
(b) work experience and coaching by other members of the audit team; and
(c) development and maintenance of technical competencies by the

provision of technical circulars, libraries and technical departments.

Assignment of PAssignment of PAssignment of PAssignment of PAssignment of Personnel to Aersonnel to Aersonnel to Aersonnel to Aersonnel to Audit Engagementsudit Engagementsudit Engagementsudit Engagementsudit Engagements
(a) Each audit engagement should have an engagement partner who should

take responsibility for the engagement on behalf of the firm;
(b) Audit engagement partners are responsible for the conduct of the audits

to which they have been appointed, ethical and other regulatory
requirements, and for the issue of the auditors’ report on behalf of the
firm;

(c) Firms should assign audit staff with the competencies necessary to
perform the audit work expected of them to individual audit
engagements;

(d) firms should establish processes to assess individuals’ knowledge, skills
and abilities;

(e) Firms should ‘develop policies and processes to provide reasonable
assurance that:
(i) audit engagement partners have the competencies necessary to

perform their role;
(ii) audit engagement partners’ responsibilities are clearly defined

and communicated to them;
(iii) the identity and role of the audit engagement partner is known

to the directors and senior management of the audited entity;
(iv) audit engagement partners have appropriate support (e.g.

another partner), where necessary, at meetings with the directors
and senior management of the audited entity that will involve
matters that are, or may be, material to the auditors’ report; and

(v) audit engagement partners have sufficient time to discharge their
responsibilities’ ( Chitty, 2004).
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Competencies which a firm must consider include:
(a) understanding and practical experience of auditing (through

participation in audit engagements and appropriate training);
(b) Understanding applicable accounting, auditing, ethical and other

technical standards;
(c) Knowledge of specific industries;
(d) Professional judgement;
(e) Understanding the firm’s quality control policy and processes; and
(f) Drive and career path.

ConsultationConsultationConsultationConsultationConsultation
Firms should establish procedures to:
(a) facilitate consultation and to ensure that sufficient resources are

available to enable appropriate consultation to take place in relation to
difficult or contentious matters;

(b) Document results of consultation that are relevant to audit conclusions;
(c) Deal with difficult or contentious matters; and
(d) Resolve conflicts.

Firms establish the likely circumstances in which consultation is encouraged
or required, and who is to be consulted.  Consultation may be:
(a) on technical matters from the firm’s technical department or from an

expert within the firm; and
(b) necessary in relation to ethical matters affecting either the firm or

individual partners and others within it.

Consultation procedures are designed to ensure that individuals of appropriate
seniority and experience within the firm are consulted on all difficult or
contentious issues and that the results of consultations relevant to audit
conclusions are properly documented.

THE AUDIT ENGAGEMENT PARTHE AUDIT ENGAGEMENT PARTHE AUDIT ENGAGEMENT PARTHE AUDIT ENGAGEMENT PARTHE AUDIT ENGAGEMENT PARTNERTNERTNERTNERTNER

Leadership and ResponsibilitiesLeadership and ResponsibilitiesLeadership and ResponsibilitiesLeadership and ResponsibilitiesLeadership and Responsibilities
(a) Audit engagement partners should, in all cases, take responsibility on

behalf of the audit firm, for the quality of the audit engagements to
which they are assigned; and

(b) Audit engagement partners are responsible for finalising and signing
the auditors’ report on behalf of the firm and for applying the firm’s
quality control policy and processes to individual audit engagements
in an appropriate manner.

Direction, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and Review
Audit engagement partners should ensure that audit work is directed, supervised
and reviewed in a manner that provides reasonable assurance that the work
has been performed competently.
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Direction of audit staff involves:
(a) Being informed of their responsibilities, the nature of the entity’s

business, accounting or auditing problems that may arise, and the
overall audit plan;

(b) Being encouraged to raise any questions they may have with more
experienced team members;

(c) Understanding the objectives of the work to avoid drawing inappropriate
conclusions as a result of misunderstandings; and

(d) Being educated on appropriate team-working and training.

Supervision is closely linked to both direction and review and includes:
(a) considering the progress of the audit;
(b) considering whether audit staff have the competencies necessary to

perform the audit work expected of them and sufficient time to carry out
their work, whether they understand their instructions and whether the
work is being carried out in accordance with the overall audit plan and
audit programme;

(c) Addressing significant accounting and auditing questions raised during
the audit, assessing their significance and modifying the overall audit
plan and audit programme as appropriate; and

(d) Identifying matters for further consideration during the audit.

Work performed by audit staff is reviewed by other more senior audit staff or
the audit engagement partner.  Reviewers should consider whether:
(a) the work has been performed in accordance with the firm’s procedures

and in accordance with the audit programme;
(b) The work performed is adequate in light of the results obtained and has

been adequately documented;
(c) Significant audit matters have been raised for further consideration;
(d) Appropriate consultations have taken place and the results of such

consultations have been documented;
(e) The objectives of the audit procedures have been achieved; and
(f) The conclusions are consistent with the results of the work performed.

Audit engagement partners perform an overall review of working papers. The
review is sufficient for them to be satisfied that the working papers contain
sufficient appropriate evidence to support the conclusions reached and for the
auditors’ report to be issued. Although the review may not cover all working
papers, it covers:
(a) all critical areas of judgement, especially any relating to difficult or

contentious matters identified during the audit.
(b) audit evidence relating to high risk areas; and
(c) any other areas which the audit engagement partner considers

important.

Audit engagement partners document the extent of their review and its timing
so as to demonstrate that is was completed before the auditors’ report was
signed.
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The audit engagement partner reads the auditors’ report, the financial
statements and the information issued with the financial statements” (Chitty,
2004).

Review notes recording questions or points raised in the course of the audit
need not be retained at the end of the audit provided that the working papers
have been updated thereto and, in particular, record the reasoning on all
significant matters which require the exercise of judgement.

2.132.132.132.132.13 INDEPENDENT REVIEWINDEPENDENT REVIEWINDEPENDENT REVIEWINDEPENDENT REVIEWINDEPENDENT REVIEW

Firms should ensure that:
(a) an independent review is undertaken for all audit engagements where

the audited entity is a listed company;
(b) policies setting out the circumstances in which an independent review

should be performed for other audit engagements, whether on the
grounds of the public interest or audit risk, are established;

(c) independent review should take place before the issue of the auditors’’
report in order to provide an objective, independent assessment of the
quality of the audit;

(d) Firms’ policies should set out in detail the manner in which this objective
is to be achieved; and

(e) The independent review is performed by one or more independent
partners having sufficient experience and authority to fulfil the role on
the particular engagement.

“The independent review involves consideration of the following matters
in order to assess the quality of the audit:
(i) the objectivity of the audit engagement partner and key audit

staff and the independence of the firm.  This normally includes a
review of the summary of factors that could be perceived as
threatening either, the audit team’s objectivity or the
independence of the firm;

(ii) The rigour of  the planning process including the analysis of the
key components of audit risk identified by the audit team and
the adequacy of the planned responses to those risks;

(iii) The results of audit work and the appropriateness of the key
judgements made, particularly in high risk areas;

(iv) The significance of any potential changes to the financial
statements that the firm is aware of but which the management
of the audited entity has declined to make;

(v) Whether all matters which may reasonably be judged by the
auditors to be important and relevant to the directors, identified
during the course of the audit, have been considered for reporting
to the board of directors and/or the audit committee (or their
equivalents); and

(vi) The appropriateness of the draft auditors’ report” (Chitty, 2004).

REGULATORY AND ETHICAL ISSUES



88

AUDIT AND  ASSURANCE

The independent review:
(a) Does not necessarily involve a detailed review of all audit working

papers, nor does it affect the responsibilities of the audit engagement
partner;

(b) Its purpose is to provide an independent assessment of the quality of
the audit, including the key decisions and significant judgements made;

(c) The extent of the review depends on the complexity of the engagement,
the risks associated with the audit and the experience of the audit;

(d) engagement partner and the audit staff;
(e) The independent review partner is involved sufficiently early to allow

for all materials matters identified during the review process to be dealt
with properly;

(f) Towards the end of the audit the independent partner considers the
adequacy of proposed disclosures in the financial statements relating
to significant matters identified during the course of the audit;

(g) In all cases, the independent review is complete before the issue of the
auditors’ report; and

(h) The scope and conclusions of the independent review are documented.

Monitoring
(a) Firms should appoint a senior audit partner to take responsibility for

monitoring the quality of audits carried out by the firm.
(b) The responsibility for monitoring the quality of audit performance is

different from the responsibility for the establishment of quality control
policy and processes. Wherever possible, the two responsibilities are
undertaken by different senior audit partners.

(c) The objective of monitoring reviews is to provide an independent
assessment of:
(i) the appropriateness of the auditors’ report, and the conduct of

the audit in accordance with auditing standards, ethical and other
regulatory requirements;

(ii) whether the firm’s own quality control policy and processes have
been applied in practice and appropriate consultation has taken
place in relation to difficult or contentious issues’ (Chitty, 2004).

The senior audit partner responsible for the monitoring process should:
(a) Develop procedures for the systematic review of the conduct of a  sample

of completed audit engagements. The review is undertaken by competent
individuals who, wherever possible, are independent of those performing
the audit.

(b) Develop appropriate course of action where failures are identified.
Courses of action may involve communication of the findings within the
firm, additional training and professional development.

(c) Ensure changes to the firm’s policies and procedures and disciplinary
action against those who repeatedly fail to comply with the firm’s
standards.
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Appendix  - Summary of Key Roles DescribedAppendix  - Summary of Key Roles DescribedAppendix  - Summary of Key Roles DescribedAppendix  - Summary of Key Roles DescribedAppendix  - Summary of Key Roles Described
Partner who takes responsibility for establishing quality control policy and
processes:
Must be: a senior audit partner of the firm
Cannot be: an external consultant

Partner who takes responsibility for monitoring the quality of audits:
Must be:  a senior audit partner (wherever possible a different partner to

the partner responsible for establishing quality control policy and
processes).

Cannot be: an external consultant Audit engagement partner.
Must be: a partner or other person in the firm who is authorised to issue

an auditors’ report on behalf of the firm.
Cannot be: the ‘independent partner’ for the audited entity or any other

entities in the same group of entities.

Individual who performs an ‘independent review’:
Must be:  an ‘independent partner’ with sufficient experience and authority

to fulfil the role; or a suitably qualified external consultant
Cannot be: a partner engaged in the performance of the audit or the provision

of  other services or with any other responsibilities for the audited
entity or any entities within the same group of entities

(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)

2.142.142.142.142.14 SUPERVISION AND MONITORING OF AUDITORSSUPERVISION AND MONITORING OF AUDITORSSUPERVISION AND MONITORING OF AUDITORSSUPERVISION AND MONITORING OF AUDITORSSUPERVISION AND MONITORING OF AUDITORS

FFFFFunctions and Runctions and Runctions and Runctions and Runctions and Responsibilityesponsibilityesponsibilityesponsibilityesponsibility
Audit engagement partners should ensure that audit work is directed, supervised
and reviewed in a manner that provides reasonable assurance that the work
has been performed competently.

Direction and SupervisionDirection and SupervisionDirection and SupervisionDirection and SupervisionDirection and Supervision
Direction of audit staff involves:
(a) Being informed of their responsibilities, the nature of the entity’s

business, accounting or auditing problems that may arise, and the
overall audit plan;

(b) Being encouraged to raise any questions they may have with more
experienced team members;

(c) Understanding the objectives of the work to avoid drawing inappropriate
conclusions as a result of misunderstandings; and

(d) Being educated on appropriate team-working and training.

Supervision is closely linked to ‘both direction and review and includes:
(a) Considering the progress of the audit;
(b) Considering whether audit staff have the competencies necessary to

perform the audit work expected of them and sufficient time to carry out
their work, whether they understand their instructions and whether the
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work is being carried out in accordance with the overall audit plan and
audit programme;

(c) Addressing significant accounting and auditing questions raised during
the audit, assessing their significance and modifying the overall audit
plan and audit programme as appropriate; and

(d) Identifying matters for further consideration during the audit.

Work performed by audit staff is reviewed by other more senior audit staff or
the audit engagement partner.  Reviewers consider whether:
(a) The work has been performed in accordance with the firm’s procedures

and in accordance with the audit programme;
(b) The work performed is adequate in light of the results obtained and has

been adequately documented;
(c) Significant audit matters have been raised for further consideration;
(d) Appropriate consultations have taken place and the results of  such

consultations have been documented;
(e) The objectives of the audit procedures have been achieved; and
(f) The conclusions are consistent with the results of the work performed.

Audit engagement partners perform an overall review of working papers. The
review is sufficient for them to be satisfied that the working papers contain
sufficient appropriate evidence to support the conclusions reached and for the
auditors’ report to be issued.  Although the review may not cover all working
papers, it covers:
(a) All critical areas of judgement, especially any relating to difficult or

contentious matters identified during the audit;
(b) Audit evidence relating to high risk areas; and
(c) Any other areas which the audit engagement partner considers

important.

Audit engagement partners document the extent of their review and its timing
so as to demonstrate that it was completed before the auditors’ report was
signed.

The audit engagement partner reads the auditors’ report, the financial
statements and the information issued with the financial statements’ (Chitty,
2004).

Review notes, recording questions or points raised in the course of the audit
need not be retained at the end of the audit provided that the working papers
have been updated thereto and, in particular, record the reasoning on all
significant matters which require the exercise of judgement.

MonitoringMonitoringMonitoringMonitoringMonitoring
Firms should appoint a senior audit partner to take responsibility for monitoring
the quality of audits carried out by the firm.
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The responsibility for monitoring the quality of audit performance is different
from the responsibility for the establishment of quality control policy and
processes. Wherever possible, the two responsibilities are undertaken by
different senior audit partners.

The objective of monitoring reviews is to provide an independent assessment
of:
(a) The appropriateness of the auditors’ report, and the conduct of the audit

in accordance with auditing standards, ethical and other regulatory
requirements; and

(b) Whether the firm’s own quality control policy and processes have been
applied in practice and appropriate consultation has taken place in
relation to difficult or contentious issues.

The senior audit partner responsible for the monitoring process:
(a) Develops procedures for the systematic review of the conduct of a sample

of completed audit engagements. The review is undertaken by competent
individuals who, wherever possible, are independent of those performing
the audit;

(b) Develops appropriate course of action where failures are identified.
Courses of action may involve communication of the findings within the
firm, additional training and professional development; and

(c) Ensures changes to the firm’s policies and procedures and disciplinary
action against those who repeatedly fail to comply with the firm’s
standards.

2.152.152.152.152.15 THREATHREATHREATHREATHREAT TO AUDITORS’ INDEPENDENCE AND THEIR RESOLT TO AUDITORS’ INDEPENDENCE AND THEIR RESOLT TO AUDITORS’ INDEPENDENCE AND THEIR RESOLT TO AUDITORS’ INDEPENDENCE AND THEIR RESOLT TO AUDITORS’ INDEPENDENCE AND THEIR RESOLUTIONSUTIONSUTIONSUTIONSUTIONS

The IFAC Code of Ethics for Professional Accountants gives a comprehensive
coverage of threats to auditors’ independence and their resolution. The Rules
of Professional Conduct for Members also cover the same topic. Excerpts of the
sections in the IFAC Code are adapted or reproduced in the following sections:

Threats to IndependenceThreats to IndependenceThreats to IndependenceThreats to IndependenceThreats to Independence
Independence is potentially affected by:
(a) self-interest,
(b) self-review,
(c) advocacy,
(d) familiarity and
(e) intimidation threats.

“Self-Interest Threat” refers to when a firm or a member of the assurance team
could benefit from a financial interest in, or other self-interest conflict with, an
assurance client.

Examples of circumstances that may create self-interest threat include:
(a) A direct financial interest or material indirect financial interest in an

assurance client;
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(b) A loan or guarantee to or from an assurance client or any of its directors
or officers;

(c) Undue dependence on total fees from an assurance client;
(d) Concern about the possibility of losing the engagement
(e) Having a close business relationship with an assurance client;
(f) Potential employment with an assurance client; and
(g) Contingent fees relating to assurance engagements.

“Self-Review Threat” occurs when:
(a) any product or judgement of a previous assurance engagement or non-

assurance engagement needs to be re-evaluated in reaching conclusions
on the assurance engagement; or

(b) when a member of the assurance team was previously a director or
officer of the assurance client, or was an employee in a position to exert
direct and significant influence over the subject matter of the assurance
engagement.

Examples of circumstances that may create self-review threat include:
(a) A member of the assurance team being, or having recently been, a

director or  officer of the assurance client;
(b) A member of the assurance team being, or having recently been, an

employee of the assurance client in a position to exert direct and
significant influence over the subject matter of the assurance
engagement;

(c) Performing services for an assurance client that directly affect the subject
matter of the assurance engagement; and

(d) Preparation of original data used to generate financial statements or
preparation of other records that are the subject matter of the assurance
engagement.

“Advocacy Threat” occurs when a firm, or a member of the assurance team,
promotes, or may be perceived to promote, an assurance client’s position or
opinion to the point that objectivity may, or may be perceived to be, compromised.
Such may be the case if a firm or a member of the assurance team were to
subordinate their judgement to that of the client.

Examples of circumstances that may create advocacy threat include:
(a) Dealing in, or being a promoter of, shares or other securities in an

assurance client; and
(b) Acting as an advocate on behalf of an assurance client in litigation or in

resolving disputes with third parties. “Familiarity Threat” occurs when,
by virtue of a close relationship with an assurance client, its directors,
officers or employees, a firm or a member of the assurance team becomes
too sympathetic to the client’s interests.

Examples of circumstances that may create familiarity threat include:
(a) A member of the assurance team having an immediate family member

or close family member who is a director or officer of the assurance
client;
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(b) A member of the assurance team having an immediate family member
or close family member who, as an employee of the assurance client, is
in a position to exert direct and significant influence over the subject
matter of the assurance engagement;

(c) A former partner of the firm being a director, officer of the assurance
client or an employee in a position to exert direct and significant
influence over the subject matter of the assurance engagement;

(d) Long association of a senior member of the assurance team with the
assurance client; and

(e) Acceptance of gifts or hospitality, unless the value is clearly insignificant,
from the assurance client, its directors, officers or employees.

“Intimidation Threat” occurs when a member of the assurance team may be
deterred from acting objectively and exercising professional scepticism by
threats, actual or perceived, from the directors, officers or employees of an
assurance client.

Examples of circumstances that may create intimidation threat include:
(a) Threat of replacement over a disagreement on the application of an

accounting principle; and
(b) Pressure to reduce inappropriately the extent of work performed in order

to reduce fees.

SafeguardsSafeguardsSafeguardsSafeguardsSafeguards
The firm and members of the assurance team have a responsibility to remain
independent by taking into account the context in which they practice the threats
to independence and the safeguards available to eliminate the threats or reduce
them to an acceptable level.

When threats are identified:
(a) Appropriate safeguards should be identified and applied to eliminate

the threats or reduce them to an acceptable level;
(b) This decision should be documented;
(c) The nature of the safeguards to be applied will vary depending upon

the circumstances;
(d) Consideration should always be given to what a reasonable and informed

third party having knowledge of all relevant information; including
safeguards applied, and would reasonably conclude to be unacceptable;
and

(e) The consideration will be affected by matters such as the significance of
the threat, the nature of the assurance engagement, the intended users
of the assurance report and the structure of the firm.

Safeguards fall into three broad categories:
(a) Safeguards created by the profession, legislation or regulation;
(b) Safeguards within the assurance client; and
(c) Safeguards within the firm’s own systems and procedures.
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The firm and the members of the assurance team should select appropriate
safeguards to eliminate or reduce threats to independence, other than those
that are clearly insignificant, to an acceptable level.

Safeguards created by the profession, legislation or regulation, include the
following:
(a) Educational, training and experience requirements for entry into the

profession;
(b) Continuing education requirements;
(c) Professional standards and monitoring and disciplinary processes;
(d) External review of a firm’s quality control system; and
(e) Legislation governing the independence requirements of the firm.

Safeguards within the assurance client include the following:
(a) When the assurance client’s management appoints the firm, persons

other than management ratify or approve the appointment;
(b) The assurance client has competent employees to make managerial

decisions;
(c) Policies and procedures that emphasise the assurance client’s

commitment to fair financial reporting;
(d) Internal procedures that ensure objective choices in commissioning non-

assurance engagements; and
(e) A corporate governance structure, such as an audit committee, that

provides appropriate oversight and communications regarding a firm’s
services.

Audit committees have an important corporate governance role when they are
independent of client management and, in performing their statutory role,
assist the board of directors in satisfying themselves that a firm of auditors is
independent in carrying out its audit role.

There should be regular communication between the firm and the audit
committee (or other governance body if there is no audit committee) of listed
entities, in the course of the audit, regarding relationships and other matters
that might, in the firm’s opinion, reasonably be thought to bear on independence.

The Companies and Allied Matters Act makes provision for the establishment
of audit committees and stipulates their functions. The audit committee shall
consist of an equal number of directors and representatives of the shareholders

of the company (subject to a maximum number of six members) and shall
examine the auditors’ report and make recommendations thereon to the annual
general meeting as it may think fit.

Firms should establish policies and procedures relating to independence,
communications with audit committees, or others charged with governance.

Safeguards within the firm’s own systems and procedures may include firm-
wide safeguards such as the following:
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(a) Firm leadership that stresses the importance of independence and the
expectation that members of assurance teams will act in the public
interest;

(b) Policies and procedures to implement and monitor quality control of
assurance engagements;

(c) Documented independence policies regarding the identification of
threats to independence, the evaluation of the significance of these
threats and the identification and application of safeguards to eliminate
or reduce the threats, other than those that are clearly insignificant to
an acceptable level;

(d) Internal policies and procedures to monitor compliance with firm policies
and procedures as they relate to independence;

(e) Policies and procedures that will enable the identification of interests
or relationships between the firm or members of the assurance team
and assurance clients;

(f) Policies and procedures to monitor and, if necessary, manage the reliance
on revenue received from a single assurance client;

(g) using different partners and teams with separate reporting lines for the
provision of non-assurance services to an assurance client;

(h) Policies and procedures to prohibit individuals who are not members of
the assurance team from influencing the outcome of the assurance
engagement;

(i) Timely communication of a firm’s policies and procedures, and any
changes thereto, to all partners and professional staff, including
appropriate training and education thereon;

(j) Designating a member of senior management as responsible for
overseeing the adequate functioning of the safeguarding system;

(k) Means of advising partners and professional staff of those assurance
clients and related entities from which they must be independent;

(l) A disciplinary mechanism to promote compliance with policies and
procedures; and

(m) Policies and procedures to empower staff to communicate to senior levels
within the firm any issue of independence and objectivity that concerns
them;this includes informing staff of the procedures open to them.

(n) Safeguards within the firm’s own systems and procedures may include
engagement specific safeguards such as the following:

(o) Involving an additional professional accountant to review the work done
or otherwise advise as necessary. This individual could be someone from
outside the firm, or someone within the firm or network firm who was
not otherwise associated with the assurance team;

(p) Consulting a third party, such as a committee of independent directors,
a professional regulatory body or another professional accountant;

(q) Rotation of senior personnel;
(r) Discussing independence issues with the audit committee or others

charged with governance;
(s) Disclosing to the audit committee, or others charged with governance,

the nature of services provided and extent of fees charged;
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(t) Policies and procedures to ensure members of the assurance team do
not make, or assume responsibility for, management decisions for the
assurance client;

(u) Involving another firm to perform or re-perform part of the assurance
engagement;

(v) Involving another firm to re-perform the non-assurance service to the
extent necessary to enable it to take responsibility for that service; and

(w) Removing an individual from the assurance team, when that
individual’s financial interests or relationships create a threat to
independence.

When the safeguards available, such as those described above, are insufficient
to eliminate the  threats to independence or to reduce them to an acceptable
level, or when a firm chooses not to eliminate the activities or interests creating
the threat, the only course of action available will be the refusal to perform, or
withdrawal from, the assurance engagement.

2.162.162.162.162.16 CONFLICTS OF INTERESTCONFLICTS OF INTERESTCONFLICTS OF INTERESTCONFLICTS OF INTERESTCONFLICTS OF INTEREST, BENEFICIAL SHAREHOLDING, FINANCIAL, BENEFICIAL SHAREHOLDING, FINANCIAL, BENEFICIAL SHAREHOLDING, FINANCIAL, BENEFICIAL SHAREHOLDING, FINANCIAL, BENEFICIAL SHAREHOLDING, FINANCIAL
INVOLINVOLINVOLINVOLINVOLVEMENT WITH OR IN THE AFFVEMENT WITH OR IN THE AFFVEMENT WITH OR IN THE AFFVEMENT WITH OR IN THE AFFVEMENT WITH OR IN THE AFFAIRS OF CLIENTS, PERSONALAIRS OF CLIENTS, PERSONALAIRS OF CLIENTS, PERSONALAIRS OF CLIENTS, PERSONALAIRS OF CLIENTS, PERSONAL
RELRELRELRELRELAAAAATIONSHIPS, AUDIT FEE, ETTIONSHIPS, AUDIT FEE, ETTIONSHIPS, AUDIT FEE, ETTIONSHIPS, AUDIT FEE, ETTIONSHIPS, AUDIT FEE, ETC.C.C.C.C.

The IFAC Code of Ethics for Professional Accountants gives a comprehensive
coverage of conflicts of interest. The Rules of Professional Conduct for Members
also cover the same topic. Excerpts of the sections in the IFAC Code are adapted
or reproduced in the following sections for clarity.

Loans and GuaranteesLoans and GuaranteesLoans and GuaranteesLoans and GuaranteesLoans and Guarantees
Ordinarily, banks and other financial institutions grant loans and advances to
their varied customers as part of their normal business. Members of the
assurance teams who are customers of such banks and other financial
institutions may be granted loans and advances in the ordinary course of
business. Loans and advances granted in the ordinary course of business may
not necessarily constitute a threat to the independence of the auditors, but there
are circumstances whereby such facilities granted may constitute a threat to
independence.

Loan to the FirmLoan to the FirmLoan to the FirmLoan to the FirmLoan to the Firm
A loan from, or a guarantee thereof, by an assurance client, that is, a bank or a
similar institution to the firm would not create a threat to independence,
provided:
(a) The loan is made under normal lending procedures, terms and

requirements; and
(b) The loan is immaterial to both the firm and the assurance client.

If the loan is material to the assurance client or the firm it may be possible,
through the application of safeguards, to reduce the self-interest threat created
to an acceptable level. Such safeguards might include:
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(a) Involving an additional professional accountant from outside the firm;
or

(b) Network firm, to review the work performed.

LLLLLoan to a Member of the Assurance Toan to a Member of the Assurance Toan to a Member of the Assurance Toan to a Member of the Assurance Toan to a Member of the Assurance Teameameameameam
A loan from, or a guarantee thereof, by an assurance client, that is, a bank or a
similar institution, to a member of the assurance team or their immediate
family would not create a threat to independence provided the loan is made
under normal lending procedures, terms and requirements. Examples of such
loans include:
(a) home mortgages;
(b) bank overdrafts;
(c) car loans; and
(d) credit card balances.

Deposits and brokerage accounts of a firm or member of the assurance team
with an assurance client.

In the same vein, deposits made by, or brokerage accounts of, a firm or a member
of the assurance team with an assurance client that is a bank, broker or similar
institution would not create a threat to independence provided the deposit or
account is held under normal commercial terms.

Examples of self-interest threat created that would be so significant that no
safeguard could reduce the threat to an acceptable level, unless the loan or
guarantee is immaterial to both the firm and the member of the assurance
team and the assurance client, are:
(a) If the firm, or a member of the assurance team, makes a loan to an

assurance client that is not a bank or similar institution, or guarantees
such an assurance client’s borrowing.

(b) if the firm or a member of the assurance team accepts a loan from, or
has borrowing guaranteed by, an assurance client that is not a bank or
similar institution.

Close Business Relationships with Assurance ClientsClose Business Relationships with Assurance ClientsClose Business Relationships with Assurance ClientsClose Business Relationships with Assurance ClientsClose Business Relationships with Assurance Clients
The Code of Ethics for Professional Accountants issued by the International
Federation of Accountants provides that:

“A close business relationship between a firm or a member of the assurance
team and the assurance client or its management, or between the firm, a
network firm and an audit client, will involve a commercial or common financial
interest and may create self-interest and intimidation threats”.

The following are examples of such relationships:
(a) Having a material financial interest in a joint venture with the assurance

client or a controlling owner, director, officer or other individual who
performs senior managerial functions for that client;
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(b) Arrangements to combine one or more services or products of the firm
with one or more services or products of the assurance client and to
market the package with reference to both parties; and

(c) Distribution or marketing arrangements under which the firm acts as a
distributor or marketer of the assurance client’s products or services, or
the assurance client acts as the distributor or marketer of the products
or services of the firm.

Case of an Audit ClientCase of an Audit ClientCase of an Audit ClientCase of an Audit ClientCase of an Audit Client
In the case of an audit client, unless the financial interest is immaterial and
the relationship is clearly insignificant to the firm, the network firm and the
audit client, no safeguards could reduce the threat to an acceptable level.

Case of Assurance Client which is not an Audit ClientCase of Assurance Client which is not an Audit ClientCase of Assurance Client which is not an Audit ClientCase of Assurance Client which is not an Audit ClientCase of Assurance Client which is not an Audit Client
In the case of an assurance client that is not an audit client, unless the financial
interest is immaterial and the relationship is clearly insignificant to the firm
and the assurance client, no safeguards could reduce the threat to an acceptable
level.

Consequently, in both these cases the only possible courses of action are to:
(a) Terminate the business relationship;
(b) Reduce the magnitude of the relationship so that the financial interest

is immaterial and the relationship is clearly insignificant; or
(c) Refuse to perform the assurance engagement.

Unless any such financial interest is immaterial and the relationship is clearly
insignificant to the member of the assurance team, the only appropriate
safeguard would be to remove the individual from the assurance team.

Case Involving an Interest Held by the firm or Member of the AssuranceCase Involving an Interest Held by the firm or Member of the AssuranceCase Involving an Interest Held by the firm or Member of the AssuranceCase Involving an Interest Held by the firm or Member of the AssuranceCase Involving an Interest Held by the firm or Member of the Assurance
TTTTTeam or Their Immediate Feam or Their Immediate Feam or Their Immediate Feam or Their Immediate Feam or Their Immediate Familyamilyamilyamilyamily
In the case of an audit client, business relationships involving an interest held
by the firm, a network firm or a member of the assurance team or their
immediate family in a closely held entity when the audit client or a director or
officer of the audit client, or any group thereof, also has an interest in that
entity, do not create threats to independence provided:
(a) The relationship is clearly insignificant to the firm, the network firm

and the audit client;
(b) The interest held is immaterial to the investor, or group of investors; and
(c) The interest does not give the investor, or group of investors, the ability

to control the closely held entity.

Purchase of Goods and Services from an Assurance Client by the FirmPurchase of Goods and Services from an Assurance Client by the FirmPurchase of Goods and Services from an Assurance Client by the FirmPurchase of Goods and Services from an Assurance Client by the FirmPurchase of Goods and Services from an Assurance Client by the Firm
or a Member of the Assurance Tor a Member of the Assurance Tor a Member of the Assurance Tor a Member of the Assurance Tor a Member of the Assurance Teameameameameam
The purchase of goods and services from an assurance client by the firm (or
from an audit client by a network firm) or a member of the assurance team
would not generally create a threat to independence provided the transaction
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is in the normal course of business and on an arm’s length basis. However,
such transactions may be of a nature or magnitude so as to create a self-interest
threat.  If the threat created is other than clearly insignificant, safeguards should
be considered and applied as necessary to reduce the threat to an acceptable
level.  Such safeguards might include:
(a) Eliminating or reducing the magnitude of the transaction;
(b) Removing the individual from the assurance team;  or
(c) Discussing the issue with those charged with governance, such as the

audit committee.

FFFFFamily and Pamily and Pamily and Pamily and Pamily and Personal Rersonal Rersonal Rersonal Rersonal Relationshipselationshipselationshipselationshipselationships
The Code of Ethics for Professional Accountants issued by the International
Federation of Accountants further provides that:

“Family and personal relationships between a member of the assurance team
and a director, an officer or certain employees, depending on their role, of the
assurance client, may create self-interest, familiarity or intimidation threats.
It is impracticable to attempt to describe in detail the significance of the threats
that such relationships may create. The significance will depend upon a number
of factors including the individual’s responsibilities on the assurance
engagement, the closeness of the relationship and the role of the family member
or other individual within the assurance client.  Consequently, there is a wide
spectrum of circumstances that will need to be evaluated and safeguards to be
applied to reduce the threat to an acceptable level as discussed below”.

When an immediate family member of a member of the assurance team is a
director, an officer or an employee of the assurance client in a position to exert
direct and significant influence over the subject matter of the assurance
engagement, or in such a position during any period covered by the
engagement, the threats to independence can only be reduced to an acceptable
level by removing the individual from the assurance team. The closeness of
the relationship is such that no other safeguard could reduce the threat to
independence to an acceptable level.

If application of this safeguard is not used, the only course of action is to
withdraw from the assurance engagement. For example, in the case of an audit
of financial statements, if the spouse of a member of the assurance team is an
employee in a position to exert direct and significant influence on the
preparation of the audit client’s accounting records or financial statements,
the threat to independence could only be reduced to an acceptable level by
removing the individual from the assurance team.

When a close family member of a member of the assurance team is a director,
an officer, or an employee of the assurance client in a position to exert direct
and significant influence over the subject matter of the assurance engagement,
threats to independence may be created. The significance of the threats will
depend on factors such as:
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(a) The position, the close family member holds with the client; and
(b) The role of the professional accountant on the assurance team.

The significance of the threat should be evaluated and, if the threat is other
than clearly insignificant, safeguards should be considered and applied as
necessary to reduce the threat to an acceptable level. Such safeguards might
include:
(a) Removing the individual from the assurance team;
(b) Where possible, structuring the responsibilities of the assurance team

so that the professional does not deal with matters that are within the
responsibility of the close family member; or

(c) Policies and procedures to empower staff to communicate to senior levels
within the firm any issue of independence and objectivity that concerns
them.

In addition, self-interest, familiarity or intimidation threats may be created
when a person who is other than an immediate or close family member of a
member of the assurance team, has a close relationship with the member of
the assurance team and is a director, an officer or an employee of the assurance
client in a position to exert direct and significant influence over the subject
matter of the assurance engagement.

Therefore, members of the assurance team are responsible for identifying any
such persons and for consulting in accordance with firm procedures. The
evaluation of the significance of any threat created and the safeguards
appropriate to eliminate the threat or reduce it to an acceptable level, will
include considering matters such as the closeness of the relationship and the
role of the individual within the assurance client.

Consideration should be given to whether self-interest, familiarity or
intimidation threats may be created by a personal or family relationship
between a partner or employee of the firm who is not a member of the assurance
team and a director, an officer or an employee of the assurance client in a
position to exert direct and significant influence over the subject matter of the
assurance engagement. Therefore partners and employees of the firm are
responsible for identifying any such relationships and for consulting in
accordance with firm procedures. The evaluation of the significance of any
threat created and the safeguards appropriate to eliminate the threat or reduce
it to an acceptable level will include considering matters such as the closeness
of the relationship, the interaction of the firm professional with the assurance
team, the position held within the firm, and the role of the individual within
the assurance client.

An inadvertent violation of this section as it relates to family and personal
relationships would not impair the independence of a firm or a member of the
assurance team when:
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(a) The firm has established policies and procedures that require all
professionals to report promptly to the firm any breaches resulting from
changes in the employment status of their immediate or close family
members or other personal relationships that create threats to
independence;

(b) Either the responsibilities of the assurance team are re-structured so
that the professional does not deal with matters that are within the
responsibility of the  person with whom he or she is related or has a
personal relationship, or, if this is not possible, the firm promptly removes
the professional from the assurance engagement; and

(c) Additional care is given to reviewing the work of the professional.

When an inadvertent violation of this section relating to family and personal
relationships has occurred, the firm should consider whether any safeguards
should be applied. Such safeguards might include:
(a) Involving an additional professional accountant who did not take  part

in the assurance engagement to review the work done by the member of
the assurance team; or

(b) Excluding the individual from any substantive decision-making
concerning the assurance engagement.

Employment with Assurance ClientsEmployment with Assurance ClientsEmployment with Assurance ClientsEmployment with Assurance ClientsEmployment with Assurance Clients
“A firm or a member of the assurance team’s independence may be threatened
if a director, an officer or an employee of the assurance client in a position to
exert direct and significant influence over the subject matter of the assurance
engagement, has been a member of the assurance team or partner of the firm.
Such circumstances may create self-interest, familiarity and intimidation
threats particularly when significant connections remain between the
individual and his or her former firm. Similarly, a member of the assurance
team’s independence may be threatened when an individual participates in
the assurance engagement knowing, or having reason to believe, that he or
she is or may, join the assurance client some time in the future”. If a member
of the assurance team, partner or former partner of the firm has joined the
assurance client, the significance of the self-interest, familiarity or intimidation
threats created will depend upon the following factors:
(a) The position the individual has taken at the assurance client;
(b) The amount of any involvement the individual will have with the

assurance team;
(c) The length of time that has passed since the individual was a member

of the assurance team or firm; and
(d) The former position of the individual within the assurance team or firm.

The significance of the threat should be evaluated and, if the threat is other
than clearly insignificant, safeguards should be considered and applied as
necessary to reduce the threat to an acceptable level.  Such safeguards might
include:

REGULATORY AND ETHICAL ISSUES
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(a) Considering the appropriateness or necessity of modifying the assurance
plan for the assurance engagement; or

(b) Assigning an assurance team to the subsequent assurance engagement
that is of sufficient experience in relation to the individual who has
joined the assurance client.

In the course of their work, auditors may provide advice on sources of capital
that meet the client specifications or criteria, and provide structuring advice
and assist a client in analysing the accounting effects of proposed transactions.

Safeguards that should be considered include:
(a) Policies and procedures to prohibit individuals assisting the assurance

client from making managerial decisions on behalf of the client;
(b) Using professionals who are not members of the assurance team to

provide the services; and
(c) Ensuring the firm does not commit the assurance client to the terms of

any transaction or consummate a transaction on behalf of the client.

FEES AND PRICINGFEES AND PRICINGFEES AND PRICINGFEES AND PRICINGFEES AND PRICING

FFFFFees - Rees - Rees - Rees - Rees - Relative Sizeelative Sizeelative Sizeelative Sizeelative Size
When the total fees generated by an assurance client represent a large
proportion of a firm’s total fees, the dependence on that client or client group
and concern about the possibility of losing the client may create a self-interest
threat”.

The significance of the threat will depend upon factors such as:
(a) The structure of the firm; and
(b) Whether the firm is well established or newly created.
(c) The significance of the threat should be evaluated and, if the threat is

other than clearly insignificant, safeguards should be considered and
applied as necessary to reduce the threat to an acceptable level. Such
safeguards might include:
(i) Discussing the extent and nature of  fees charged with the audit

committee, or others charged with governance;
(ii) Taking steps to reduce dependency on the client;
(iii) External quality control reviews; and
(iii) Consulting a third party, such as a professional regulatory body

or another professional accountant.

A self-interest threat may also be created when the fees generated by the
assurance client represent a large proportion of the revenue of an individual
partner.  The significance of the threat should be evaluated and, if the threat is
other than clearly insignificant, safeguards should be considered and applied
as necessary to reduce the threat to an acceptable level.

Such safeguards might include:
(a) Policies and procedures to monitor and implement quality control of

assurance engagements; and
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(b) Involving an additional professional accountant who was not a member
of the assurance team to review the work done or otherwise advise as
necessary.

FFFFFees - Overees - Overees - Overees - Overees - Overdueduedueduedue
“A self-interest threat may be created if fees due from an assurance client for
professional services remain unpaid for a long time, especially if a significant
part is not paid before the issue of the assurance report for the following year.

Generally the payment of such fees should be required before the report is
issued”.  The following safeguards may be applicable:
(a) Discussing the level of outstanding fees with the audit committee, or

others charged with governance;
(b) Involving an additional professional accountant who did not take part

in the assurance engagement to provide advice or review the work
performed; and

(c) The firm should also consider whether the overdue fees might be
regarded as being equivalent to a loan to the client and whether, because
of the significance of the overdue fees, it is appropriate for the firm to be
re-appointed.

PricingPricingPricingPricingPricing
When a firm obtains an assurance engagement at a significantly lower fee
level than that charged by the predecessor firm, or quoted by other firms, the
self-interest threat created will not be reduced to an acceptable level unless:
(a) The firm is able to demonstrate that appropriate time and qualified

staff are assigned to the task; and
(b) All applicable assurance standards, guidelines and quality control

procedures are being complied with.

Contingent FContingent FContingent FContingent FContingent Feeseeseeseesees
“Contingent fees are fees calculated on a predetermined basis relating to the
outcome or result of a transaction or the result of the work performed.  For the
purposes of this section, fees are not regarded as being contingent if a court or
other public authority has established them.

A contingent fee charged by a firm in respect of an assurance engagement
creates self-interest and advocacy threats that cannot be reduced to an
acceptable level by the application of any safeguard.

Accordingly, a firm should not enter into any fee arrangement for an assurance
engagement under which the amount of the fee is contingent on the result of
the assurance work or on items that are the subject matter of the assurance
engagement.

A contingent fee charged by a firm in respect of a non-assurance service
provided to an assurance client, may also create self-interest and advocacy
threats.

REGULATORY AND ETHICAL ISSUES
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If the amount of the fee for a non-assurance engagement was agreed to, or
contemplated, during an assurance engagement and was contingent on the
result of that assurance engagement, the threats could not be reduced to an
acceptable level by the application of any safeguard.

Accordingly, the only acceptable action is not to accept such arrangements”.
For other types of contingent fee arrangements, the significance of the threats
created will depend on factors such as:
(a) The range of possible fee amounts;
(b) The degree of variability;
(c) The basis on which the fee is to be determined;
(d) Whether the outcome or result of the transaction is to be reviewed by an

independent third party; and
(e) The effect of the event or transaction on the assurance engagement.

The significance of the threats should be evaluated and, if the threats are other
than clearly insignificant, safeguards should be considered and applied as
necessary to reduce the threats to an acceptable level.  Such safeguards might
include:
(a) Disclosing to the audit committee, or others charged with governance,

the nature and extent of fees charged;
(b) Review or determination of the final fee by an unrelated third party; or
(c) Quality and control policies and procedures.

Gifts and HospitalityGifts and HospitalityGifts and HospitalityGifts and HospitalityGifts and Hospitality
“Accepting gifts or hospitality from an assurance client my create self-interest
and familiarity threats.  When a firm or a member of the assurance team accepts
gifts or hospitality, unless the value is clearly insignificant, the threats to
independence cannot be reduced to an acceptable level by the application of
any safeguard.  Consequently, a firm or a member of the assurance team should
not accept such gifts or hospitality”.

Actual or Threatened LitigationActual or Threatened LitigationActual or Threatened LitigationActual or Threatened LitigationActual or Threatened Litigation
“When litigation takes place, or appears likely, between the firm or a member
of the assurance team and the assurance client, a self-interest or intimidation
threat may be created.

The relationship between client management and the members of the assurance
team must be characterised by complete candor and full disclosure regarding
all aspects of a client’s business operations. The firm and the client’s
management may be placed in adversarial positions by litigation, affecting
management’s willingness to make complete disclosures and the firm may
face a self-interest threat”. The significance of the threat created will depend
upon such factors as:
(a) The materiality of the litigation;
(b) The nature of the assurance engagement; and
(c) Whether the litigation relates to a prior assurance engagement.
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Once the significance of the threat has been evaluated, the following safeguards
should be applied, if necessary, to reduce the threats to an acceptable level:
(a) Disclosing to the audit committee, or others charged with governance,

the extent and nature of the litigation;
(b) If the litigation involves a member of the assurance team, removing

that individual from the assurance team; or
(c) Involving an additional professional accountant in the firm who was

not a member of the assurance team to review the work done or otherwise
advise as necessary.

If such safeguards do not reduce the threat to an appropriate level, the only
appropriate action is to withdraw from, or refuse to accept,the assurance
engagement.

Resolution of Ethical ConflictsResolution of Ethical ConflictsResolution of Ethical ConflictsResolution of Ethical ConflictsResolution of Ethical Conflicts
From time to time professional accountants encounter situations which give
rise to conflicts of interest.  Such conflicts may arise in a wide variety of ways,
arranging from the relatively trivial dilemma to the extreme case of fraud and
similar illegal activities. The professional accountant should be constantly
conscious of and be alert to factors which give rise to conflicts of interest. It
should be noted that an honest difference of opinion between professional
accountant and another party is not in itself an ethical issue. However, the
facts and circumstances of each case need investigation by the parties
concerned.

It is recognised, however, that there can be particular factors which occur when
the responsibilities of a professional accountant may conflict with internal or
external demands of one type or another. Hence:
(a) There may be the danger of pressure from an overbearing supervisor,

manager, director or partner; or when there are family or personal
relationships which can give rise to the possibility or pressures being
exerted upon them. Indeed, relationship or interests which could
adversely influence, impair or threaten a professional accountant’s
integrity should be discouraged;

(b) A professional accountant may be asked to act contrary to technical and/
or professional standards;

(c) A question of divided loyalty as between the professional accountant’s
superior and the required professional standards of conduct could occur;
and

(d) Conflict could arise when misleading information is published which
may be to the advantage of the employer or client and which may not
benefit the professional accountant as a result of such publication.

“In applying standards of ethical conduct professional accountants may
encounter problems in identifying unethical behaviour or in resolving an ethical
conflict.  When faced with significant ethical, professional accountants should
follow the established policies of the employing organisation to seek a resolution
of such conflict”.

REGULATORY AND ETHICAL ISSUES
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If those policies do not resolve the ethical conflict, the following should be
considered:
(a) Review the conflict problem with the immediate superior. If the problem

is not resolved with the immediate superior and the professional
accountant determines to go to the next managerial level,  the immediate
superior should be notified of the decision. If it appears that the superior
is involved in the conflict problem, the professional accountant should
raise the issue with the next higher level of management. When the
immediate is the Chief Executive Officer (or equivalent) the next higher
reviewing level may be the Executive Committee, Board of Directors,
Non-Executive Directors, Trustee, Partners’ Management Committee or
Shareholders;

(b) Seek counselling and advice on a confidential basis with an independent
advisor or the applicable professional accountancy body to obtain an
understanding of possible courses of action; and

(c) If the ethical conflict still exists fully exhausting all levels of internal
review, the professional accountant as a last resort may have no other
recourse on significant matters (e.g. fraud) resign and submit an
information memorandum to an appropriate representative of that
organisation.

In Nigeria, the banking laws and regulations require cases of fraud to be
reported to the regulatory authorities.

Any professional accountant in a senior position should endeavour to ensure
that policies are established within his or her employing organisation to seek
resolution of conflicts.

The professional bodies should provide confidential counselling and advice to
members who experience ethical conflicts. The Institute of Chartered
Accountants of Nigeria requires a member who is in doubt as to his or her
ethical position in any matter to seek advice of the Institute through the
Registrar/Chief Executive.

2.172.172.172.172.17 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

This Chapter extensively dealt with provisions of the Companies and Allied
Matters Act 2004 on auditors’ appointment, duties, remuneration, rights and
obligations, etc; Provisions of Insurance, Pension Reforms, Nigerian Accounting
Standards Board, Securities and Exchange Commission, Nigeria Deposit
Insurance Corporation and Central Bank of Nigeria Acts which are relevant to
the auditor on the conduct of an audit exercise.

The various professional pronouncements in respect of guidelines, standards,
code of ethics, and general conduct for Professional Accountants issued by the
Institute of Chartered Accountants of Nigeria (ICAN) and the International
Federation of Accountants (IFAC) were fully discussed.
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Readers are also provided with the opportunity of familiarising themselves
with an up-to-date Local and International Auditing Standards/Guidelines to
be followed while carrying out an audit assignment.

The need for quality control as regards Working Papers, Audit Personnel’s
supervision/monitoring, independent and peer review were also treated.

Finally, the chapter is concluded with discussions on issues on threats to auditors
independence and their resolutions, conflict of interest including beneficial
shareholding and financial involvement of an auditor in client’s affairs.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.

2.182.182.182.182.18 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

2.18.12.18.12.18.12.18.12.18.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. The Companies and Allied Matters Act provides that every company shall
at each annual general meeting appoint an auditor or auditors to audit the
financial statements of the company, and to hold office from the conclusion
of that, until the conclusion of the next, annual general meeting.
(A) The auditor should hold office in perpetuity
(B) The auditor should participate in the tendering process annually
(C) True
(D) False
(E) The provision has recently been repealed.

2. The Banks and Other Financial Institutions Act provides that a bank shall
not later than four months after the end of its financial year cause to be
published in a daily newspaper printed in and circulating in Nigeria and
approved by the Central Bank; copies of the bank’s balance sheet and
profit and loss account duly signed
(A) True
(B) Untrue
(C) The accounts may be published any time before the end of the

next financial year
(D) The provisions of the Companies and Allied Matters Act supersede

those of the Banks and Other Financial Institutions Act, in this
respect

(E) The accounting standards supersede the Banks and Other Financial
Institutions Act.

 3. The Nigeria Deposit Insurance Corporation (NDIC), was established as part
of the reform measures taken to strengthen the safety net for the banking
sector following the introduction in 1986 of a major economic reform
programme, the Structural Adjustment Programme (SAP) by  government
to correct the observed imbalances in the economy.
(A) True
(B) Untrue
(C) SAP was approved by the National Assembly
(D) NDIC is a parastatal of the Nigerian Stock Exchange
(E) NDIC is a subsidiary of Central Bank of Nigeria.

REGULATORY AND ETHICAL ISSUES
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4. Quality control policy and processes are designed to provide reasonable
assurance as to the appropriateness of the auditors’ report and of adherence
to auditing standards, ethical and other regulatory requirements
(A) True
(B) Untrue
(C) Quality control is not required on audit of quoted companies.
(D) Regulatory authorities are responsible for quality control.
(E) Since financial statements are published, they pass the quality

control test.

5. Wider quality assurance objectives may be achieved by the auditors by
discussing audit performance with
(A) boards of directors,
(B) audit committees (where they exist)
(C) senior management
(D) regulatory authorities
(E) board of directors, audit committees and senior management.

2.18.22.18.22.18.22.18.22.18.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

(1) State the circumstances in which the remuneration of the auditors of a
company may be fixed by the directors

(2) Where a company suffers loss or damage as a result of the failure of its
auditor to discharge the fiduciary duty imposed on him, what options are
available under the Companies and Allied Matters Act to the directors?

(3) In which circumstances shall a person not be eligible for appointment as
the approved auditor of a bank under the Banks and Other Financial
Institutions Act?

(4) The Nigerian Accounting Standards Board Act 2003 seeks to promote and
enforce compliance with the accounting standards to be observed in the
preparation of financial statements. NASB Act 2003 prescribes stiff penalties
for non-compliance with accounting standards issued by the NASB. State
three penalties prescribed by the Act.

(5) Family and personal relationships between a member of the assurance
team and a director, an officer or certain employees, depending on their
role, of the assurance client, may create self-interest, familiarity or
intimidation threats. State what the audit firm should do to reduce the
threats to independence to an acceptable level.

Refer to Suggested Solutions in Appendix I on page 301.
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INTERNAL AUDIT AND CONTROLINTERNAL AUDIT AND CONTROLINTERNAL AUDIT AND CONTROLINTERNAL AUDIT AND CONTROLINTERNAL AUDIT AND CONTROL

3.03.03.03.03.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to:

! Understand the scope and objectives of internal audit.

! Review the relationship between external and internal audits.

! Understand Internal Control Systems.

! Explore the options, opportunities and challenges for outsourcing the internal audit

function.

3.13.13.13.13.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

At the planning stage of an audit, the external auditors should consider the
activities of internal audit and their effect, if any, on external audit procedures.
This chapter considers the scope and objectives of internal audit. The scope
and objectives of internal audit vary widely and depend on the size and
structure of the entity and the requirements of its management and directors.

The student taking professional examinations of the Institute of Chartered
Accountants of Nigeria should have understanding of the separate roles of
internal audit and external audit, and how they are interrelated. It is important
to know that the role of internal audit is determined by management and the
directors who set its objectives. However, the external auditors are engaged to
report independently on the financial statements; their role is statutory in nature.

The external auditors’ primary concern is whether the financial statements are
free of material misstatement. The internal audit function’s objectives vary
according to the requirements of management and the directors and, generally,
less emphasis is placed on materiality consideration.

The means of achieving their respective objectives are often similar and thus
certain of the work of internal auditors may be useful in determining the nature,
and timing of external audit procedures. If an entity has an audit committee,
monitoring the activities of the internal audit function and the relationship
between the entity’s internal and external auditors is often one of that
committee’s responsibilities.

As part of the planning of an audit, an auditor should have understanding of
the accounting and internal control systems sufficient to plan the audit and
develop an effective audit approach.

33333



110

AUDIT AND  ASSURANCE

The auditor should use professional judgement to assess the components of
audit risk and to design audit procedures to ensure it is reduced to an acceptably
low level.

Auditors are only concerned with those policies and procedures within the
accounting and internal control systems that are relevant to the financial
statement assertions. The understanding of relevant aspects of the accounting
and internal control systems, together with the inherent and control risk
assessment, enables auditors to:
(a) assess the adequacy of the accounting system as a basis for preparing

the financial statements;
(b) identify the types of potential misstatements, that could occur in the

financial statements;
(c) Consider factors that affect the risk of misstatements; and
(d) Design appropriate audit procedures.

The learning objectives of this chapter have been carefully considered in
structuring the topics in this chapter. A careful study of this chapter will enable
the reader to understand the scope and objectives of internal audit, understand
the relationship between external and internal audits as well as internal control
systems. At the end of this chapter, the reader should be able to answer typical
examination questions on internal audit and control.

3.23.23.23.23.2 SCOPE AND OBJECTIVES OF INTERNAL AUDITSCOPE AND OBJECTIVES OF INTERNAL AUDITSCOPE AND OBJECTIVES OF INTERNAL AUDITSCOPE AND OBJECTIVES OF INTERNAL AUDITSCOPE AND OBJECTIVES OF INTERNAL AUDIT

The APB statement of auditing standard 500 is titled “Considering the work of
internal audit”

At the planning stage of an audit, the external auditors should consider the
activities of internal audit and their effect, if any, on external audit procedures

The standard describes ‘Internal audit’ as an appraisal or monitoring activity
established by management and the directors for the review  of the accounting
and internal control systems as a service to the  entity. Internal audit functions
by:
(a) examining,
(b) evaluating and reporting to management and the directors on the

adequacy and effectiveness of components of the accounting and internal
control systems.

The external auditors have sole responsibility for:
(a) The audit opinion expressed;
(b) Determining the nature, timing and extent of external audit procedures;
(c) All judgements relating to the audit of the financial statements of the

external auditors;
(d) That responsibility is not reduced by any use, made of internal audit

work; and
(e) However, internal audit work may serve to provide external auditors

with audit evidence.
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“The scope and objectives of internal audit vary widely and depend on the size
and structure of the entity and the requirements of its management and
directors.

Generally, internal audit activities include one or more of the following:
(a) Review of the accounting and internal control systems: the establishment

of adequate accounting and internal control systems is a responsibility
of management and the directors which demands proper attention on a
continuous basis. Often internal audit is assigned specific responsibility
for reviewing, the design of the systems, monitoring their operation and
recommending improvements thereto;

(b) Examination of financial and operating information: this may include
review of the means used to identify, measure, classify and report such
information and specific enquiry, into individual items including detailed
testing of transactions, balances and procedures;

(c) Review of the economy, efficiency and effectiveness of operations
including non-financial controls of an organisation;

(d) Review of compliance with laws, regulations and other external
requirements and with internal policies and directives and other
requirements including appropriate authorisation of  transactions; and

(e) Special investigations into particular areas, for example suspected
fraud” (Chitty, 2004).

3.33.33.33.33.3 REVIEW OF THE RELREVIEW OF THE RELREVIEW OF THE RELREVIEW OF THE RELREVIEW OF THE RELAAAAATIONSHIP BETWEEN EXTERNAL AND INTERNALTIONSHIP BETWEEN EXTERNAL AND INTERNALTIONSHIP BETWEEN EXTERNAL AND INTERNALTIONSHIP BETWEEN EXTERNAL AND INTERNALTIONSHIP BETWEEN EXTERNAL AND INTERNAL
AUDITSAUDITSAUDITSAUDITSAUDITS

Roles of External Audit and Internal AuditRoles of External Audit and Internal AuditRoles of External Audit and Internal AuditRoles of External Audit and Internal AuditRoles of External Audit and Internal Audit
The role of internal audit is determined by management and the directors who
set its objectives. External auditors are engaged to report independently on the
financial statements; their role is statutory. The external auditors’ primary
concern is whether the financial statements are free of material misstatement.

The internal audit function’s objectives vary according to the requirements of
management and the directors, and generally, less emphasis is placed on
materiality consideration.

Evaluating Specific Internal Audit WorkEvaluating Specific Internal Audit WorkEvaluating Specific Internal Audit WorkEvaluating Specific Internal Audit WorkEvaluating Specific Internal Audit Work
APB SAS 500 on ‘Considering the work of internal audit’ further states that
“when the external auditors use specific internal audit work to reduce the extent
of their audit procedures, they should evaluate that work to confirm its adequacy
for their purposes”.

‘The evaluation of specific internal audit work involves consideration of the
adequacy of the scope of work and related audit programmes and whether the
assessment of the internal audit function remains appropriate. This evaluation
may include consideration of whether:

INTERNAL AUDIT AND CONTROL
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(a) the work is performed by persons having adequate technical training
and proficiency as internal auditors;

(b) the work of assistants is properly supervised, reviewed and  documented;
(c) sufficient appropriate audit evidence is obtained to afford a reasonable

basis for the conclusions reached;
(d) the conclusions reached are appropriate in the circumstances;
(e) any reports prepared by internal audit are consistent with the results of

the work performed;
(f) any exceptions or unusual matters disclosed by internal audit are

properly resolved;
(g) amendments to the external audit programme are required as result of

matters identified by internal audit work; and
(h) there is a need to test the work of internal audit to confirm its adequacy

(Chitty, 2004).

The nature, timing and extent of the testing, if any, of the specific internal
audit work which the external auditors consider necessary depends on:
(a) Their judgement as to the risk and materiality of the area concerned;
(b) The assessment of the internal audit function; and
(c) The results of the other evaluation procedures.

Such tests may include examination of items already examined by internal
audit, examination of other similar items and observation of internal audit
procedures.

In the event that the external auditors conclude that the internal audit work is
not adequate for their purposes:
(a) They extend their procedures beyond those originally planned; and
(b) Ensure that sufficient appropriate audit evidence, is obtained to support

the conclusions reached.

3.43.43.43.43.4 ACCOUNTING AND INTERNAL CONTROL SYSTEMS AND AUDIT RISKACCOUNTING AND INTERNAL CONTROL SYSTEMS AND AUDIT RISKACCOUNTING AND INTERNAL CONTROL SYSTEMS AND AUDIT RISKACCOUNTING AND INTERNAL CONTROL SYSTEMS AND AUDIT RISKACCOUNTING AND INTERNAL CONTROL SYSTEMS AND AUDIT RISK
ASSESSMENTSASSESSMENTSASSESSMENTSASSESSMENTSASSESSMENTS

As part of the planning of an audit, an auditor should:
(a) Obtain an understanding of the accounting and internal control systems

sufficient to plan the audit and develop an effective audit approach;
and

(b) Use professional judgement to assess the components of audit risk and
to design audit procedures to ensure it is reduced to an acceptably low
level.

The following definitions are contained in APB Statement of Auditing Standard
300 on ‘Accounting and internal control systems and audit risk assessments’:

‘‘‘‘‘AAAAAudit risk’udit risk’udit risk’udit risk’udit risk’ means the risk that auditors may give an inappropriate audit
opinion on financial statements. Audit risk has three components: inherent
risk, control risk and detection risk.
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‘Inherent risk’‘Inherent risk’‘Inherent risk’‘Inherent risk’‘Inherent risk’ is the susceptibility of an account balance or class of
transactions to material misstatement, either individual or when aggregated
with misstatements in other balances or classes, irrespective of related internal
controls.

‘Control risk’‘Control risk’‘Control risk’‘Control risk’‘Control risk’ is the risk that a misstatement could occur in an account balance
or class of transactions and that could be material, either individually or when
aggregated with misstatements in other balances or classes, would not be
prevented, or detected and corrected on a timely basis by the accounting and
internal control systems.

‘Detection risk’‘Detection risk’‘Detection risk’‘Detection risk’‘Detection risk’ is the risk that auditors’ substantive procedures (tests of
details of transactions and balances or analytical procedures) do not detect a
misstatement that exists in an account balance or class of transactions that
could be material, either individually or when aggregated with misstatements
in other balances or classes.

‘‘‘‘‘Accounting system’ Accounting system’ Accounting system’ Accounting system’ Accounting system’ means the series of tasks and records of an entity by
which transactions are processed as a means of maintaining financial records.
Such systems identify, assemble, analyse, calculate, classify, record,
summarise and report transactions and other events.

Internal control system comprises the control environment and control
procedures. It includes all the policies and procedures (internal controls)
adopted by the directors and management of an entity to assist in achieving
their objective of ensuring, as far as practicable, the orderly and efficient conduct
of its business, including adherence to internal policies, the safeguarding of
assets, the prevention and detection of fraud and error, the accuracy and
completeness of the accounting records, and timely preparation of reliable
financial information.

Internal controls may be incorporated within computerised accounting systems.
However, the internal control system extends beyond those matters which relate
directly to the accounting system.

Control environment means the overall attitude, awareness and actions of
directors and management regarding internal controls and their importance
in the entity.

The control environment encompasses the management style, and corporate
culture and values shared by all employees.  It  provides the background against
which the various other controls are operated. However, a strong control
environment does not, by itself, ensure the effectiveness of the overall internal
control system. Factors reflected in the control environment include:
(a) The philosophy and operating style of the directors and management;
(b) The entity’s organisational structure and methods of assigning authority

and responsibility (including segregation of duties and supervisory
controls); and

INTERNAL AUDIT AND CONTROL
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(c) The directors’ methods of imposing control, including the internal audit
function, the functions of the board of directors and personnel policies
and procedures.

Control procedures are those policies and procedures in addition to the control
environment which are established to achieve the entity’s specific objectives.
They include, in particular procedures designed to prevent or to detect and
correct errors. The latter may be a particular focus of high level controls in
small or owner-managed entities. Specific control procedures include:
(a) Approval and control of documents;
(b) Controls over computerised system and the information technology

environment;
(c) Checking the arithmetical accuracy of the records;
(d) Maintaining and reviewing control accounts and trial balances;
(e) Reconciliations;
(f) Comparing the results of cash, security and stock counts with accounting

records;
(g) Comparing internal data with external sources of information; and
(h) Limiting direct physical access to assets and records.

Auditors are only concerned with those policies and procedures within the
accounting and internal control systems that are relevant to the financial
statement assertions. The understanding of relevant aspects of the accounting
and internal control systems, together with the inherent and control risk
assessment enables auditors to:
(a) Assess the adequacy of the accounting system as a basis for preparing

the financial statements;
(b) Identify the types of potential misstatements that could occur in the

financial statements;
(c) Consider factors that affect the risk of misstatements; and
(d) Design appropriate audit procedures” (Chitty, 2004)

At the planning stage of the audit, the auditors should consider:
(a) The likelihood of error in the light of inherent risk; and
(b) The system of internal control (control risk) in order to determine the

extent of work and hence the level of detection risk required; to satisfy
themselves that the risk of error in the financial statements is sufficiently
low.

Inherent riskInherent riskInherent riskInherent riskInherent risk
APB SAS 300 on ‘Accounting and internal control systems’ states that “in
developing the audit approach and the detailed procedures, auditors should
assess inherent risk in relation to financial statement assertions, about material
account balances and classes of transactions, taking account of factors relevant
both to the entity as a whole and to the specific assertions”.
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In the absence of information to assess the inherent risk for a specific account
balance, or class of transactions, the auditors should assume that the inherent
risk is high. However, when an assessment results in the inherent risk not to be
high, the auditors must document the reasons and are able to reduce the work
which would otherwise have been carried out’ (Chitty, 2004).

To assess inherent risk:
(a) Auditors use their professional judgement to evaluate numerous factors

having regard to their experience of the entity from previous audits;
(b) Any controls established by management  to compensate for a high level

of inherent risk; and
(c) Their knowledge of any significant changes which have taken place.

Examples of the factors are:

At the entity level
(a) The integrity of directors and management;
(b) Management experience and knowledge and changes in management

during the period;
(c) Unusual pressures on directors or management, such as tight reporting

deadlines, market expectations or other circumstances that might
predispose them to misstate the financial statements;

(d) The nature of the entity’s business;
(e) Factors affecting the industry in which the entity operates.

At the account balance and class of transaction level:
(a) Financial statement accounts likely to be susceptible to misstatements;
(b) The complexity of underlying transactions and other events which might

require the use of the work of an expert;
(c) The degree of judgement involved in determining account balances;
(d) Susceptibility of assets to loss or misappropriation, for example, assets

which are highly desirable and movable such as cash;
(e) The quality of the accounting systems;
(f) The completion of unusual and complex transactions, particularly at or

near period end; and
(g) Transactions not subjected to ordinary processing (Chitty, 2004).

Accounting System and Control EnvironmentAccounting System and Control EnvironmentAccounting System and Control EnvironmentAccounting System and Control EnvironmentAccounting System and Control Environment
APB SAS 300 on ‘Accounting and internal control systems’ states that “in
planning the audit, auditors should obtain and document an understanding of
the accounting system and control environment sufficient to determine their
audit approach”.

Auditors obtain an understanding of the accounting system sufficient, to enable
them to identify and understand by documenting:
(a) major classes of transactions in the entity’s operations;
(b) how such transactions are initiated;

INTERNAL AUDIT AND CONTROL
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(c) significant accounting records, supporting documents and accounts in
the financial statements; and

(d) the accounting and financial reporting process, from the initiation of
significant transactions and other events to their inclusion in the financial
statements.

In order to assess the likely effectiveness of control procedures, the auditor
must have an understanding of the control environment.

A strong control environment, for example, one with strong budgetary controls
and an effective internal audit function, increases the effectiveness of control
procedures.

A small entity’s control environment may be strengthened by the close
involvement of the directors, including their review of financial information.

Based on their understanding of the accounting system and control environment:
(i) Auditors can make a preliminary assessment of the adequacy of the

system as a basis for the preparation of the financial statements; and
(ii) The likely mix of tests of control and substantive procedures.

An auditor must obtain an understanding of the accounting system, control
environment and control procedures (i.e. the systems) as one exercise. However,
in order to design and select the appropriate audit  tests, it may be necessary
for them to undertake additional work to obtain a more detailed understanding
of specific control procedures.

When seeking an understanding of the accounting systems and control
environment, sufficient to plan the audit the auditors should:
(a) Gain knowledge of the design and operation of the systems;
(b) Understand and assess inherent risks; and
(c) Perform ‘walk-through tests’ that is: tracing one or more transactions

through the accounting system and observing the application of relevant
aspects of the internal control system.

The nature, timing and extent of the procedures performed by auditors to obtain
an understanding of the systems vary, because of:
(a) Materiality considerations;
(b) The size and complexity of the entity;
(c) Their assessment of inherent risk;
(d) The complexity of the entity’s computer systems;
(e) The type of internal controls involved; and
(f) The nature of the entity’s documentation of specific internal controls.

Usually, the auditors’ understanding of the systems is obtained through previous
experience with the entity updated as necessary by:
(a) Enquiries of appropriate supervisory and other personnel at various

organisational levels within the entity, together with reference to
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documentation such as procedures manuals, job descriptions and
systems descriptions;

(b) Inspection of relevant documents and records produced by the systems;
and

(c) Observation of the entity’s activities and operations, including the
information technology function’s organisation, personnel performing
control procedures and the nature of transaction processing (Chitty, 2004).

Internal Controls and their Inherent LimitationsInternal Controls and their Inherent LimitationsInternal Controls and their Inherent LimitationsInternal Controls and their Inherent LimitationsInternal Controls and their Inherent Limitations
Internal controls established by the directors relating to the accounting system
are concerned with achieving objectives such as:
(a) Transactions are executed in accordance with proper, general or specific

authorisation;
(b) All transactions and other events are promptly recorded at the correct

amount, in the appropriate accounts and in the proper accounting period,
so as to permit preparation of financial statements in accordance with
the applicable reporting framework (e.g. relevant legislation and
applicable accounting standards);

(c) Access to assets is permitted only in accordance with proper
authorisation; and

(d) Recorded assets are compared with the existing assets at reasonable
intervals and appropriate action is taken with regard to any differences.

An internal control system can only provide the directors with reasonable
confidence that their objectives are reached because of inherent limitations
such as:
(a) The usual requirement that the cost of an internal control is not

disproportionate to the potential loss which may result from its absence;
(b) Most systematic internal controls tend to be directed at routine

transactions rather than non-routine transactions;
(c) The potential for human error due to carelessness,  distraction, mistakes

of judgement and the misunderstanding of instruction;
(d) The possibility of circumvention of internal controls through collusion

with parties outside or inside the entity;
(e) The possibility that a person responsible for exercising an internal control

could abuse that responsibility, for example by overriding an internal
control; and

(f) The possibility that procedures may become inadequate due to changes
in conditions or that compliance with procedures may deteriorate over
time (Chitty, 2004).

These factors indicate why auditors cannot obtain all their evidence from tests
of the system of internal control.

Control Risk in the Small BusinessControl Risk in the Small BusinessControl Risk in the Small BusinessControl Risk in the Small BusinessControl Risk in the Small Business
Auditors must obtain an appropriate level of audit evidence to support their
audit opinion regardless of the size of the entity.

INTERNAL AUDIT AND CONTROL
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However, many internal controls relevant to large entities are not practical in
the small business; for example, in small businesses accounting procedures
may be performed by few persons, who may have both operating and custodial
responsibilities and, consequently, segregation of duties may be severely
limited. Inadequate segregation of duties may, in some cases, be offset by other
control procedures and close involvement of an owner or manager in strong
supervisory controls where they have direct personal knowledge of the entity
and involvement in transactions though, this in itself may introduce other risks.
In circumstances where segregation of duties is limited and evidence of
supervisory controls is lacking, the audit evidence necessary to support the
auditors’ opinion on the financial statements may have to be obtained entirely
through the performance of substantive procedures and any audit work carried
out in the course of preparing the financial statements.

Control RiskControl RiskControl RiskControl RiskControl Risk
If auditors, after obtaining an understanding of the accounting system and
control environment, expect to be able to rely on their assessment of control
risk to reduce the extent of their substantive procedures, they should make a
preliminary assessment of control risk for material financial statement
assertions, and should plan and perform tests of control to support that
assessment.

If, as a result of their work on the accounting system and control environment,
auditors decide it is likely to be inefficient or impossible to rely on any
assessment of control risk to reduce their substantive procedures, no such
assessment is necessary and control risk is assumed to be high. The auditors
may adopt substantive procedures in such cases.

Preliminary Assessment of Control RiskPreliminary Assessment of Control RiskPreliminary Assessment of Control RiskPreliminary Assessment of Control RiskPreliminary Assessment of Control Risk
The preliminary assessment of control risk is the process of evaluating the
likely effectiveness of an entity’s accounting and internal control systems in
preventing and correcting material misstatements. This entails consideration
of the design of the accounting and internal control systems to assess their
likely effectiveness. There is, however, always some control risk because of the
inherent limitations of any internal control system. The more effective the
entity’s accounting and internal control systems are assessed to be, the lower
the auditors’ assessment of control risk.

Where auditors obtain satisfactory audit evidence from tests of control as to the
effectiveness of the accounting and internal control systems, the extent of
substantive procedures may be reduced.

Auditors may conclude that the accounting and internal control systems are
not effective, or they may decide that is likely to be inefficient to adopt an audit
approach which relies on tests of control.  In these circumstances they plan the
audit approach on the basis that sufficient and appropriate audit evidence
needs to be obtained entirely from substantive procedures and from any audit
work carried out in the preparation of the financial statements.
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Relationship Between the Assessments of Inherent and Control RisksRelationship Between the Assessments of Inherent and Control RisksRelationship Between the Assessments of Inherent and Control RisksRelationship Between the Assessments of Inherent and Control RisksRelationship Between the Assessments of Inherent and Control Risks
Management often react to situations where inherent risk is high by designing
accounting and internal control systems to prevent and detect misstatements
and therefore, in many cases, inherent risk and control risk are highly
interrelated. In such situations, the effects of inherent and control risk may be
more appropriately determined by making a combined assessment” (Chitty,
2004).

Documentation of Understanding and Assessment of Control RiskDocumentation of Understanding and Assessment of Control RiskDocumentation of Understanding and Assessment of Control RiskDocumentation of Understanding and Assessment of Control RiskDocumentation of Understanding and Assessment of Control Risk
When control risk is assessed at less than high, auditors should document the
basis for that conclusion in their working paper file.

Different techniques may be used to document information relating to
accounting and internal control systems and the assessment of control risk.
Selection of a particular technique is a matter for the auditors’ judgement.

Common techniques, used alone or in combination, are narrative descriptions,
questionnaires, checklists and flow-charts. The form and extent of this
documentation is influenced by the size and complexity of the entity and the
nature of the entity’s accounting and internal control systems.

Generally, the more complex the entity’s accounting and internal control
systems are, the more extensive the auditors’ procedures, the more extensive
the documentation needs to be.

TTTTTest of Contrest of Contrest of Contrest of Contrest of Contrololololol
Tests of control are performed to obtain audit evidence about the effective
operation of the accounting and internal control systems - that is, that properly
designed controls identified in the preliminary assessment exist in fact and
have operated effectively throughout the relevant period. They include tests of
elements of the control environment where strengths in the control environment
are used by auditors to reduce control risk assessments.

In the process of obtaining the understanding of the accounting and internal
control systems, some tests of control on one assertion may provide audit
evidence about the effectiveness of the operation of internal controls relevant
to another assertion and, consequently, serve as tests of control for the other
assertion. For example, “in obtaining the understanding of the accounting and
internal control systems pertaining to cash, auditors may obtain audit evidence
about the effectiveness of the bank reconciliation process, through enquiry and
observation.

In these circumstances, when auditors conclude that procedures performed to
obtain the understanding of the accounting and internal control systems also
provide audit evidence about the operating effectiveness of policies and
procedures relevant to a particular financial statement assertion, they may
use that evidence, on its own or (if not in itself sufficient) with other appropriate
audit evidence, to support a control risk assessment at less than high.

INTERNAL AUDIT AND CONTROL
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Tests of control may include:
(a) Corroborative enquiries about, and observation of, internal control

functions;
(b) Inspection of documents supporting controls or events to gain audit

evidence that internal controls have operated properly, for example,
verifying that a transaction has been authorised or a reconciliation
approved;

(c) Examination of evidence of management reviews, for example minutes
of management meetings at which financial results are reviewed and
corrective action taken;

(d) Re-performance of control procedures, for example reconciliation of bank
accounts, to ensure they were correctly performed by the entity; and

(e) Testing of the internal controls operating on specific computerised
applications or over the overall information technology function, for
example access or program change controls (Chitty, 2004).

When obtaining evidence about the effective operation of internal controls,
relevant factors for auditors to consider are:
(a) How they were applied;
(b) The consistency with which they were applied during the period; and
(c) By whom they were applied.

The concept of effective operation recognises that some deviations may have
occurred. Deviations from prescribed controls may be caused by such factors
as:
(a) Changes in key personnel;
(b) Significant seasonal fluctuations in volume of transactions; and
(c) Human error; in particular, staff changes in key internal control functions

may  increase control risk.

If there have been such changes in the period under review, auditors may need
to modify their tests of control to confirm effective operation during and after
the period of change.

In a computer environment, auditors may find it necessary, or may prefer to
use computer-assisted audit techniques. The use of such techniques, for example
file interrogation tools or audit test data, may be appropriate when the
accounting and internal control systems provide no visible evidence
documenting the performance of internal controls which are programmed into
a computerised accounting system.

Quality and Timeliness of Audit EvidenceQuality and Timeliness of Audit EvidenceQuality and Timeliness of Audit EvidenceQuality and Timeliness of Audit EvidenceQuality and Timeliness of Audit Evidence
Certain types of audit evidence obtained by auditors are more reliable than
others. Usually, auditors’ observations provide more reliable audit evidence
than merely making enquiries. Audit evidence obtained by some tests of control,
such as observation, pertains only to the point in time at which the procedure
was applied.
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Auditors may decide to perform some tests of control at an interim audit visit
advance of the period end.  However, they cannot rely on the results of such test
without considering the need to obtain further evidence relating to the remainder
of the period. Factors to be considered include:
(a) The results of the interim tests;
(b) The length of the remaining period;
(c) Whether any changes have occurred in the accounting and internal

control systems during the remaining period;
(d) The nature and amount of the transactions and other events and the

balances involved;
(e) The control environment; and
(f) The nature, timing and extent of the substantive procedures which they

plan to undertake (Chitty, 2004).

Final Assessment of Control RiskFinal Assessment of Control RiskFinal Assessment of Control RiskFinal Assessment of Control RiskFinal Assessment of Control Risk
Having undertaken tests of control, auditors should evaluate whether the
preliminary assessment of control risk is supported.

Whenever deviations are detected:
(a) Auditors make specific enquiries in order to consider their implications;

or
(b) It may be that, in the circumstances, they can obtain sufficient

appropriate audit evidence to conclude that, despite those deviations,
their preliminary assessment is supported. On the other hand, if they
conclude that the deviation rate is such that the preliminary assessment
is not supported, they amend their assessment of control risk, unless
audit evidence obtained from other tests of control supports that
assessment.

If the evaluation of deviations results in auditors concluding that the assessed
level of control risk needs to be revised, they should modify the nature, timing
and extent of their planned substantive procedures.

Detection RiskDetection RiskDetection RiskDetection RiskDetection Risk
APB SAS 300 on ‘Accounting and internal control systems’ states that “auditors
should consider the assessed levels of inherent and control risk in determining
the nature, timing and extent of substantive procedures required to reduce
audit risk to an acceptable level”. In this regard, the auditors should be aware
that the level of detection risk relates to the auditors’ substantive procedures
(tests of details of transactions and balances and analytical procedures). It is
primarily the consequence of the fact that auditors do not, and cannot, examine
all available evidence; auditors seek reasonable confidence and so do not
examine all items, not all evidence concerning any item that is examined.
Moreover, as audit evidence is generally persuasive rather than conclusive,
some detection risk is usually present even if they examine all evidence
available of an account balance or an entire class of transactions.

INTERNAL AUDIT AND CONTROL
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Audit OpinionAudit OpinionAudit OpinionAudit OpinionAudit Opinion
Auditors must obtain sufficient appropriate audit evidence as to whether the
financial statements are free of material misstatement. Internal controls, even
if fairly simple and unsophisticated, may contribute to this evidence.

The auditors’ control risk assessment, together with the inherent risk assessment,
influences the nature, timing and extent of substantive procedures to be
performed to reduce detection risk, and therefore audit risk, to an acceptably
low level.

Regardless of the assessed levels of inherent and control risks, auditors should
perform some substantive procedures for financial statement assertions of
material account balances and transaction classes. Substantive procedures
may comprise only analytical procedures where such procedures provide
sufficient appropriate evidence.

When both inherent and control risks are assessed as high, auditors consider
whether substantive procedures can provide sufficient appropriate audit
evidence to reduce detection risk, and therefore audit risk, to an acceptably
low level. For example, they may not be able to obtain sufficient evidence about
the completeness in income in the absence of some internal controls. When
auditors determine that detection risk regarding a material financial statement
assertion cannot be reduced to an acceptably low level, they consider the
implications for their report (Chitty, 2004).

Communication of WCommunication of WCommunication of WCommunication of WCommunication of Weaknesseseaknesseseaknesseseaknesseseaknesses
As a result of obtaining an understanding of the accounting and internal control
systems and of performing audit procedures, auditors may become aware of
weaknesses in the systems. This should be communicated to the directors or
management using ‘management reports’.

Risk Assessments and Internal ControlRisk Assessments and Internal ControlRisk Assessments and Internal ControlRisk Assessments and Internal ControlRisk Assessments and Internal Control
International Standard on Auditing 400 titled ‘Risk assessments and internal
control’ states as follows:
(a) The auditors should obtain an understanding of the accounting system

sufficient to identify and understand:
(i) Major classes of transactions in the entity’s operations;
(ii) How such transactions are initiated;
(iii) Significant accounting records, supporting documents and

accounts in the financial statements; and
(iv) The accounting and financial reporting process, from the initiation

of significant transactions and other events to their inclusion in
the financial statements.

(b) The auditor should obtain an understanding of the control environment
sufficient to assess directors’ and management’s attitudes, awareness
and actions regarding internal controls and their importance in the entity.

(c) The auditor should obtain an understanding of the control procedures
sufficient to develop the audit plan.
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(d) The auditor should obtain and document an understanding of the
accounting system and control environment sufficient to determine their
audit approach.

(e) The preliminary assessment of control risk for a financial statement
assertion should be high, unless the auditor:
(i) Is able to identify internal controls relevant to the assertion which

are likely to prevent or detect and correct a material misstatement;
and

(ii) Plans to perform tests of control to support the assessment.

When auditors conclude that they do not wish to rely on tests of control, they
plan the audit approach, on the basis that sufficient appropriate audit evidence,
needs to be obtained entirely from substantive procedures, and from any audit
work carried out in the preparation of the financial statements.

The auditor should document in  the audit working papers:
(a) The understanding obtained of the entity’s accounting and internal

control systems; and
(b) The assessment of control risk.

The higher the assessment of inherent and control risk, the more evidence the
auditor should obtain from the performance of substantive procedures.

When the auditor determines that; detection risk regarding a financial statement
assertion for a material account balance or class of transactions cannot be
reduced to an acceptably low level, the auditor should express a qualified
opinion or disclaimer of opinion.

The auditor should make management aware, on a timely basis and at an
appropriate level of responsibility, of material weaknesses in the design or
operation of the accounting and internal control systems, which have come to
the auditor’s attention” (Chitty, 2004).

3.53.53.53.53.5 CORPORACORPORACORPORACORPORACORPORATE GOVERNANCETE GOVERNANCETE GOVERNANCETE GOVERNANCETE GOVERNANCE

Global interest in corporate governance has increased in recent times due to
large scale corporate failures, resulting to huge loses to all stakeholders.  The
case of Enron, Worldcom, Pamalat and recent failures affecting financial
industries is still fresh in the public mind.  These issues have generated the
need for regulations, stipulating standard rules regarded as best practices in
corporate governance.

Definition of Corporate GovernanceDefinition of Corporate GovernanceDefinition of Corporate GovernanceDefinition of Corporate GovernanceDefinition of Corporate Governance
Corporate governance is defined as the system by which the affairs of companies
are directed and controlled by those charged with the responsibility. It is an
internal system encompassing policies, processes and people, which serves
the needs of shareholders and other stakeholders. This is achieved by directing
and controlling management activities with good business shrewdness,
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objectivity, accountability and integrity. Good corporate governance is reliant
on a sound internal control system, existing legislation, and a healthy board
culture which safeguards policies and processes.

Corporate Governance in NigeriaCorporate Governance in NigeriaCorporate Governance in NigeriaCorporate Governance in NigeriaCorporate Governance in Nigeria
Realising the need to align with international best practices, in 2002 the
Securities and Exchange Commission (SEC) in collaboration with the Corporate
Affairs Commission (CAC) set up a committee with a mandate to identify
weaknesses in the current corporate governance practices in Nigeria and come
up with necessary recommendations that will improve corporate governance
in Nigeria. The Committee was given the following terms of reference:

Identify weaknesses in the current corporate governance practices in Nigeria
with respect to public companies;
(a) Examine practices in other jurisdictions with a view to the adoption of

international best practices in corporate governance in Nigeria;
(b) Make recommendations on necessary changes in current practices; and
(c) Examine any other issues relating to corporate governance in Nigeria.

The Committee’s report known as Code of Best Practices on Corporate Governance
in Nigeria, was approved by the Boards of the Securities and Exchange
Commission (SEC) being the regulatory authority of the capital market and the
Corporate Affairs Commission (CAC) being the regulatory authority of companies
in Nigeria.

CODES OF BEST CODES OF BEST CODES OF BEST CODES OF BEST CODES OF BEST PRACTICESPRACTICESPRACTICESPRACTICESPRACTICES ON CORPORA ON CORPORA ON CORPORA ON CORPORA ON CORPORATE GOVERNANCETE GOVERNANCETE GOVERNANCETE GOVERNANCETE GOVERNANCE

The code of best practices on Corporate Governance is treated under the
following:
(a) Board of Directors;
(b) Shareholders; and
(c) Audit Committee.

BOARD OF DIRECTORSBOARD OF DIRECTORSBOARD OF DIRECTORSBOARD OF DIRECTORSBOARD OF DIRECTORS
This is further divided into the following sub-sections:

Responsibilities of the Board of DirectorsResponsibilities of the Board of DirectorsResponsibilities of the Board of DirectorsResponsibilities of the Board of DirectorsResponsibilities of the Board of Directors
The board of directors should be in control of the affairs of the company in
lawful and efficient manner such that the company continuously improves on
its value creation.

The board should, with due regard to the other stake-holder’s interest, ensure
that the value created is shared among the shareholders and employees.

The functions of the board should include but not limited to the following:
(i) Strategic planning;
(ii) Selection, performance appraisal and compensation of senior executive;
(iii) Succession planning;
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(iv) Communication with shareholders;
(v) Ensuring the integrity of financial controls and reports; and
(vi) Ensuring that ethical standards are maintained and that the company

complies with the laws of Nigeria.

The chairman’s primary responsibility is to ensure effective operation of the
board and he should as far as possible, maintain a distance from the day to
day running of the company which should be the primary responsibility of the
chief executive office and management team.

Composition of The Board of DirectorsComposition of The Board of DirectorsComposition of The Board of DirectorsComposition of The Board of DirectorsComposition of The Board of Directors
The board should be composed in such a way as to ensure diversity of experience
without compromising compatibility, integrity, availability and independence.

Membership of the board should possess the following attributes:
(i) Upright personal characteristics;
(ii) Relevant core competencies;
(iii) Knowledge on board matters;
(iv) Entrepreneurial bias; and
(v) Sense of accountability integrity, commitment to the task of corporate

and institutional building.

The position of the chairman and chief executive officer should ideally be
separated and held by different persons.

There should be a strong non-executive independent director as vice-chairman
of the board, where the position of the chairman and chief executive officer are
combined in one individual.

Board of DirectorsBoard of DirectorsBoard of DirectorsBoard of DirectorsBoard of Directors
The board should meet regularly at least once in a quarter with sufficient notices
and a formal schedule of matters specifically reserved for its decision, in order
to maintain effective control over the company and monitor the executive and
management.

An agreed procedure should exist for directors to take independent professional
advice; the cost of which should be borne by the company in furtherance of
their duty, if necessary.

The advice and services of the company secretary who should be appointed by
the board and is responsible for ensuring that board procedures are followed
and that applicable rules and regulations are complied with, should be
accessible to all directors. His removal should be decided by the board.

The advice and services of other professionals in areas where such advice will
improve the quality of contribution of the directors to the overall decision
making process should also be accessible to all directors.
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Non-Executive DirectorsNon-Executive DirectorsNon-Executive DirectorsNon-Executive DirectorsNon-Executive Directors
Non-executive directors should bring independent judgment to bear on issues
such as integrity, performance, resources including key appointments and
standard of conducts.

Shareholders approval is required where directors service contract is to exceed
three years.

Other than their fees and allowances, non-executive directors should not be
dependent on the company for their income. They should be independent and
not be involved in business relationship with the company that could fetter or
encumber their independent judgment.

They should neither participate in the company’s share option scheme nor be
pensionable by the company.

Appointment as non-executive director should be for a specified period and
re-appointment should be dependent on performance.

It should be a matter for the entire board to decide the appointment of non-
executive directors, which should be done through a defined formal selection
process.

Skills mix of executive and non-directors should reflect the range of the
competency needs of the company.

Proper company a board orientation should be undertaken by newly appointed
directors, and where necessary formal training aimed at making them effective
in the discharge of their duties should be given at the company’s cost.

Executive DirectorsExecutive DirectorsExecutive DirectorsExecutive DirectorsExecutive Directors
There should be full and clear disclosure of directors’ total emoluments and
those of the chairman and highest paid director including pension contributions,
stock options, where the earnings are in excess of N500,000.

In the determination of their remuneration, executive directors should not play
an active role.

Compensation of Board MembersCompensation of Board MembersCompensation of Board MembersCompensation of Board MembersCompensation of Board Members
The remuneration of executive directors should not be fixed in shareholders
meeting but by the board.

The remuneration should be recommended by remuneration committees, wholly
or mainly composed of non-executive independent directors and chaired by a
non-executive director.

The following should be disclosed in relation to directors’ remuneration:
(a) Directors emoluments and that of the chairman and highest paid

director;
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(b) Relevant information about stock options and any pension contribution;
and

(c) Future service contract.

Reporting and ControlReporting and ControlReporting and ControlReporting and ControlReporting and Control
It is the duty of the board to present a balance, reasonable and transparent
assessment of the company’s position.

In financial and non-financial reporting, there is an overriding need to promote
transparency.

It is the primary responsibility of the board to ensure good internal controls.

The board should ensure that an objective and professional relationship is
maintained with the external auditors.

External auditors should not be involved in business relationships with the
company.

An audit committee of at least three non-executive directors with written terms
of reference which deal clearly with its authority and duties should be
established by the board.

A report on the effectiveness of the company’s system of internal control should
be presented by the directors in the annual report.

In compliance with the Companies and Allied Matters Act, the directors should
report that, the business is a going concern with supporting assumptions or
qualifications as necessary, with written terms of reference.

SHAREHOLDERSSHAREHOLDERSSHAREHOLDERSSHAREHOLDERSSHAREHOLDERS

Shareholders’ Rights and PrivilegesShareholders’ Rights and PrivilegesShareholders’ Rights and PrivilegesShareholders’ Rights and PrivilegesShareholders’ Rights and Privileges
(a) The company through the directors, should ensure that shareholders’

statutory and general rights are protected at all times;
(b) It should be the responsibility of shareholders to elect directors and

approve the terms and conditions of their directorships;
(c) The venue of the annual general meeting should be carefully chosen

such that the majority of shareholders can attend and vote at the meeting
and not be disenfranchised in terms of distance and cost;

(d) Before the annual general meeting, notices should be sent at least 21
working days with such details as annual reports, audited financial
statements and other information that will enable them vote properly
on any issue;

(e) A separate resolution should be proposed by the board at the general
meeting on each substantial issue in such a way that they can be voted
for in an organised manner;

(f) The board should ensure that decisions reached at the general meetings
are implemented;
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(g) There should be at least one director on the board to represent minority
shareholders;

(h) Unless they are in a competing business or have conflicts of interest,
that warrant their exclusion, shareholders holding more than 20% of
the total issued share capital of the company should have a
representative on the board;

(i) The board should ensure equal treatment of all shareholders such that
none is given preferential treatment or superior access to information
or other materials; and

(j) The annual general meeting should be used by the board to communicate
with the shareholders and encourage their participation.

Institutional InvestorsInstitutional InvestorsInstitutional InvestorsInstitutional InvestorsInstitutional Investors
(a) Shareholders’ activism whether by institutional or by organised

shareholders’ group should not be discouraged by the board;
(b) Institutional and non-institutional shareholders with larger holdings

should act and influence the standard of corporate governance positively
and thereby ensure optimisation of stakeholders’ value; and

(c) Information made available to institutional shareholders should also
be made available to other shareholders at the same time in such a
manner as to ensure that neither group enjoys preferential treatment.

Audit CommitteesAudit CommitteesAudit CommitteesAudit CommitteesAudit Committees
(a) Audit committees should be established by companies with the key

objective of raising standard of corporate governance.
(b) The committee should not be under the influence of any dominant

personality on the main board, neither should they get in the way and
obstruct executive management.

(c) They should not act as a barrier between external auditors and the
executive directors or encourage the main board to abdicate its
responsibilities in reviewing and approving the financial statements.

(d) Audit committees should be made up of strong and independent persons.

Composition of the Audit CommitteeComposition of the Audit CommitteeComposition of the Audit CommitteeComposition of the Audit CommitteeComposition of the Audit Committee
(a) Audit committee should be established in accordance with CAMA Section

359 (3), with not more than one executive director;
(b) A majority of the non-executives serving on the committee should be

independent of the company in terms of management or business or
other relationship, which could materially interfere with the exercise of
their independent judgement as committee members;

(c) A non-executive director nominated by members of the audit committee
should be the chairman of the committee;

(d) Membership of the audit committee should be for a fixed tenure, however
any member of the committee should be eligible for re-election after
his tenure; and

(e) The secretary of the audit committee should be the company secretary,
auditor or such other person nominated by the committee.
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Qualification and Experience of Members of Audit CommitteeQualification and Experience of Members of Audit CommitteeQualification and Experience of Members of Audit CommitteeQualification and Experience of Members of Audit CommitteeQualification and Experience of Members of Audit Committee
(a) Members of the audit committee should be capable of reading and

understanding basic financial statements and make valuable
contributions to the committee’s deliberation;

(b) Audit committee should review not only external auditor’s reports but
also, most importantly, the report of the internal auditor; and

(c) Members of the committee should possess the following qualities:
(i) Integrity;
(ii) Dedication;
(iii) A thorough understanding of the business, its products and

services;
(iv) A reasonable knowledge of the risks facing the company and the

essential controls the company has in place;
(v) Inquisitiveness and dependable judgement; and
(vi) Ability to offer new or different perspective and constructive

suggestions.

TTTTTerms of Rerms of Rerms of Rerms of Rerms of Referefereferefereference for Aence for Aence for Aence for Aence for Audit Committeeudit Committeeudit Committeeudit Committeeudit Committee
In line with Section 359 (6) (a-e) of the Companies and Allied Matters Act, Cap.
C 20, LFN 2004, the committee should be given terms of reference.

The performance of the committee and its members should be evaluated
periodically and the form of such evaluation should be decided by the company.

The committee should maintain a constructive dialogue between the external
auditors and the board and enhance the credibility of the financial disclosures
and the interest of the shareholders.

MeetingsMeetingsMeetingsMeetingsMeetings
(a) The number of members of the audit committee will determine the

quorum for the meetings and it should be specified in the terms of
reference of the committee.

(b) The committee should meet at least three (3) times in a year.
(c) The committee should hold a meeting with the external auditors at least

once a year, without the presence of any executive member.

Enforcement and ComplianceEnforcement and ComplianceEnforcement and ComplianceEnforcement and ComplianceEnforcement and Compliance
It has generally been argued that in this issue, voluntary compliance should
be encouraged and where it becomes necessary and applicable, appropriate
sanctions should be applied. This is the position adopted by Securities and
Exchange Commission (SEC), and Corporate Affairs Commission (CAC) in the
enforcement of compliance with corporate governance code of best practices in
Nigeria.

SEC and CAC will give due consideration to the compliance or otherwise of the
provisions of the code in the treatment of issues brought before them.

INTERNAL AUDIT AND CONTROL
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3.63.63.63.63.6 OUTSOURCING THE INTERNAL AUDIT FUNCTIONSOUTSOURCING THE INTERNAL AUDIT FUNCTIONSOUTSOURCING THE INTERNAL AUDIT FUNCTIONSOUTSOURCING THE INTERNAL AUDIT FUNCTIONSOUTSOURCING THE INTERNAL AUDIT FUNCTIONS

OutsourcingOutsourcingOutsourcingOutsourcingOutsourcing
Outsourcing involves the transfer of management’s day-to-day execution of
an entire business function to an external service provider. An outsourcing
arrangement is a contract between an organisation and an outsourcing vendor
to provide internal audit services. Some institutions consider entering into these
arrangements to enhance the quality of their control environment by obtaining
the services of a vendor with the knowledge and skills to critically assess, and
recommend improvements to their internal control systems.  The internal audit
services under contract can be limited to helping internal audit staff in an
assignment for which they lack expertise. Such an arrangement is typically
under the control of the institution’s manager of internal audit, and the
outsourcing vendor reports to him or her.

Entities often use outsourcing vendors for audits of areas requiring more
technical expertise, such as electronic data processing. Such uses are often
referred to as internal audit assistance or audit co-sourcing.  Some outsourcing
arrangements are structured so that an outsourcing vendor performs virtually
all the procedures or tests of the system of internal control. Under such an
arrangement, a designated manager of internal audit in the entity oversees
the activities of the outsourcing vendor and typically is supported by internal
audit staff. The outsourcing vendor may assist the audit staff in determining
risks to be reviewed and may recommend testing procedures, but the internal
audit manager is responsible for approving the audit scope, plan, and
procedures to be performed. Furthermore, the internal audit manager is
responsible for the results of the outsourced audit work, including findings,
conclusions, and recommendations. The outsourcing vendor may report these
results jointly with the internal audit manager to the audit committee.

Internal AuditInternal AuditInternal AuditInternal AuditInternal Audit
Effective internal control is a foundation for the safe and sound operation of
any organisation. The board of directors and senior management of an entity
are responsible for ensuring that the system of internal control operates
effectively. Their responsibility cannot be delegated to others within the
institution or to outside parties. An important element in assessing the
effectiveness of the internal control system is an internal audit function. When
properly structured and conducted, internal audit provides directors and senior
management with vital information about weaknesses in the system of internal
control so that management can take prompt, remedial action.

The Institute of Internal Auditors define Internal auditing as an independent,
objective assurance and consulting activity designed to add value and improve
an organisation’s operations. It helps an organisation accomplish its objectives
by bringing a systematic, disciplined approach to evaluate and improve the
effectiveness of risk management, control, and governance processes.
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In addressing various quality and resource issues, many institutions have been
engaging independent public accounting firms and other outside professionals
(outsourcing vendors) in recent years to perform work that traditionally has
been done by internal auditors. These arrangements are often called internal
audit outsourcing, internal audit assistance, audit co-sourcing, or extended
audit services.

RRRRReasons for Outsoureasons for Outsoureasons for Outsoureasons for Outsoureasons for Outsourcing the Internal Acing the Internal Acing the Internal Acing the Internal Acing the Internal Audit Fudit Fudit Fudit Fudit Functionunctionunctionunctionunction
The reasons for outsourcing the internal audit functions are:

(a) Available ResourcesAvailable ResourcesAvailable ResourcesAvailable ResourcesAvailable Resources
Appropriate internal audit resources may be scarce or unavailable in
certain situations and for a number of reasons. Whether selected as a
temporary alternative or permanent solution, outsourcing may be
necessary to acquire timely, professional internal audit services and
competent internal auditing staff.

(b) Size of the OrganisationSize of the OrganisationSize of the OrganisationSize of the OrganisationSize of the Organisation
Both large and small organisations may need to take advantage of
outsourcing alternatives. Common reasons include temporary staff
shortages, specialty skills, coverage of remote business locations, special
project work, and supplemental staff to meet tight deadlines. Small
organisations may also find it necessary to explore outsourcing due to
the inability to hire permanent or full-time internal audit staff.

TTTTTypes of Outsourypes of Outsourypes of Outsourypes of Outsourypes of Outsourcing Alternativescing Alternativescing Alternativescing Alternativescing Alternatives
Organisations may need to define the types of outsourcing engagements or
practices to be considered. Outsourcing alternatives include:
(a) TTTTTotal outsourotal outsourotal outsourotal outsourotal outsourcingcingcingcingcing; where 100 percent of the internal audit services

are obtained from external sources, usually on an ongoing basis.
(b) PPPPPartial outsourartial outsourartial outsourartial outsourartial outsourcingcingcingcingcing; where less than 100 percent of the internal audit

services are obtained from external sources, usually on an ongoing basis.
(c) CoCoCoCoCo-sour-sour-sour-sour-sourcingcingcingcingcing; where external resources participate on joint

engagements with in-house internal audit staff. Engagements may be
ongoing or for specific terms.

(d) Sub-contractingSub-contractingSub-contractingSub-contractingSub-contracting; where a specific engagement or portion of some
engagement is performed by an external party, typically for a limited
time period. Management and oversight of the engagement is normally
provided by in-house internal audit staff.

Advantages and Disadvantages of OutsourcingAdvantages and Disadvantages of OutsourcingAdvantages and Disadvantages of OutsourcingAdvantages and Disadvantages of OutsourcingAdvantages and Disadvantages of Outsourcing
(a) Outsourcing affords the client the luxury of having access to global

expertise and cutting edge technology in internal auditing. Because
internal audit is not a core experience area for many companies, many
internal audit functions are not adequately equipped with either
intellectual or human capital, to execute their mandate effectively.
Outsourcing it to professionals provides the organisation with the best
expertise in this area.

INTERNAL AUDIT AND CONTROL
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(b) Due to the prohibitive cost involved; most organisations do not make
sufficient investment to improve their internal audit functions and
generally lack access to updated methodologies and technologies
because of the prohibitive costs. This results in high staff turnover as
they struggle to hire and retain talented personnel, who wish to make a
career in internal auditing. Outsourcing saves the organisation this
dilemma.

The following items, while not all-inclusive, should be considered when
outsourcing the internal audit function:
(a) Independence of the service providers;
(b) Allegiance of in-house versus external service provide;
(c) Professional standards followed by the service provider;
(d) Qualifications of the service provider;
(e) Staffing, training, turnover, rotation of staff, management;
(f) Flexibility in staffing resources to meet engagement needs or special

requests;
(g) Availability of resources;
(h) Retention of institutional knowledge for future assignments;
(i) Access to best practice or insight to alternative approaches;
(j) Culture of the organisation receptiveness to service providers;
(k) Insight into the organisation by the service provider;
(l) Coverage of remote locations;
(m) Coordination with in-house internal audit services;
(n) Coordination with external auditor;
(o) Use of internal auditing as a training ground for internal promotions;
(p) Retention, access to and ownership of working papers;
(q) Acquisition and availability of specialty skills;
(r) Cost considerations; and
(s) Good standing membership in an appropriate professional organisation.

3.73.73.73.73.7 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

Internal audit and control is one of the key factors in audit and assurance
services. In this chapter, adequate coverage of the nature of/and relationship
between external and internal audit functions, has been given. The basis of
internal audit work was also discussed. The concept of internal control, and
corporate governance were also given adequate attention. Audit risks and
related audit opinions with respect to external audit assurance were adequately
treated. Issues regarding the Audit Commitee of the Board (of corporate entities)
and its composition as provided for in the statute, as well as its functions and
relationships with the board, external and internal auditors, were given
sufficient treatment.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II,
on page 321.
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3.83.83.83.83.8 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

3.8.13.8.13.8.13.8.13.8.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. ‘Internal audit’ as an appraisal or monitoring activity established by
management and the directors for the review of the accounting and internal
control systems as a service to the entity. Internal audit functions by
(A) examining
(B) evaluating
(C) reporting to management
(D) the directors on the adequacy and effectiveness of components of

the accounting and internal control systems
(E) All the above four cases.

2. The role of internal audit is determined by management and the directors
who set its objectives while the external auditors are engaged to report
independently on the financial statements; the role of the external auditors
is statutory
(A) True
(B) Untrue
(C) Internal auditors and the external auditors being chartered

accountants do not have to document tests of internal control
(D) The need to state conclusions of tests conducted is done away with
(E) All the above four cases.

3. An effective internal audit function
(A) often allows a modification in the nature and timing
(B) a reduction in the extent, of procedures performed by the external

auditors
(C) cannot eliminate the modification of the nature and timing of

procedures entirely
(D) Dispenses of the need for external audit
(E) A - C above.

4. The effectiveness of the internal audit function may be an important factor
in the external auditors’ assessment of the control environment, and their
related asset
(A) Not these days
(B) At times
(C) True
(D) Untrue
(E) Not applicable.

5. As part of the planning of an audit, an auditor should obtain an
understanding of the accounting and internal control systems sufficient to
plan the audit and develop an effective audit approach
(A) Not these days
(B) At times
(C) True
(D) Untrue
(E) Not applicable.

INTERNAL AUDIT AND CONTROL
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3.8.23.8.23.8.23.8.23.8.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

1. The scope and objectives of internal audit vary widely and depend on the
size and structure of the entity and the requirements of its management
and directors. State four internal audit activities you have come across.

2. In what circumstances do the internal audit function’s objectives vary?

3. In some cases, after considering the activities of internal audit, the external
auditors may decide that internal audit work will have no effect on external
audit procedures. What should the external auditor do when faced with
such situation?

4. State five factors which the auditor may adopt in assessing inherent risk at
the entity level.

5. State four matters which the auditor must consider in assessing control
risk in small business

Refer to Suggested Solution in Appendix I on page 301.
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PROCEDUREPROCEDUREPROCEDUREPROCEDUREPROCEDURE

4.04.04.04.04.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to:

! Understand the process of reviewing the client’s operational background with

regard to its financial, legal and personnel situations and the industry environment

in which it operates.

! Know the allocation and supervision of work and responsibilities.

! Understand the designing the audit programme.

! Understand the impact of relevant legislations on the performance of an audit.

! Evaluate the quality of the audit and maintain adequate working papers.

! Understand planning, documenting and monitoring of time and costs.

! Establish procedures for obtaining audit evidence including balance and transaction

testing, analytical procedures and management representation.

! Understand quality control and peer review.

4.14.14.14.14.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

Auditors should plan the audit work so as to perform the audit in an effective
manner. Planning entails developing a focus and direction for the audit. This is
done by the auditor in a document which contains a general strategy and a
detailed approach for the expected nature, timing and extent of the audit.

The auditor develops the general audit strategy in an overall audit plan to set
the direction for the audit and provide guidance for the development of the
audit programme. The audit programme sets out the detailed procedures
required to implement the strategy as part of planning for the audit.

Planning is necessary for audits of entities of all sizes. The objectives of planning
the audit work, which takes place before the detailed audit work begins, include;
ensuring that appropriate attention is devoted to the different areas of the audit;
potential problems are identified; and facilitating review. The auditor needs to
have a good understanding of the clients business to enable him or her
prepare an audit plan. The process involves the review of the client’s operational
background with regard to its financial, legal and personnel situations and
the industry environment in which it operates.

44444
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The functions and responsibility of the auditor when properly understood, enable
the members of the audit team to, readily know the extent of their responsibility
and how to go about conducting the audit work allocated to each member of
the audit team. The functions and responsibility of the auditor under the law,
are not diminished by relying on representations made by the directors.

This chapter examines the impact of relevant legislations on the performance
of an audit. An understanding of the laws enables the auditor to test compliance
or otherwise of his or her clients with the provisions of the laws. The auditor
should recognise that non-compliance by the entity with law or regulations
may materially affect the financial statements.

This chapter covers the evaluation of the quality of the audit and maintaining
adequate working papers. Proper documentation enables the auditor to
accomplish his or her statutory (or other) roles in a manner that leaves other
professionals who may need to review or evaluate his working papers, in no
doubt as to the nature of work done actually meeting professional standards
and really supporting the audit opinion.

Planning, documenting and monitoring of time and costs are essential parts of
an audit. The auditor should prepare time and cost estimate as part of the
audit plan. It is necessary for audits of entities of all sizes. Planning of time
and costs assist in the proper assignment of work to members of the audit
team, and in briefing the members of the audit team.

Establishing procedures for obtaining audit evidence, including balance and
transaction testing, analytical procedures and management representation,
enable the auditor obtain, review and assess audit trail supporting his or her
audit opinion. Obtaining management representation does not absolve the
auditor from blame.

Analytical procedures are used by the auditor to assist in planning the nature,
timing and extent of other audit procedures. They are used as substantive
procedures when their use can be more effective or efficient than other
procedures in reducing detection risk for specific financial statement assertions;
and as part of the overall review of the financial statements when completing
the audit.

The learning objectives of this chapter have been carefully considered in
structuring the topics in this chapter.  A careful study of this chapter will enable
the reader to know the very essence of audit planning and control procedures.

At the end of this chapter, readers should be able to answer typical examination
questions on audit planning and control procedures.

4.24.24.24.24.2 PLANNINGPLANNINGPLANNINGPLANNINGPLANNING

APB statement of auditing standard 200 covers Planning.The standard requires
the auditor to plan the audit work so as to perform the audit in an effective
manner.
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Planning involves:
(a) Developing a general strategy; and
(b) A detailed approach for the expected nature, timing and extent of the

audit.

The auditor develops the general audit strategy in an overall audit plan to set
the direction for the audit and provide guidance for the development of the
audit programme.

The auditor also develops audit programme which sets out the detailed
procedures required to implement the strategy as part of planning for the audit.

Planning the WorkPlanning the WorkPlanning the WorkPlanning the WorkPlanning the Work
Planning is necessary for audits of entities of all sizes. The objectives of  planning
the audit work, which takes place before the detailed audit  work begins, include:
(a) Ensuring that appropriate attention is devoted to the different areas of

the audit;
(b) Ensuring that potential problems are identified; and
(c) Facilitating review’ (Chitty D, 2004).

Planning also assists:
(i) In the proper assignment of work to members of the audit team and

their briefing, and in the co-ordination of work done by other auditors
and experts, so that the audit may be performed in an efficient and
timely manner; and

(ii) In obtaining an understanding of the entity’s affairs and, all members
of the audit team in understanding the nature and scope of the work
they are to carry out before the audit field work starts.

Obtaining knowledge of the organisation’s business is required as an important
part of planning the work. The auditors’ experience with the entity and
knowledge of its business assist in the identification of events, transactions
and practices which may have a material effect on the financial statements.
Planning varies according to the size of the entity and the complexity of the
audit. (Chitty, 2004).

Auditors need to discuss elements of the overall audit plan and certain audit
procedures with:
(a) The entity’s management and staff; and
(b) The audit committee (where such a committee is in place) in order to

improve the effectiveness of the audit and to co-ordinate audit
procedures with work of the entity’s personnel, including internal
auditors.

The overall audit plan and the detailed audit procedures to be performed,
however, remain the auditors’ responsibility.  When such discussions occur, care
is required not to compromise the independence and validity of the audit.

AUDIT PLANNING AND CONTROL PROCEDURE
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The Overall Audit PlanThe Overall Audit PlanThe Overall Audit PlanThe Overall Audit PlanThe Overall Audit Plan
The standard requires the auditor to develop and document an overall audit
plan describing the expected scope and conduct of the audit.

The amount of detail in the record of the overall audit plan is to be sufficient to
guide the development of the detailed audit procedures to be performed.
However, the precise form and content of the overall audit plan, and the
formality with which it considers matters affecting the scope of the audit and
the audit work to be undertaken, vary depending on the:
(a) Size of the entity;
(b) Complexity of the audit;
(c) Need for member of the audit team to be briefed; and
(d) Specific methodology and technology the auditors use.

Matters for auditors to consider in developing the overall audit plan may include:

Knowledge of the EntityKnowledge of the EntityKnowledge of the EntityKnowledge of the EntityKnowledge of the Entity’s Business’s Business’s Business’s Business’s Business
The following are to be considered:
(a) General economic factors and industry conditions affecting the entity’s

business;
(b) Important characteristics of the entity, its business, principal business

strategies, its financial performance and its reporting requirements,
including changes since the previous audit;

(c) The operating style and control consciousness of directors and
management; and

(d) The auditors’ cummulative knowledge of the accounting and internal
control systems and any expected changes in the period.

Risk and MaterialityRisk and MaterialityRisk and MaterialityRisk and MaterialityRisk and Materiality
The following are to be considered:
(a) The setting of materiality for audit planning purposes;
(b) The expected assessments of risks of error and the identification of

significant audit areas;
(c) Any indication, including the experience of past years, that misstatements

that could have a material effect on the financial statements might arise
because of fraud or for any other reason; and

(d) The identification of complex accounting areas including those involving
accounting estimates.

Nature, Timing and Extent of ProceduresNature, Timing and Extent of ProceduresNature, Timing and Extent of ProceduresNature, Timing and Extent of ProceduresNature, Timing and Extent of Procedures
The following are to be considered:
(a) The relative emphasis expected to be placed on tests of control and

substantive procedures;
(b) The effect on the audit of the use of information technology by the entity

or the auditors;
(c) The work of any internal audit function and its expected effect on external

audit procedures;
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(d) Procedures which need to be carried out at or before the year end; and
(e) The timing of significant phases of the preparation of the financial

statements.

CoCoCoCoCo-----ororororordinationdinationdinationdinationdination, Dir, Dir, Dir, Dir, Directionectionectionectionection, Supervision and R, Supervision and R, Supervision and R, Supervision and R, Supervision and Reviewevieweviewevieweview
Auditors should note the following:
(a) The involvement of other auditors, including other offices of the same

firm, in the audit of components, for example, subsidiary undertakings,
branches and divisions;

(b) The involvement of, and communication with, experts, other third parties
and internal auditors;

(c) The number of locations; and
(d) Staffing requirements.

Other matters include:Other matters include:Other matters include:Other matters include:Other matters include:
(a) Any regulatory requirements arising from the decision to retain the

engagement;
(b) The possibility that the going concern basis may be inappropriate;
(c) The terms of the engagement and any statutory responsibilities; and
(d) The nature and timing of reports or other communication with the entity

that are expected under the engagement (Chitty, 2004).

Changes to the Audit Work PlannedChanges to the Audit Work PlannedChanges to the Audit Work PlannedChanges to the Audit Work PlannedChanges to the Audit Work Planned
The audit work planned should be reviewed and, if necessary, revised during
the course of the audit. That review should cover the following:
(a) Changes in conditions, or unexpected results of audit procedures, may

require changes to the overall audit plan or the planned audit
procedures;

(b) Changes to the planned audit procedures are documented so that there
is an accurate record of the nature, timing and extent of the audit
procedures performed; and

(c) A record of changes to the overall audit plan may be necessary to explain
the general strategy finally adopted for the audit.

Knowledge of the Business (KOB)Knowledge of the Business (KOB)Knowledge of the Business (KOB)Knowledge of the Business (KOB)Knowledge of the Business (KOB)
APB statement of auditing standard 210 covers “Knowledge of the business”
(KOB).

Obtaining the KnowledgeObtaining the KnowledgeObtaining the KnowledgeObtaining the KnowledgeObtaining the Knowledge

Prior to Acceptance of an EngagementPrior to Acceptance of an EngagementPrior to Acceptance of an EngagementPrior to Acceptance of an EngagementPrior to Acceptance of an Engagement
Prior to acceptance of an engagement, auditors obtain a preliminary knowledge
of the industry and of the ownership, directors, management and operations of
the entity to be audited, sufficient to enable them to consider their ability to
undertake the audit.

AUDIT PLANNING AND CONTROL PROCEDURE
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Knowledge obtained prior to acceptance of an engagement generally includes:
(a) Knowledge from previous relevant experience;
(b) Knowledge from enquiries of predecessor auditors;
(c) Specific rules or regulations pertaining to the industry;
(d) Accounting standards applicable to the industry;
(e) An initial perception of the viability of the business; and
(f) The perceived integrity of the directors and management.

Auditors also require sufficient knowledge to enable them to assess whether
there is a requirement for staff with specialist audit expertise (for example
computer audit specialists) or other experts. (Chitty, 2004)

FFFFFollowing Acceptance of an Engagementollowing Acceptance of an Engagementollowing Acceptance of an Engagementollowing Acceptance of an Engagementollowing Acceptance of an Engagement
Following acceptance of an engagement, the auditor should:
(a) Obtain further and more detailed knowledge and information sufficient

to enable them to plan the audit and develop an effective audit
approach;

(b) Obtain the required knowledge at the start of the engagement.
Obtaining the required knowledge of the business is a continuous and
cummulative process of gathering and assessing the information and
relating the resulting knowledge to audit evidence and information at
all stages of the audit; and

(d) Information obtained as the audit progresses enable auditors to update
and augment that knowledge, and may require them to reassess it.

Updating Knowledge for Succeeding PUpdating Knowledge for Succeeding PUpdating Knowledge for Succeeding PUpdating Knowledge for Succeeding PUpdating Knowledge for Succeeding Periodseriodseriodseriodseriods
In succeeding periods, auditors should:
(a) Consider the information gathered previously; and
(b) Perform procedures designed to identify significant changes that have

taken place since the last audit.

Sources of KnowledgeSources of KnowledgeSources of KnowledgeSources of KnowledgeSources of Knowledge
Auditors can obtain knowledge of the industry and the entity from a number of
sources including:
(a) Previous experience with the entity and its industry;
(b) Visits to the entity’s premises and plant facilities;
(c) Discussion with people within the entity (for example directors, internal

auditors, computer personnel and senior operating personnel);
(d) Discussion with other auditors and with legal and other advisors who

have provided services to the entity or within the industry;
(e) Discussion with knowledgeable people outside the entity (for example

economists, industry regulators);
(f) Publications related to the industry (for example government statistics,

surveys, texts, trade journals, reports prepared by banks and securities
dealers, financial newspapers);

(g) Legislation and regulations that significantly affect the entity;
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(h) Documents produced by the entity (for example minutes of meetings,
material sent to shareholders or filed with regulatory authorities,
promotional literature, prior years’ annual and financial reports, budgets,
internal management reports, interim financial reports, management
policy manuals, manuals of accounting and internal control systems,
charts of accounts, job descriptions, marketing and sales plans); and

(i) Professional literature giving industry-specific guidance.

Using the KnowledgeUsing the KnowledgeUsing the KnowledgeUsing the KnowledgeUsing the Knowledge
Understanding the business and using this information appropriately assists
auditors in:
(i) Assessing risks and identifying problems;
(ii) Plannng and performing the audit effectively and efficiently; and
(iii) Evaluating audit evidence.

Auditors make judgements about many matters throughout the course of the
audit where knowledge of the business is important, for example:
(a) Considering risks pertaining to the entity’s business activities and the

directors’ response thereto;
(b) Identifying areas where special audit considerations and skills may be

necessary;
(c) Developing the overall audit plan and the audit programme;
(d) Considering the complexity of the entity’s information systems and any

effect on the audit approach;
(e) Determining a materiality level and assessing whether the materiality

level chosen remains appropriate;
(f) Assessing inherent risk and control risk;
(g) Assessing audit evidence to establish its appropriateness and the

validity of the related financial statement assertions;
(h) Evaluating accounting estimates and representations by the directors

or management;
(i) Recognising conflicting information (for example contradictory

representations);
(j) Recognising unusual circumstances (for example undisclosed related

party transactions, possible fraud or non-compliance with law or
regulations, or unexpected relationships of statistical operating data
with reported financial results);

(k) Making informed enquiries and assessing the reasonableness of answers;
and

(l) Considering the appropriateness of accounting policies and financial
statement disclosures. (Chitty, 2004)

The audit engagement partner must ensure that the audit team obtains such
knowledge of the business of the entity being audited as may reasonably be
expected to be sufficient to enable it to carry out the audit work effectively.
Such knowledge may be transmitted initially by:
(a) Means of the overall audit plan;
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(b) An audit briefing meeting; and
(c) Subsequently during the course of the audit.

The audit engagement partner also ensures that the audit team:
(a) Understands the need to be alert; and
(b) Shares additional information.

4.34.34.34.34.3 REVIEWING THE CLIENTREVIEWING THE CLIENTREVIEWING THE CLIENTREVIEWING THE CLIENTREVIEWING THE CLIENT’S OPERA’S OPERA’S OPERA’S OPERA’S OPERATIONAL BACKGROUND WITH REGARDTIONAL BACKGROUND WITH REGARDTIONAL BACKGROUND WITH REGARDTIONAL BACKGROUND WITH REGARDTIONAL BACKGROUND WITH REGARD
TO ITS FINANCIAL, LEGAL AND PERSONNEL SITUATO ITS FINANCIAL, LEGAL AND PERSONNEL SITUATO ITS FINANCIAL, LEGAL AND PERSONNEL SITUATO ITS FINANCIAL, LEGAL AND PERSONNEL SITUATO ITS FINANCIAL, LEGAL AND PERSONNEL SITUATIONS AND THETIONS AND THETIONS AND THETIONS AND THETIONS AND THE
INDUSTRY ENVIRONMENT IN WHICH IT OPERAINDUSTRY ENVIRONMENT IN WHICH IT OPERAINDUSTRY ENVIRONMENT IN WHICH IT OPERAINDUSTRY ENVIRONMENT IN WHICH IT OPERAINDUSTRY ENVIRONMENT IN WHICH IT OPERATESTESTESTESTES

Auditors should have or obtain knowledge of the business of the entity to be
audited which is sufficient to enable them to identify and understand the events,
transactions and practices that may have a significant effect on the financial
statements or the audit thereof.

Knowledge of the business is used by auditors in:
(a) Assessing risks of error;
(b) Determining the nature, timing and extent of audit procedures; and
(c) Considering the consistency and reliability of the financial statements

as a whole when completing the audit.

The auditors’ level of knowledge for an engagement normally includes:
(a) General knowledge of the economy and the industry within which an

entity operates; and
(b) A more particular knowledge of how the entity operates. The level of

knowledge required by auditors is less than that possessed by the
directors.

The extent to which auditors need to formally document their knowledge of  the
business depends:
(a) Upon its complexity and the number of persons who will be engaged on

the audit; and
(b) The need to cover possible departure, illness or incapacity of key

members of the audit team.

Auditors prepare such documentation to a level sufficient to facilitate proper
planning of the audit.

Matters to Consider in Relation to Knowledge of the BusinessMatters to Consider in Relation to Knowledge of the BusinessMatters to Consider in Relation to Knowledge of the BusinessMatters to Consider in Relation to Knowledge of the BusinessMatters to Consider in Relation to Knowledge of the Business
The auditor should consider the following matters in relation to knowledge of
the business:

General Economic FGeneral Economic FGeneral Economic FGeneral Economic FGeneral Economic Factorsactorsactorsactorsactors
(a) General level of economic activity (for example recession, growth);
(b) Interest rates and availability of financing;
(c) Inflation;
(d) Government policies:
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(i) monetary policies,
(ii) fiscal policy,
(iii) taxation – corporate and others,
(iv) financial incentives (for example government aid programmes),
(v) tariffs, trade restrictions; and

(e) Foreign currency rates and controls.

The Industry – Conditions Affecting the Client’s BusinessThe Industry – Conditions Affecting the Client’s BusinessThe Industry – Conditions Affecting the Client’s BusinessThe Industry – Conditions Affecting the Client’s BusinessThe Industry – Conditions Affecting the Client’s Business
(a) The market and competition;
(b) Cyclical or seasonal activity;
(c) Changes in product technology;
(d) Business risk (for example high technology, high fashion, ease of entry

for competition);
(e) Declining or expanding operations;
(f) Adverse conditions (for example declining demand, excess capacity, and

serious price competition);
(g) Key ratios and operating statistics;
(h) Specific accounting practices and problems;
(i) Environmental requirements and problems;
(j) Regulatory framework; and
(k) Specific or unique practices (for example relating to labour contracts,

financing methods, accounting methods).

The EntityThe EntityThe EntityThe EntityThe Entity
Directors, management and ownership
(a) Corporate structure – private, public, government (including any recent

or planned changes);
(b) Beneficial owners, important stakeholders and related parties, local,

foreign, business reputation and experience) and any impact on the
entity’s transactions;

(c) The relationships between owners, directors and management;
(d) Attitudes and policies of owners;
(e) Capital structure (including any recent or planned changes); and
(f) Organisational structure.

Group StructureGroup StructureGroup StructureGroup StructureGroup Structure
(a) Subsidiaries’ audit arrangements;
(b) Directors’ objectives, philosophy, strategic plans;
(c) Acquisitions, mergers or disposals of business activities (planned or

recently executed);
(d) Sources and methods of financing (current, historical);
(e) Board of directors;
(f) Composition of board;
(g) Business reputation and experience of individuals independence from

and control over operating management;
(i) Frequency of meetings;
(j) Existence and membership of audit committee and scope of its activities;
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(k) Existence of policy on corporate conduct; and
(l) Changes in professional advisors (for example lawyers).

Operating ManagementOperating ManagementOperating ManagementOperating ManagementOperating Management
(a) Experience and reputation;
(b) Turnover;
(c) Key financial personnel and their status in the organisation;
(d) Staffing of accounting department;
(e) Incentive or bonus plans as part of remuneration (for example based on

profit;
(f) Use of forecasts and budgets;
(g) Pressures on management (for example over-extended dominance by

one individual, support for share price, unreasonable deadlines for
announcing results);

(h) Management information systems;
(i) Internal audit function (existence, quality); and
(j) Attitude to internal control environment.

The entity’s business - products, markets, suppliers, expenses, operations
(a) Nature of business (for example, manufacturer, wholesaler, financial

services, import/ export);
(b) Location of production facilities, warehouses, offices;
(c) Employment (for example, by location, supply, wage levels, union

contracts, pension commitments, government regulation);
(d) Products or services and markets (for example, major customers and

contracts, terms of payment, profit margins, market share, competitors,
export, pricing policies,reputation of products, warranties, order books,
trends, marketing sategy and objectives manufacturing processes);

(e) Important suppliers of goods and services (for example, long-term
contracts, stability of supply, terms of payment, imports, methods of
delivery);

(f) Stocks (for example, locations, quantities);
(g) Franchise, licences, patents;
(h) Important expense categories;
(i) Research and development;
(j) Foreign current assets, liabilities and transactions by currency, hedging;
(k) Legislation and regulations that significantly affect the entity;
(l) Infomation systems – current, plan to change; and
(m) Debt structure, including covenants and restrictions.

Financial performance - factors concerning the entity’s financial condition and
profitability are as follows:
(a) Accounting policies;
(b) Earnings and cash flow trends and forecasts;
(c) Leasing and other financial commitments;
(d) Availability of lines of credit;



145

(e) Off balance sheet finance issues;
(f) Foreign exchange and interest rate exposures; and
(g) Comparison with industry trends.

Reporting environment: external influences which affect the directors in the
preparation of the financial statements are as follows:
(a) Legislation;
(b) Regulatory environment and requirements;
(c) Taxation;
(d) Accounting requirements;
(e) Measurement and disclosure issues peculiar to the business;
(f) Audit reporting requirements; and
(g) Users of the financial statements.

(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)(Source: ACCA Auditing Handbook 2004/2005)

4.44.44.44.44.4 ALLOCAALLOCAALLOCAALLOCAALLOCATION AND SUPERTION AND SUPERTION AND SUPERTION AND SUPERTION AND SUPERVISION OF  WORK AND RESPONSIBILITIESVISION OF  WORK AND RESPONSIBILITIESVISION OF  WORK AND RESPONSIBILITIESVISION OF  WORK AND RESPONSIBILITIESVISION OF  WORK AND RESPONSIBILITIES

Assignment of PAssignment of PAssignment of PAssignment of PAssignment of Personnel to Aersonnel to Aersonnel to Aersonnel to Aersonnel to Audit Engagementsudit Engagementsudit Engagementsudit Engagementsudit Engagements
Each audit engagement should have an engagement partner who should take
responsibility for the engagement on behalf of the firm. The audit engagement
partner is responsible for the conduct of the audit to which he or she has been
appointed in accordance with ethical and other regulatory requirements, and
for the issue of the auditor’s report on behalf of the firm.

Firms should assign audit staff with the competencies necessary to perform
the audit work expected of them to individual audit engagements.

Firms should establish processes to assess individuals’ knowledge, skills and
abilities.

Firms should develop policies and processes to provide reasonable assurance
that:
(a) Audit engagement partners have the competencies necessary to perform

their roles;
(b) Audit engagement partners’ responsibilities are clearly defined and

communicated to them;
(c) The identity and role of the audit engagement partner is known to the

directors and senior management of the audited entity;
(d) Audit engagement partners have appropriate support (e.g. another

partner), where necessary, at meetings with the directors and senior
management of the audited entity that will involve matters that are, or
may be, material to the auditors’ report; and

(e) Audit engagement partners have sufficient time to discharge their
responsibilities. (Chitty, 2004)

Competencies expected from audit staff will include:
(a) Understanding and practical experience of auditing (through

participation in audit engagements and appropriate training);
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(b) Understanding applicable accounting, auditing, ethical and other
technical standards;

(c) Knowledge of specific industries;
(d) Professional judgement; and
(e) Understanding the firm’s quality control policy and processes. (Chitty,

2004).

Direction, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and ReviewDirection, Supervision and Review
Audit engagement partners should ensure that audit work is directed, supervised
and reviewed in a manner that provides reasonable assurance that the work
has been performed competently.

Direction of audit staff involves:
(a) Being informed of their responsibilities, the nature of the entity’s

business, accounting or auditing problems that may arise, and the
overall audit plan;

(b) Being encouraged to raise any questions they may have with more
experienced team members;

(c) Understanding the objectives of the work to avoid drawing inappropriate
conclusions as a result of misunderstandings; and

(d) Being educated on appropriate team-working and training.

Supervision is closely related to both direction and review. These include:
(a) Considering the progress of the audit;
(b) Considering whether audit staffs have the competencies necessary to

perform the audit work expected of them and sufficient time to carry out
their work, whether they understand their instructions and whether the
work is being carried out in accordance with the overall audit plan and
audit programme;

(c) Addressing significant accounting and auditing questions raised during
the audit, assessing their significance and modifying the overall audit
plan and audit programme as appropriate;

(d) Identifying matters for further consideration during the audit; and
(e) Work performed by audit staff is reviewed by other more senior audit

staff or the audit engagement partner.  Reviewers consider whether:
(i) The work has been performed in accordance with the firm’s

procedures and in accordance with the audit programme;
(ii) The work performed is adequate in the light of results obtained

and has been adequately documented;
(iii) Significant audit matters have been raised for further

consideration;
(iv) Appropriate consultations have taken place and the results of

such consultations have been documented;
(v) The objectives of the audit procedures have been achieved; and
(vi) The conclusions are consistent with the results of the work

performed’ (Chitty, 2004).
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Audit engagement partners perform an overall review of working papers. The
review is sufficient for them to be satisfied that the working papers contain
sufficient appropriate evidence to support the conclusions reached and for the
auditors’ report to be issued.  The review should cover substantially the working
papers especially in the following areas:
(a) All critical areas of judgement, especially any relating to difficult or

contentious matters identified during the audit;
(b) Audit evidence relating to high risk areas; and
(c) Any other areas which the audit engagement partner considers

important.

Audit engagement partners document the extent of their review and its timing
so as to demonstrate what was completed before the auditors’ report was signed.

Review notes recording questions or points raised in the course of the audit,
need not be retained at the end of the audit provided that, the working papers
have been updated thereto and, in particular, record the reasoning on all
significant matters which require the exercise of judgement.

Individual Responsibilities and the Collective Responsibilities of theIndividual Responsibilities and the Collective Responsibilities of theIndividual Responsibilities and the Collective Responsibilities of theIndividual Responsibilities and the Collective Responsibilities of theIndividual Responsibilities and the Collective Responsibilities of the
FirmFirmFirmFirmFirm
This covers the following points:
(a) Involvement of all members of an audit team who should feel responsible

for the performance of their work in accordance with professional
standards;

(b) The audit engagement partner has an especially important role in
promoting a quality culture within the audit team; and

(c) The appointment of a suitably senior audit partner within the firm to
take overall responsibility for quality control policy and processes will
assist this process.

4.54.54.54.54.5 DESIGNING THE AUDIT PROGRAMMEDESIGNING THE AUDIT PROGRAMMEDESIGNING THE AUDIT PROGRAMMEDESIGNING THE AUDIT PROGRAMMEDESIGNING THE AUDIT PROGRAMME

The APB Statement of Auditing Standard 200 on Planning requires auditors to
develop and document the nature, timing and extent of planned audit
procedures required to implement the overall audit plan.

In developing the detailed audit procedures to be performed, auditors consider
the assessments of risks of error and the amount of audit evidence that the
procedures are planned to provide. They also consider the co-ordination of
audit work with any work on preparing the financial statements, the timing of
tests of controls and substantive procedures, and the co-ordination of any
assistance expected from the entity, the composition of the audit team and the
involvement of other auditors or experts (Chitty, 2004).

The documentation may take the form of an audit programme which:
(a) Sets out the audit procedures the auditors intend to adopt;
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(b) Includes reference to other matters such as the audit objectives, timing,
sample;

(c) Determine the size and basis of selection for each area;
(d) Serves as a set of instructions to the audit team; and
(e) Serves as a means to control and record the proper execution of the

work.

The level of detail in the audit programme depends on the complexity of the
audit, the extent of other documentation and experience of the members of the
audit team.

4.64.64.64.64.6 EXAMINING THE IMPEXAMINING THE IMPEXAMINING THE IMPEXAMINING THE IMPEXAMINING THE IMPACT OF RELEVACT OF RELEVACT OF RELEVACT OF RELEVACT OF RELEVANT LEGISLANT LEGISLANT LEGISLANT LEGISLANT LEGISLAAAAATIONS ON THETIONS ON THETIONS ON THETIONS ON THETIONS ON THE
PERFORMANCE OF AUDITPERFORMANCE OF AUDITPERFORMANCE OF AUDITPERFORMANCE OF AUDITPERFORMANCE OF AUDIT.....

The APB Statement of Auditing Standard 120 covers “Consideration of law and
regulations”. The IFAC International Standard on Auditing 250 also covers
“Consideration of law and regulations in an audit of financial statements”.

In planning an audit, the auditor should recognise that “non-compliance by
the entity with law or regulations may materially affect the financial
statements” (ISA 250). Consequently, the auditor should plan the audit
procedures to include:
(a) An assessment of the compliance of the entity with laws or regulations

affecting the business of the entity; and
(b) An evaluation and report on the results thereof.

The APB SAS 120 provides the following definitions:
Non-compliance with law or regulations’ refers to acts, omission or commission
by the entity being audited, either intentional or unintentional, which are
contrary to law (comprising common law and statute) or regulations. Such
acts include transactions entered into by, or in the name of, the entity or on its
behalf by its directors or employees. Non-compliance with law or regulations
does not include personal misconduct (unrelated to the business activities of
the entity) by the entity’s directors or employees. It does not also include civil
wrongs, for example breach of duties in contract or tort.

Directors’ means the directors of a company, partners, proprietors, committee
of management or trustees or other forms of entity, or equivalent persons
responsible for directing the entity’s operations and preparing its financial
statements.

Management means those persons who may include directors, who have
executive responsibility for the conduct of the entity’s operations and the
preparation of its financial statements.

Whether an act constitutes non-compliance with law or regulations is a legal
determination that is ordinarily beyond the auditors’ professional competence.
However, auditors’ training, experience and understanding of the entity and
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its industry may enable them to recognise that some acts coming to their
attention may constitute non-compliance with law or regulations’ (Chitty, 2004).

The determination as to whether a particular act constitutes non-compliance
with law or regulations is generally:

Based on the advice of an informed expert qualified to practice law, but
ultimately can be determined only by a court of law. Laws and regulations
vary considerably in their relation to the financial statements. Some laws and
regulations relate directly to the preparation of, or the inclusion or disclosure
of specific items, in the financial statements. Laws and regulations provide a
legal framework within which an entity conducts its business. Thus, some
entities operate in heavily regulated industries (such as banks) while others
are subject only to the many  laws and regulations that generally relate to the
operating aspects of the business.

Therefore, determining the type of procedures necessary in a particular instance
needs to take account of the particular entity concerned and the complexity of
the regulations with which it is required to comply (Chitty, 2004).

Non-compliance with law or regulations may result in financial consequences
for the entity, such as fines or litigation. The Central Bank of Nigeria Act and
Banks and Other Financial Institutions Act require auditors to report non-
compliance with the law and fines paid in the process.

Responsibilities of the DirectorsResponsibilities of the DirectorsResponsibilities of the DirectorsResponsibilities of the DirectorsResponsibilities of the Directors
It is the responsibility of the directors:
(a) To take appropriate steps to provide reasonable assurance that the entity

complies with law and regulations applicable to its activities;
(b) To establish arrangements for preventing any non-compliance with law

or regulations and detecting any that occurs; and
(c) To prepare financial statements that give a true and fair view of the

state of affairs of a company and its profit or loss for the financial year.

The assignment of particular responsibilities to management or the audit
process does not relieve the directors of these fundamental responsibilities.

In addition, directors and officers of companies have responsibility to provide
information required by the auditors, to which they have a legal right of access
under the Companies and Allied Matters Act, Cap. C 20 LFN 2004.

The following steps, among others, may assist the directors in discharging their
responsibilities for the prevention and detection of non-compliance with law
or regulations:
(a) Maintaining an up-to-date register of significant laws and regulations

with which the entity has to comply within its particular industry;
(b) Monitoring legal requirements and any changes therein and ensuring

that operating procedures are designed to meet these requirements;
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(c) Instituting and operating appropriate systems of internal control;
(d) Developing a Code of Conduct, ensuring employees are properly  trained

in and understand its provisions, monitoring compliance and taking
appropriate disciplinary action in cases of non- compliance; and

(e) Engaging legal advisers to assist in monitoring legal requirements, and
maintaining a record of complaints.

In large entities, these policies and procedures may be supplemented by
assigning appropriate responsibility to:
(a) An internal audit function;
(b) A legal department;
(c) A compliance function; and/or
(d) An audit committee.

In certain sectors or activities (for example financial services), there are detailed
laws and regulations that specially require directors to have systems to ensure
compliance. These laws and regulations could, if breached, have a material
effect on the financial statements. In addition, the directors are required to
report certain instances of non-compliance to the proper authorities on a timely
basis” (Chitty, 2004). For example, In Nigeria banks are required by law to
report cases of fraud and attempted fraud to the Central Bank.

Considering the responsibility of the directors to prepare financial statements
that give a true and fair view of the state of affairs of a company and of its
profit or loss for the financial year, it is necessary, where possible non-
compliance with law or regulations has occurred, which may result in a material
misstatement in the financial statements, for the directors to ensure that the
matter is appropriately reflected and/or disclosed in the financial statements.

RESPONSIBILITIES OF THE AUDITORSRESPONSIBILITIES OF THE AUDITORSRESPONSIBILITIES OF THE AUDITORSRESPONSIBILITIES OF THE AUDITORSRESPONSIBILITIES OF THE AUDITORS

PreventionPreventionPreventionPreventionPrevention
APB SAS 120 on Consideration of law and regulations states that: “it is not the
auditors’ function to prevent non-compliance with law or regulations. The fact
that an audit is carried out may, however, act as a deterrent”.

DetectionDetectionDetectionDetectionDetection
The auditors plan, perform and evaluate their audit work in order to have a
reasonable expectation of detecting material misstatements in the financial
statements of the entity audited. When doing so, they recognise that material
misstatements may arise from non-compliance with law or regulations.
However, an audit cannot reasonably be expected to detect all possible non-
compliance with law and regulations. In an audit, there is the unavoidable
risk that some material misstatements of the financial statements will not be
detected, even though the audit is properly planned and performed in
accordance with auditing standards. This risk is higher with regard to
misstatements resulting from non-compliance with law or regulations due to
such factors as the following:
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(a) There are many laws and regulations, relating principally to the
operating aspects of the entity, that typically do not have a material
effect on the financial statements and where the consequences of any
non-compliance are not captured by the accounting and internal
financial control systems;

(b) The effectiveness of audit procedures is affected by the inherent
limitations of the accounting and internal control systems and by the
use of selective testing rather than the examination of all transactions;

(c) Much of the evidence obtained by the auditors is persuasive rather than
conclusive in nature; and

(d) Non-compliance with law or regulations may involve conduct designed
to conceal it, such as collusion, forgery, override or intentional
misrepresentations being made to the auditors (Chitty, 2004).

The Auditors’ Consideration of Compliance with Law and RegulationsThe Auditors’ Consideration of Compliance with Law and RegulationsThe Auditors’ Consideration of Compliance with Law and RegulationsThe Auditors’ Consideration of Compliance with Law and RegulationsThe Auditors’ Consideration of Compliance with Law and Regulations

“The auditors plan, and perform the audit with an attitude of professional
scepticism. They should recognise that the audit may reveal conditions or events
that could lead to questioning whether, an entity is complying with law and
regulations.  For audit purposes, laws and regulations relevant to the audit,
can be regarded as falling into two main categories:

(a) Those which relate directly to the preparation of, or the inclusion or
disclosure of specific items in, the financial statements of the entity,
and;

(b) Those which provide a legal framework within which the entity conducts
its business and which are central to the entity’s ability to conduct its
business and where non-compliance may reasonably be expected to
result in the entity ceasing operations, or call into question its continuance
as a going concern (Chitty, 2004).

APB SAS 120 requires the auditors to “obtain sufficient appropriate audit
evidence about compliance with those laws and regulations which relate directly
to the preparation of, or the inclusion or disclosure of specific items in the
financial statements”.

Those laws and regulations which relate directly to the preparation of, or the
inclusion or disclosure of specific items in, the financial statements include:

(a) Those which specify the form and content of financial statements, such
as, Schedule to the Companies and Allied Matters Act, 2004; and

(b) Those laws which require auditors expressly to report non-compliance,
such as, the requirements of the Companies and Allied Matters Act, 2004
relating to the maintenance of proper accounting records or the disclosure
of particulars of directors remuneration in a company’s financial
statements.
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Financial reporting requirements for particular industries e.g. banks. Where
statutory requirements exist which require the auditors to report, as part of the
audit of the financial statements, whether the entity complies with certain
provisions of laws or regulations, for example the Companies and Allied Matters
Act, 1990, the auditors need to have a sufficient understanding of such laws
and regulations in order to consider them when auditing the assertions relating
to the determination of the amounts to be recorded and the disclosures to be
made; and to test for compliance with such provisions.

The auditors should perform procedures to help identify possible or actual
instances of non-compliance with those laws and regulations which provide a
legal framework within which the entity conducts its business and which are
central to the entity’s ability to conduct its business and hence to its financial
statements, by:
(a) Obtaining a general understanding of the legal and regulatory

framework which is applicable to the entity and the industry, and of the
procedures followed to ensure compliance with that framework;

(b) Inspecting correspondence with relevant licensing or regulatory
authorities;

(c) enquiring of the directors instances of non-compliance with law or
regulations; and

(d) obtaining written confirmation from the directors that they have
disclosed to the auditors all those events of which they are aware which
involve possible non-compliance, together with the actual contingent
consequences which may arise therefrom.

To obtain this general understanding, the auditors should:
(a) Enquire of management as to the laws or regulations (and any changes

therein) that may be central to the entity’s ability to conduct its business;
(b) Enquire of management concerning the entity’s policies and procedures

regarding compliance with laws and regulations, in particular, those
which may be central to its ability to conduct its business;

(c) Discuss with management the policies or procedures adopted for
identifying, evaluating and accounting for litigation, claims and
assessments;

(d) Use their existing knowledge of the entity’s industry and business and
of its regulatory environment; and

(e) Discuss the legal and regulatory framework with auditors of
subsidiaries in other countries (Chitty 2004).

APB SAS 120 stipulates that “when carrying out their procedures for the purpose
of forming an opinion on the financial statements, the auditors should in addition
be alert to instances of possible or actual non-compliance with law or regulations
which might affect the financial statement”.

The auditor may adopt the following procedures to bring to the fore instances
of non-compliance with the law and regulations:
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(a) Reading minutes of board and management meetings;
(b) Enquiring of the entity’s directors and legal counsel concerning litigation,

claims and assessments; and
(c) Perform substantive tests of details of transactions or balances.

4.74.74.74.74.7 EVEVEVEVEVALALALALALUAUAUAUAUATING THE QUALITY OF THE AUDIT AND MAINTTING THE QUALITY OF THE AUDIT AND MAINTTING THE QUALITY OF THE AUDIT AND MAINTTING THE QUALITY OF THE AUDIT AND MAINTTING THE QUALITY OF THE AUDIT AND MAINTAININGAININGAININGAININGAINING
ADEQUAADEQUAADEQUAADEQUAADEQUATETETETETE WORKING PWORKING PWORKING PWORKING PWORKING PAPERSAPERSAPERSAPERSAPERS

APB Statement of Accounting Standard 230 covers “Working papers”. IFAC
International Standard on Auditing 230 also covers “Documentation”. APB SAS
230 states that “auditors should document in their working papers matters
which are important in supporting their report”.  In this context, Working papers
are the material that auditors prepare or obtain, and retain in connection with
the performance of the audit. Working papers may be in the form of data stored
on paper, film, electronic media or other media.

Working papers support, amongst other things, the statement in the auditors’
report as to the auditors’ compliance or otherwise with auditing standards,
and thus record compliance with auditing standards to the extent that it is
important in supporting their report.

Working papers are the record of:
(a) The planning and performance of the audit;
(b) The supervision and review of the audit work; and
(c) The audit evidence resulting from the audit work performed which the

auditors consider necessary and on which they have relied to support
their report.

FFFFForm and Content of Worm and Content of Worm and Content of Worm and Content of Worm and Content of Working Porking Porking Porking Porking Papersapersapersapersapers
APB SAS 230 states that “working papers should record the auditors’ planning,
the nature, timing and extent of the audit procedures performed, and the
conclusions drawn from the audit evidence obtained.” Auditors should record
in their working papers their reasoning on all significant matters which require
the exercise of judgement, and their conclusions thereon.

The extent of working papers is a matter of professional judgement since it is
neither necessary nor practical to document every matter auditors consider.
Auditors base their judgement as to the extent of working papers upon what
would be necessary to provide an experienced auditor, with no previous
connection with the audit, with an understanding of the work performed and
the basis of the decisions taken. Even then, that experienced auditor may only
be able to obtain a comprehensive understanding of all aspects of the audit by
discussing them with the auditors who prepared them.

It is in those areas of the audit that involve difficult questions of principle or
judgement that auditors’ judgement may be questioned subsequently,
particularly by a third party who has the benefit of hindsight. In such
circumstances it is important to be able to demonstrate the relevant facts that
were known at the time the auditors reached their conclusion.
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Auditors draw conclusions relating to specific financial statement assertions.
However, all such conclusions are arrived at within the context of their report.
That report relates to the financial statements taken as a whole, and not to the
individual assertions embodied in the financial statements’ (Chitty, 2004).

The following matters may affect the form and content of working papers:
(a) The nature of the engagement;
(b) The form of the auditors’ report;
(c) The nature and complexity of the entity’s business;
(d) The nature and condition of the entity’s accounting and internal control

systems;
(e) The needs in the particular circumstances for direction, supervision and

review of the work of members of the audit team; and
(f) The specific methodology and technology the auditors use.

‘Working papers are designed and organised to meet the circumstances and
the auditors’ needs for each individual audit.  The use of standardised working
papers (for example checklists, specimen letters, standard organisation of
working papers) may improve the efficiency with which, such working papers
are prepared and reviewed.  While they facilitate the delegation of work and
provide a means to control its quality, it is never appropriate to follow
mechanically, a standard approach to the conduct and documentation of the
audit without regard to the need to exercise professional judgement (Chitty,
2004).

The auditors may utilise schedules, analyses and other documentation prepared
by the entity, to improve audit efficiency.  In such cases, the auditors must see
evidence that such information is properly prepared.

Detailed contents of Permanent and Current audit working papers were
discussed earlier in Chapter I of this Study Pack.

Generally, working papers may include the following, where relevant:
(a) Information concerning the legal and organisational structure of the

entity;
(b) Extracts or copies of important legal documents, agreements and

minutes;
(c) Information concerning the industry, economic environment and

legislative environment within which the entity operates;
(d) Evidence of the planning process and any changes thereto;
(e) Evidence of the auditors’ understanding of the accounting and internal

control systems;
(f) Evidence of inherent and control risk assessments and any revisions

thereof;
(g) Evidence of the auditors’ consideration of the work of internal audit and

their conclusions thereon;
(h) Analyses of transactions and balances;
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(i) Analyses of significant ratios and trends;
(j) A record of the nature, timing and extent of auditing procedures

undertaken and the results of such procedures;
(k) Details of procedures regarding components whose financial statements

are audited by other auditors;
(l) Copies of communications with other auditors, experts and other third

parties;
(m) Copies of correspondence with the entity, reports to directors or

management and notes of discussions with the entity’s directors or
management concerning audit matters;

(n) Letters of representation from the entity’s directors or management;
(o) A summary of the significant aspects of the audit including details of

the information available, the amounts involved, management’s views,
the conclusions reached and how these matters are resolved or treated;
and

(p) Copies of the approved financial statements and auditors’ reports. (Chitty,
2004; IFAC ISA 230).

Working papers typically records:
(a) When and by whom audit procedures are undertaken; and
(b) When and by whom working papers are reviewed.

Points raised during the review of working papers need not be retained providing
the working papers demonstrate evidence of the extent of the review process
and are updated to record the resolution of any significant matters noted.

In the case of recurring audits, some working paper files may be classified as
‘permanent’ audit files which are updated with new information of continuing
importance, as distinct from ‘current’ audit files which contain information
relating primarily to the audit of a single period.

ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality, Safe Custody and Ownership of W, Safe Custody and Ownership of W, Safe Custody and Ownership of W, Safe Custody and Ownership of W, Safe Custody and Ownership of Working Porking Porking Porking Porking Papersapersapersapersapers
APB SAS 230 states that “auditors should adopt appropriate procedures for
maintaining the confidentiality and safe custody of their working papers”.

Auditors comply with ethical guidance as to the confidentiality of working
papers. Portions of, or extracts from, the working papers may be made available
to the entity at the discretion of the auditors, provided such disclosure does not
undermine the independence or the validity of the audit process. Information
is generally not made available to other third parties (including parent
companies or subsidiary undertakings or their auditors) without the permission
of the entity (Chitty, 2004).

The auditors should exercise judgement to determine the appropriate period
of retention bearing in mind the following:
(a) Possible needs of their client, for example that audited information may

need to be included in a prospectus at some future date;
(b) Their own needs, including any regulatory requirements; and
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(c) Prior to their destruction, auditors consider whether there is likely to be
a need to refer to them again.

Working papers are the property of the auditors.  Although portions of or extracts
from the working papers may be made available to the entity at the discretion
of the auditor, they are not a substitute for the entity’s accounting records (IFAC
ISA 230).

4.84.84.84.84.8 PLANNING, DOCUMENTING AND MONITORING OF TIME AND COSTSPLANNING, DOCUMENTING AND MONITORING OF TIME AND COSTSPLANNING, DOCUMENTING AND MONITORING OF TIME AND COSTSPLANNING, DOCUMENTING AND MONITORING OF TIME AND COSTSPLANNING, DOCUMENTING AND MONITORING OF TIME AND COSTS

PlanningPlanningPlanningPlanningPlanning
At the planning stage of an audit, the auditors must prepare time and cost
estimate as part of the audit plan. It is necessary for audits of entities of all
sizes. The objectives of time planning which takes place before the detailed
audit work begins include:
(a) Ensuring that appropriate time is devoted to the different tasks and

activities covering all areas of the audit;
(b) Ensuring that potential problems are identified, and appropriate time

estimate made to cover such matters;
(c) Ensuring proper documentation of time and cost;
(d) Ensuring proper monitoring of time and cost;
(e) Ensuring timely completion and rendering of time sheets;
(f) Ensuring that appropriate fee is charged for the audit; and
(g) Facilitating review.

Planning of time and costs also assist:Planning of time and costs also assist:Planning of time and costs also assist:Planning of time and costs also assist:Planning of time and costs also assist:
(a) In the proper assignment of work to members of the audit team and

their briefing;
(b) In the co-ordination of work done by other auditors and experts, so that

the audit may be performed in an efficient and timely manner; and
(c) In obtaining an understanding of the entity’s affairs and, all members

of the audit team in understanding the nature and scope of other work
they are to carry out before the audit field work starts; within the time
allocated to each aspect of the audit.

Establishment of Policy and ProcessesEstablishment of Policy and ProcessesEstablishment of Policy and ProcessesEstablishment of Policy and ProcessesEstablishment of Policy and Processes
The establishment of time and cost procedures as part of the quality control
policy and processes within a firm involves:
(a) Setting a framework within which all relevant requirements, including

the requirements of time estimating, recording, monitoring and costing,
can be met; and

(b) Determine the size and nature of the practice and its organisation.

CommunicationCommunicationCommunicationCommunicationCommunication
Communication of time and cost policy and processes usually involve:
(a) Communication of time and cost policy and processes to all audit staff

and audit engagement partners for effective implementation; and
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(b) Use of internal training, electronic and paper circulars, and staff
manuals to communicate time and cost policy and processes.

DocumentationDocumentationDocumentationDocumentationDocumentation
Appropriate documentation of time and cost policy and processes normally
includes:
(a) A description of the policy and processes and the objectives they are

designed to achieved;
(b) Records of amendments to policies and processes; and
(c) A record of how policy and processes and changes to them have been

communicated.

Assignment of PAssignment of PAssignment of PAssignment of PAssignment of Personnel to Aersonnel to Aersonnel to Aersonnel to Aersonnel to Audit Engagements, Time Estimation andudit Engagements, Time Estimation andudit Engagements, Time Estimation andudit Engagements, Time Estimation andudit Engagements, Time Estimation and
RecordingRecordingRecordingRecordingRecording
Each audit engagement should have an engagement partner who should take
responsibility for the engagement on behalf of the firm.

Audit engagement partners are responsible for the conduct of the audits to
which they have been appointed, timely rendering of the bill and collection of
amount billed.

Firms should assign audit staff with the competencies necessary to perform
the audit work expected of them to individual audit engagements. Firms should
establish processes to record, monitor and render time costs.

TimekeepingTimekeepingTimekeepingTimekeepingTimekeeping
Audit engagement partners should ensure that audit work is directed, supervised
and reviewed in a manner that provides reasonable assurance that the work
has been performed efficiently and competently. They are also responsible for
timely billing, rendering and collection of amount billed.

Timekeeping involves:Timekeeping involves:Timekeeping involves:Timekeeping involves:Timekeeping involves:
(a) Knowing the firm’s policy and procedures on time and cost processes;
(b) Knowing the time budget for the tasks and activities assigned;
(c) Timely arrival on assignments;
(d) Keeping daily record of tasks and activities and time expended on them;
(e) Timely completion, approval and submission of timesheets; and
(f) Being educated on appropriate team-working and training.

MonitoringMonitoringMonitoringMonitoringMonitoring
Firms should appoint a senior audit partner to take responsibility for monitoring
the time aspects of audits carried out by the firm.

The responsibility for monitoring the time aspects of audit performance is
different from the responsibility for the establishment of quality control policy
and processes. Wherever possible, the two responsibilities are undertaken by
different senior audit partners.
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The objective of monitoring time and costs is to provide an independent
assessment of:
(a) The appropriateness of the time cost, billing and recovery of costs on

audit; and
(b) Whether the firm’s own time and cost policy and processes have been

applied.

The senior audit partner responsible for the monitoring process:
(a) Develops procedures for the systematic review of time cost, billing and

recovery on completed audit engagements;
(b) Develops appropriate course of action where significant variances

between estimated time cost and actual cost are identified. Courses of
action may involve communication of the findings within the firm and
additional training; and

(c) Ensures changes to the firm’s policies and procedures and disciplinary
action against those who repeatedly fail to comply with the firm’s
standards.

4.94.94.94.94.9 ESTESTESTESTESTABLISHING PROCEDURES FOR OBTABLISHING PROCEDURES FOR OBTABLISHING PROCEDURES FOR OBTABLISHING PROCEDURES FOR OBTABLISHING PROCEDURES FOR OBTAINING AUDIT EVIDENCEAINING AUDIT EVIDENCEAINING AUDIT EVIDENCEAINING AUDIT EVIDENCEAINING AUDIT EVIDENCE
INCLINCLINCLINCLINCLUDING BALUDING BALUDING BALUDING BALUDING BALANCE AND TRANSACTION TESTING, ANALANCE AND TRANSACTION TESTING, ANALANCE AND TRANSACTION TESTING, ANALANCE AND TRANSACTION TESTING, ANALANCE AND TRANSACTION TESTING, ANALYTICALYTICALYTICALYTICALYTICAL
PROCEDURES AND MANAGEMENT REPRESENTPROCEDURES AND MANAGEMENT REPRESENTPROCEDURES AND MANAGEMENT REPRESENTPROCEDURES AND MANAGEMENT REPRESENTPROCEDURES AND MANAGEMENT REPRESENTAAAAATIONTIONTIONTIONTION

Analytical ProceduresAnalytical ProceduresAnalytical ProceduresAnalytical ProceduresAnalytical Procedures

IntroductionIntroductionIntroductionIntroductionIntroduction
APB statement of auditing standard 410 covers ‘Analytical Procedures’.

The standard requires auditors to apply analytical procedures at the planning
and overall review stages of the audit.

The standard defines ‘Analytical procedures’ as the analysis of relationships
between:
(a) Items of financial data, or between items of financial and  non-financial

data, deriving from the same period; or
(b) Comparable financial information deriving from different periods or

different entries, to identify consistencies and predicted patterns or
significant fluctuations and unexpected relationships, and the results
of investigations thereof.

Analytical procedures are designed primarily to assist in planning the audit
and as part of the evaluation of the financial statements.

Analytical procedures may also be performed as substantive procedures
designed to obtain evidence directly.

Nature and Purpose of Analytical ProceduresNature and Purpose of Analytical ProceduresNature and Purpose of Analytical ProceduresNature and Purpose of Analytical ProceduresNature and Purpose of Analytical Procedures
Analytical procedures include the consideration of comparisons of the entity’s
financial information with, for example:
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(a) Comparable information for prior periods;
(b) Anticipated results of the entity, from budgets or forecasts;
(c) Predictive estimates prepared by the auditors, such as an estimation of

the depreciation charge for the year; and
(d) Similar industry information, such as a comparison of the entity’s ratio

of sales to trade debtors with industry averages, or with the ratio relating
to other entities of comparable size in the same industry.

Analytical procedures also include consideration of relationships:
(a) Between elements of financial information that are expected to conform

to a predicted pattern based on the entity’s experience, such as the
relationship of gross profit to sales; and

(b) Between financial information and relevant non-financial information,
such as the relationship of payroll costs to number of employees (Chitty,
2004).

Various methods may be used in performing the analytical procedures. These
range from simple comparisons to complex analyses using advanced statistical
techniques. Analytical procedures may be applied to consolidated financial
statements, financial statements of components (such as subsidiary
undertakings, divisions or branches) and individual elements of financial
information. The auditors’ choice of procedures, methods and level of application
is a matter of professional judgement.

Analytical procedures are used by auditors:
(a) To assist in planning the nature, timing and extent of other audit

procedures;
(b) As substantive procedures when their use can be more effective or

efficient than other procedures in reducing detection risk for specific
financial statement assertions; and

(c) As part of the overall review of the financial statements when finalising
the audit.

Analytical Procedures in Planning the AuditAnalytical Procedures in Planning the AuditAnalytical Procedures in Planning the AuditAnalytical Procedures in Planning the AuditAnalytical Procedures in Planning the Audit
Auditors should apply analytical procedures at the planning stage to assist in:
(a) Understanding the entity’s business;
(b) Identifying areas of potential audit risk; and
(c) Planning the nature, timing and extent of other audit procedures.....

Analytical procedures at this stage are usually based on the entity’s interim
financial information, budgets and management accounts. Discussions with
the entity’s management, focused on identifying significant changes in the
business since the prior financial period, may also be useful.

Application of analytical procedures may indicate:
(a) Aspects of the entity’s business of which the auditors were previously

unaware; and
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(b) Assist in determining the nature, timing and extent of other audit
procedures.

Analytical Procedures as Substantive ProceduresAnalytical Procedures as Substantive ProceduresAnalytical Procedures as Substantive ProceduresAnalytical Procedures as Substantive ProceduresAnalytical Procedures as Substantive Procedures
The decision about whether to use analytical procedures as substantive
procedures and the nature, timing and extent of their use is based on the
auditors’ judgement about the expected effectiveness and efficiency of the
available procedures in reducing detection risk for specific financial statements
assertions.

Auditors usually enquire of management as to the availability and reliability
of information needed to apply analytical procedures and the results of any
such procedures performed by the entity.

It may be efficient to use analytical data prepared by the entity, provided the
auditors are satisfied that such data is properly prepared.

When intending to apply analytical procedures as substantive procedures,
auditors consider a number of factors such as:
(a) The plausibility and predictability of the relationships identified for

comparison and evaluation. For example, there is a strong relationship
between certain selling expenses and turnover in businesses where the
sales force is paid by commission;

(b) The objectives of the analytical procedures and the extent to which their
results are reliable;

(c) The degree to which information can be disaggregated, for example,
analytical procedures may be more effective when applied to financial
information on individual sections of an operation or to financial
statements of components of a diversified entity, than when applied to
financial information relating to the entity as a whole;

(d) The availability of information, both financial (such as budgets or
forecasts) and non-financial (such as the number of units produced or
sold);

(e) The relevance of the information available, for example, whether budgets
are established as results to be expected rather than as goals to be
achieved;

(f) The comparability of the information available, for example, broad
industry data may need to be supplemented to make it comparable with
that of an entity that produces and sells specialised products; and

(g) The knowledge gained during the previous audits, together with the
auditors’ understanding of the effectiveness of the accounting and
internal control systems and the types that in prior periods have given
rise to accounting adjustments (Chitty, 2004).

The reliability of the information used in analytical procedures is likely to be
enhanced:
(a) If it comes from sources independent of, rather than internal to, the entity;
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(b) If the information is produced internally, its reliability is enhanced if it
is produced independently of the accounting system or there are
adequate controls over its preparation; and

(c) If the necessity for the evidence on the reliability of such information
depends on the results of other audit procedures and on the importance
of the results of analytical procedures as a basis for the auditors’ opinion.

The extent of reliance that auditors place in the results of analytical procedures
when used as substantive procedures may also depend on the following factors:
(a) Other procedures directed towards the financial statement assertions.

For example, other procedures auditors undertake in reviewing the
collectibility  of debtors, such as the review of subsequent cash receipts,
may confirm or dispel questions arising from the application of analytical
procedures to an aged profile of customers’ accounts;

(b) The accuracy with which the expected results of analytical procedures
can be predicted. For example, auditors normally expect greater
consistency in comparing discretionary expenses, such as research or
advertising; and

(c) The frequency with which a relationship is observed, for example, a
pattern repeated monthly as opposed to annually.

The application of analytical procedures is based on the expectation that
relationships between data exist and continue in the absence of known
conditions to the contrary. The presence of these relationships provides audit
evidence as to the financial statement assertions relating to the data produced
by the accounting system. However, reliance on the results of analytical
procedures depends on the auditors’ assessments of the risk that the analytical
procedures may identify relationships as expected whereas, in fact, a material
misstatement exists (Chitty, 2004).

Analytical PAnalytical PAnalytical PAnalytical PAnalytical Prrrrrocedurocedurocedurocedurocedures as Pes as Pes as Pes as Pes as Part of the Overall Rart of the Overall Rart of the Overall Rart of the Overall Rart of the Overall Review when Completingeview when Completingeview when Completingeview when Completingeview when Completing
the Auditthe Auditthe Auditthe Auditthe Audit
APB SAS 410 titled “Analytical procedures” states that, “when completing the
audit, auditors should apply analytical procedures in forming an overall
conclusion as to whether the financial statements as a whole are consistent
with their knowledge of the entity’s business”.

The conclusions drawn from the results of such procedures are intended to:
(a) Corroborate conclusions formed during the audit regarding individual

components or elements of the financial statements; and
(b) Assist in arriving at the overall conclusion as to whether the financial

statements as a whole are consistent with the auditors’ knowledge of
the entity’s business. However, they may also identify areas requiring
further audit procedures.

AUDIT PLANNING AND CONTROL PROCEDURE
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Investigating Significant Fluctuations or Unexpected RelationshipsInvestigating Significant Fluctuations or Unexpected RelationshipsInvestigating Significant Fluctuations or Unexpected RelationshipsInvestigating Significant Fluctuations or Unexpected RelationshipsInvestigating Significant Fluctuations or Unexpected Relationships
APB SAS 410 states that when significant fluctuations or unexpected
relationships are identified that are inconsistent with other relevant information
or that deviate from predicted patterns, auditors should:
(a) Investigate; and
(b) Obtain adequate explanations and appropriate corroborative evidence.

The investigation of significant fluctuations and unexpected relationships
ordinarily begins with enquiries of management, followed by corroboration of
management’s responses:
(a) By comparing them with the auditors’ knowledge of the entity’s business

and with other evidence obtained during the course of the audit; or
(b) If the analytical procedures are being carried out as substantive

procedures, by undertaking additional audit procedures where
appropriate to confirm the explanations earlier received from entity’s
management.

Where the explanation obtained from the entity’s management is considered
inadequate, the auditors may determine the additional audit procedures to be
undertaken to obtain an explanation for the fluctuation or relationship noted.

MANAGEMENT REPRESENTMANAGEMENT REPRESENTMANAGEMENT REPRESENTMANAGEMENT REPRESENTMANAGEMENT REPRESENTAAAAATIONSTIONSTIONSTIONSTIONS

IntroductionIntroductionIntroductionIntroductionIntroduction
APB Statement of Auditing Standard 440 covers “Management Representations”.
SAS 440 establishes standards and provides:
(a) Guidance on the use of management representations as audit evidence;
(b) The procedures to be applied in evaluating and documenting

management representations; and
(c) The action to be taken if management refuses to provide confirmation

of appropriate representations.

In the course of an audit, many representations are made to the auditors. The
representations may be:
(a) either unsolicited or in response to specific enquiries;
(b) critical to obtaining sufficient appropriate audit evidence on which to

base their audit opinion; and
(c) on general matters, for example that the directors have made all

accounting records available to the auditors.

The possibility of misunderstanding between auditors and management is
reduced when oral representations are confirmed in writing. Written
confirmation of representations may take the form of:
(a) A representation letter from management; or
(b) A letter from the auditors outlining their understanding of management’s

representations, duly acknowledged and confirmed in writing by
management; or
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(c) Minutes of meetings of the board of directors, or similar body, at which
such representations are approved.

An example of representations from management in the form of a letter is set
out in the latter part of this section.

APB SAS 440 states that; “auditors should obtain written confirmation of
appropriate representations from management before their report is issued”.

The standard describes, in the context of management representations,
‘management’ as including directors, officers and others who perform senior
managerial function.

The standard defines ‘Directors’ as the ‘directors of a company or other body,
the partners, proprietors, committee of management or trustees of other forms
of entities, or equivalent persons responsible for directing the reporting entity’s
affairs and preparing its financial statements.

Acknowledgement by the Directors of their Responsibility for theAcknowledgement by the Directors of their Responsibility for theAcknowledgement by the Directors of their Responsibility for theAcknowledgement by the Directors of their Responsibility for theAcknowledgement by the Directors of their Responsibility for the
Financial StatementsFinancial StatementsFinancial StatementsFinancial StatementsFinancial Statements
Auditors should obtain evidence that the directors acknowledge their collective
responsibility for the preparation of the financial statements and have approved
the financial statements.

The directors’ acknowledgement of such collective responsibility and approval
may be obtained by the auditors receiving a signed copy of the financial
statements which incorporate a statement of the directors’ responsibility for
the financial statements.

Relevant minutes of meetings of the board of directors or similar body, or by
attending such a meeting; or a written representation from the directors.

When auditors have responsibility for reporting on the financial statements of
a group of companies, acknowledgement by the directors of their responsibility
for the financial statements applies to both the group financial statements and
the financial statements of the parent undertaking (Chitty, 2004).

Representations by Management as Audit EvidenceRepresentations by Management as Audit EvidenceRepresentations by Management as Audit EvidenceRepresentations by Management as Audit EvidenceRepresentations by Management as Audit Evidence
Auditors often rely on representations by management as part of their audit
evidence by:
(a) Obtaining representations from the directors as to their responsibility

for the financial statements; and
(b) Relying on representations by management.

Auditors should obtain written confirmations of representations from
management on matters which are material to the financial statements and
when those representations are critical to obtaining sufficient appropriate audit
evidence.
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The auditors should discuss such matters with those responsible for giving the
written confirmation before they sign it to ensure that they understand what
they are confirming.

When representations to the auditors relate to matters which are material to
the financial statements, they:
(a) Seek corroborative audit evidence;
(b) Evaluate whether the representations made by management appear

reasonable and are consistent with other audit evidence obtained,
including other representations; and

(c) Consider whether the individuals making the representations can be
expected to be well-informed on the particular matters’ (Chitty, 2004).

The auditors should not regard representations by management to be a
substitute for other audit evidence that auditors expect to be available. If
sufficient appropriate audit evidence regarding a matter that may have a
material effect on the financial statements is not available, this constitutes a
limitation on the scope of the audit, even if a representation from management
has been received on the matter.  In these circumstances it may be necessary
for the auditors to consider the implications for the purpose of their report.

Management representations may be the only audit evidence available in
certain instances, such as:
(a) Where knowledge of the facts is confined to management (for example,

when the facts are a matter of management intentions); or
(b) When the matter is principally one of judgement or opinion (for example,

on the trading position of a particular customer).

In some exceptional cases, the matter may be of such significance that the
auditors refer to the representations in their report as being relevant to a proper
understanding of the basis of their opinion.

If a representation appears to be contradicted by other audit evidence, the
auditors should:
(a) Investigate the circumstances to resolve the matter; and
(b) Consider whether it casts doubt on the reliability of other representations.

The investigation of apparently contradictory audit evidence regarding a
representation received involve further enquiries of management to ascertain
whether the representation has been misunderstood or whether the other audit
evidence has been misinterpreted, and obtaining corroboration of
management’s responses.

If management is unable to provide an explanation or if the explanation is not
considered adequate, further audit procedures may be required to resolve the
matter.



165

Basic Elements of a Management Representation LetterBasic Elements of a Management Representation LetterBasic Elements of a Management Representation LetterBasic Elements of a Management Representation LetterBasic Elements of a Management Representation Letter
When requesting a management representation letter, the auditors ought to
request that it should be:
(a) Addressed to them;
(b) Contain specified information;
(c) Appropriately dated;
(d) Approved by those with specific knowledge of the relevant matters; and
(e) Discussed and agreed by the board of directors or similar body, and on

their behalf by the chairman and secretary, before they approve the
financial statements, to ensure that the board as a whole is aware of the
representations on which the auditors intend to rely in expressing their
opinion on those financial statements.

The auditors may also wish to consider whether to take the opportunity to remind
the directors that, under section 369 of the Companies and Allied Matters Act,
it is an offence to mislead the auditors.

A management representation letter is normally dated on the day the financial
statements are approved by the directors.

If there is any significant delay between the date of the management
representation letter and the date of the auditors’ report, the auditors may
consider it necessary to obtain further representations regarding the intervening
period for the purpose of their report.

Action if Management RAction if Management RAction if Management RAction if Management RAction if Management Refuses to Pefuses to Pefuses to Pefuses to Pefuses to Prrrrrovide Wovide Wovide Wovide Wovide Written Confirmation ofritten Confirmation ofritten Confirmation ofritten Confirmation ofritten Confirmation of
RepresentationsRepresentationsRepresentationsRepresentationsRepresentations
If management refuses to provide written confirmation of a representation that
the auditors consider necessary, the auditors should:
(a) Consider the implications of this scope limitation for their report.
(b) Not place reliance on other representations made by management during

the course of the audit.

Example of Management Representation LetterExample of Management Representation LetterExample of Management Representation LetterExample of Management Representation LetterExample of Management Representation Letter

Company letterhead)
(To the auditors)

We confirm to the best of our knowledge and belief, and having made
appropriate enquiries of other directors and officials of the company, the
following representations given to you in connection with your audit of the
financial statements for the period ended 31 December ………

(a) We acknowledge as directors our responsibilities under the Companies
and Allied Matters Act for preparing financial statements which give a
true and fair view and for making accurate representations to you.  All
the accounting records have been made available to you for the purpose
of your audit and all the transactions undertaken by the company have
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been properly reflected and recorded in the accounting records. All
other records and related information, including minutes of all
management and shareholders’ meetings, have been made available
to you.

(b) The legal claim by ABC Nigeria Limited has been settled out of court by
a payment of N5 million. No further amounts are expected to be paid,
and no similar claims have been received or are expected to be received.

(c) In connection with deferred tax not provided, the following assumptions
reflect the intentions and expectations of the company:
(i) Capital investment of N 10 million is planned over the next  three

years;
(ii) There are no plans to sell revalued properties; and
(iii) We are not aware of any indications that the situation is likely  to

change so as to necessitate the inclusion of a provision for tax
payable in the financial statements.

(d) The company has not had, or entered into, at any time during the period
any arrangement, transaction or agreement to provide credit facilities
including loans, quasi-loans or credit transactions) for directors or to
guarantee or provide security for such matters.

(e) There have been no events since the balance sheet date which necessitate
revision of the figures included in the financial statements or inclusion
of a note thereto.

We confirm that the above representations are made on the basis of enquiries
of management and staff with relevant knowledge and experience (and, where
relevant, of inspection of supporting documentation) sufficient to satisfy
ourselves that we can properly make each of the above representations to you.

As minuted by the board of directors at its meeting on…………………(date)

…………………….…………………….…………………….…………………….……………………. ...........………....................………....................………....................………....................……….........
ChairmanChairmanChairmanChairmanChairman  Secretary Secretary Secretary Secretary Secretary

4.104.104.104.104.10 QUALITY CONTROL AND PEER REVIEWQUALITY CONTROL AND PEER REVIEWQUALITY CONTROL AND PEER REVIEWQUALITY CONTROL AND PEER REVIEWQUALITY CONTROL AND PEER REVIEW

IntroductionIntroductionIntroductionIntroductionIntroduction
APB statement of auditing standard 240 deals with “Quality Control for audit
work”. It takes Quality Control to be of paramount importance to the independent
audit function.

The standard describes quality control policy and processes as those “designed
to provide reasonable assurance as to the appropriateness of the auditors’ report
and of adherence to auditing standards, ethical and other regulatory
requirements.
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Many quality assurance frameworks take a holistic approach to quality,
encompassing a wide range of business considerations including client and
employee satisfaction, and commercial performance.  Firms are encouraged
to embed procedures to meet the requirements of the statement of auditing
standards on quality control into a wider quality assurance framework”. (Chitty,
2004).

Wider quality assurance objectives may be achieved by the auditors by
discussing audit performance with boards of directors, audit committees (where
they exist) and senior management.

4.114.114.114.114.11 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

In this chapter we have laid down the necessary ground work for effective public
audit assurance practice. Detailed discussions have been given on cardinal
points relating to audit and assurance services. Such topics as audit planning,
documentation, responsibilities of directors, and senior management, as distinct
from that of the auditors were given adequate coverage. Methodology for
carrying out an engagement and     responsibilities of engaged Partners and field
staff, were adequately covered.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II,
on page 321.

4.124.124.124.124.12 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

4.12.14.12.14.12.14.12.14.12.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. Auditors should plan the audit work so as to perform the audit in an effective
manner
(A) True
(B) Untrue
(C) Writing audit planning summary is enough
(D) Writing management report will suffice
(E) Auditors’ prior year knowledge will suffice.

2. The objectives of planning the audit work, which takes place before the
detailed audit work begins, include:
(A) Ensuring that appropriate attention is devoted to the different areas

of the audit
(B) Ensuring that potential problems are identified
(C) Facilitating review
(D) A-C
(E) Meeting with the entity’s major suppliers.

3. Matters for auditors to consider in developing the overall audit plan, with
particular regard to the knowledge of the entity’s business, may include:
(A) General economic factors and industry conditions affecting the

entity’s business
(B) Important characteristics of the entity, its business, principal

business strategies, its financial performance and its reporting
requirements, including changes since the previous audit

AUDIT PLANNING AND CONTROL PROCEDURE
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(C) The operating style and control consciousness of directors and
management

(D) The auditors’ cumulative knowledge of the accounting and internal
control systems and any expected changes in the period

(E) All the above four cases.

4. The documentation of audit programme should
(A) set out the audit procedures the auditors intend to adopt
(B) include reference to other matters such as the audit objectives,

timing, sample size and basis of selection for each area
(C) serve as a set of instructions to the audit team
(D) serve as a means to control and record the proper execution of the

work
(E) A-D above.

5. In planning an audit, the auditor should recognise that non-compliance
by the entity with law or regulations may materially affect the financial
statements. Consequently, the auditor should plan the audit procedures to
include
(A) an assessment of the compliance of the entity with laws or

regulations affecting the business of the entity
(B) an evaluation and report on the results of the assessment of the

compliance with laws and regulations
(C) Visit to the local FM station
(D) Raising progressive billings
(E) Visit to the Federal High Court.

4.12.2 4.12.2 4.12.2 4.12.2 4.12.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

1. Comment on the statement that ‘Planning varies according to the size of the entity
and the complexity of the audit’.

2. State two bodies within an entity that the auditors need to discuss elements of the
overall audit plan and certain audit procedures with in order to improve the
effectiveness of the audit and to co-ordinate audit procedures.

3. Work performed by audit staff is reviewed by other more senior audit staff or the
audit engagement partner. State five matters which such reviewers consider in an
audit engagement.

4. Why should an audit firm appoint a senior audit partner to take responsibility for
monitoring the time aspects of audits carried out by the firm?

5. Why should auditors apply analytical procedures at the planning stage of an audit?

Refer to Suggested Solutions in Appendix I on page 301.
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VERIFICAVERIFICAVERIFICAVERIFICAVERIFICATION OF ASSETS ANDTION OF ASSETS ANDTION OF ASSETS ANDTION OF ASSETS ANDTION OF ASSETS AND
LIABILITIESLIABILITIESLIABILITIESLIABILITIESLIABILITIES

5.05.05.05.05.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, the reader should be able to:

! Understand verification principles.

! Know how to verify current assets, fixed assets and liabilities.

! Know how to verify intangible assets, and others.

! Vouch Income and Expenditures.

! Understand the process of audit documentation.

5.15.15.15.15.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

In the conduct of the audit of an entity, the auditor is presented with audit
evidence and other information supporting the assertions, classes of transactions
and balances. The auditor checks the evidence and information presented in
the primary documents. The auditor checks the initiation, authorisation,
postings, amongst others. The auditor approaches his or her work with
professional scepticism. The auditor does not readily believe what he or she
has been presented with. This enables the auditor to identify errors which need
to be corrected to ensure early detection of any material misstatements in the
financial statements on which the auditor is providing an audit opinion.

The auditor uses verification principles to substantiate the evidence provided.
Verification principles include:
(a) Confirm authorisation;
(b) Checking existence;
(c) Confirmation of costs or value
(d) Confirmation of title
(e) Physical inspection
(f) Completeness check
(g) Presentation and disclosure.

Verification procedures in relation to assets and liabilities contained in a set of
financial statements rely heavily on the original transactions being accurately
recorded and appropriate distinction made between expenditure of capital
nature and revenue. Verification procedures also rely on the transactions being
properly authorised in line with the entity’s authorisation procedures.

55555
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This chapter covers verification of current assets, fixed assets and liabilities.
The readers will readily understand the various verification methods which
the auditor uses in the conduct of his or her duties.

The chapter also covers verification of intangible assets such as goodwill,
patents, trademarks, copyrights, reserve and equity, income and expenditure,
revenue and expenses, sales and purchases, wages and salaries, and other
income and expenditure.

The auditor must have good knowledge of verification principles and their
documentation. The use of verification principles and their documentation
enable the auditor to accomplish his or her statutory (or other) roles in a manner
that leaves other professionals, who may need to review or evaluate his working
papers, in no doubt as to the nature of work actually done in meeting
professional standards and in supporting the audit opinion.

The learning objectives of this chapter have been carefully considered in
structuring the topics in this chapter. A careful study of this chapter will enable
the readers to understand the verification principles of auditing and the
verification of various classes of assets and liabilities. At the end of this chapter,
the student should be able to answer typical examination questions on the
verification principles, verification of current assets, fixed assets and liabilities
and verification of intangible assets.

5.25.25.25.25.2 VERIFICAVERIFICAVERIFICAVERIFICAVERIFICATION PRINCIPLESTION PRINCIPLESTION PRINCIPLESTION PRINCIPLESTION PRINCIPLES

Business entities keep records of their business activities on daily basis. The
business of the clients may arise from buying, producing, and selling goods,
services, and paying and collecting cash in connection with those activities.
Recording of the transactions in the books of the clients are reflected in the
revenue, expense, asset and liability accounts.

In the course of preparation of financial statements, the directors make certain
financial statements assertions. The assertions constitute representations of
the directors that are embodied in the financial statements. The directors, by
approving the financial statements confirm the representations made by them.
The following matters constitute representations or assertions usually made
by the directors in approving financial statements:
(a) ExistenceExistenceExistenceExistenceExistence: an asset or a liability exists at a given date;
(b) Rights and ObligationsRights and ObligationsRights and ObligationsRights and ObligationsRights and Obligations: an asset or a liability pertains to the entity

at a given date;
(c) OccurrenceOccurrenceOccurrenceOccurrenceOccurrence: a transaction or event took place which pertains to the

entity during the relevant period;
(d) CompletenessCompletenessCompletenessCompletenessCompleteness: there are no unrecorded assets, liabilities, transactions

or events, or undisclosed items;
(e) VVVVValuationaluationaluationaluationaluation: an asset or liability is recorded at an appropriate carrying

value;
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(f) MeasurementMeasurementMeasurementMeasurementMeasurement: a transaction or event is recorded at the proper amount
and revenue or expense is allocated to the proper period; and

(g) Presentation and disclosurePresentation and disclosurePresentation and disclosurePresentation and disclosurePresentation and disclosure: an item is disclosed, classified and
described in accordance with the applicable reporting framework (for
example relevant legislation and applicable accounting standards).

The above therefore are the fundamentals of all verification exercises.

The auditor must obtain audit evidence to support each financial statement
assertion. The audit evidence presented in support of one assertion (for example,
existence of stock) does not compensate for failure to obtain audit evidence
regarding another (for example, its valuation). Tests may, however, provide
audit evidence about more than one assertion (for example, testing subsequent
receipts from debtors may provide some audit evidence regarding both their
existence and valuation).

In conducting substantive tests, the auditor must consider the nature, timing
and extent of substantive procedures. These may depend, amongst other factors,
on the following matters:
(a) The auditors’ assessments of the control environment and accounting

systems generally;
(b) The inherent and control risks relating to each assertion;
(c) Evidence obtained from audit work performed during the preparation

of the financial statements; and
(d) Where tests of control provide satisfactory evidence as to the effectiveness

of accounting and internal control systems, the extent of relevant
substantive procedures may be reduced, but not entirely eliminated.

Auditors normally obtain audit evidence by:
(a) Inspection;
(b) Observation;
(c) Enquiry and confirmation;
(d) Computation; and
(e) Analytical procedures.

The choice of one or a combination of the procedures which the auditors may
adopt is dependent, in part, on the type of audit, the time the audit is conducted
and the form in which the accounting records are maintained.

InspectionInspectionInspectionInspectionInspection
Inspection provides reliable audit evidence about the existence of the tangible
assets inspected but not necessarily as to the ownership or value of such assets.

It involves examining records, documents or tangible assets and provides audit
evidence of varying degrees of reliability depending on their nature and source
and the effectiveness of internal controls over their processing.

Inspection also provides three major categories of documentary audit evidence,
listed in ascending degree of reliability, viz:

VERIFICATION OF ASSETS AND LIABILITIES
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(a) Evidence created and held by the entity;
(b) Evidence created by third parties and held by the entity; and
(c) Evidence created and provided to auditors by third parties.

ObservationObservationObservationObservationObservation
The auditor, by observation, looks at a procedure being performed by others,
for example the auditors observe the counting of stock by the entity’s staff or
the performance of internal control procedures as part of the conduct of an
audit.

Enquiry and ConfirmationEnquiry and ConfirmationEnquiry and ConfirmationEnquiry and ConfirmationEnquiry and Confirmation
Enquiry involves seeking information within and outside the entity. Enquiry
may be formal or informal.  Responses to enquiries obtained from third parties
may confirm or disprove information previously made available to the auditors.

Confirmation involves obtaining response to an enquiry to corroborate
information previously made available to the auditors in the course of the audit.
Examples of direct confirmation are as follows:
(a) Confirmation of debts by communication with debtors;
(b) Confirmation of legal cases by communication with the entity’s solicitors;

and
(c) Confirmation of bank balances by communication with the entity’s

bankers.

ComputationComputationComputationComputationComputation
The auditor uses computation to check the arithmetical accuracy of source
documents and accounting records. Computation also involves re-performing
independent calculations.

Analytical ProceduresAnalytical ProceduresAnalytical ProceduresAnalytical ProceduresAnalytical Procedures
Analytical procedures consist of the analysis of relationships between:
(a) Items of financial data;
(b) Items of financial and non-financial data, deriving from the same period;

or
(c) Comparable financial information deriving from different periods or

different entities.

Analytical procedures are used in identifying consistencies and predicted
patterns or significant fluctuations and unexpected relationships, and the results
of investigations thereof.

Verification of assets is essential in auditing. Verification is a form of substantive
test. The auditor has a duty to verify the assets and liabilities which appear on
the balance sheet. The auditor also has a duty to verify that no other assets and
liabilities which ought to appear on the balance sheet have been omitted from
the financial statements.
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At this juncture, it is important to know that an auditor must have a good
understanding of his or her client’s business. He should document the client’s
business and conduct tests of control and substantives tests on class of
transactions and balances usually generated by the entity.  All items considered
to be material must be covered in the substantive tests.

Auditors are not necessarily suggesting that the risk of material misstatement
is particularly at the maximum, in the financial statements presented for audit.
Before performing substantive tests on each asset, the auditor would have
gathered sufficient information or updated the information previously at his
disposal about the client to make preliminary materiality judgement and to
assess inherent and control risk.

Verifications of the following accounts are considered below as part of
substantive tests in the course of an audit:
(a) Current assets;
(b) Fixed assets;
(c) Liabilities;
(d) Goodwill, patents, trademarks, copyright and franchise accounts;
(e) Reserve and equity;
(f) Income and expenditure;
(g) Revenue and expenses;
(h) Sales and Purchases;
(i) Wages and Salaries; and
(j) Other income and expenditure account items.

Verification may be in the form of:
(a) Confirmation of authorisation;
(b) Checking existence;
(c) Confirmation of costs or value;
(d) Confirmation of title;
(e) Physical inspection;
(f) Ensuring completeness; and
(g) Presentation and disclosure.

5.35.35.35.35.3 VERIFICAVERIFICAVERIFICAVERIFICAVERIFICATION OF CURRENT ASSETS AND LIABILITIESTION OF CURRENT ASSETS AND LIABILITIESTION OF CURRENT ASSETS AND LIABILITIESTION OF CURRENT ASSETS AND LIABILITIESTION OF CURRENT ASSETS AND LIABILITIES

VVVVVerification of Currerification of Currerification of Currerification of Currerification of Current Assetsent Assetsent Assetsent Assetsent Assets

InventoryInventoryInventoryInventoryInventory

Audit objectivesAudit objectivesAudit objectivesAudit objectivesAudit objectives
The audit objectives applicable to inventories are:

(a) CompletenessCompletenessCompletenessCompletenessCompleteness
This is to ensure that:
(i) Inventories represent all raw materials, work-in-progress, and

finished goods that the entity owns, including those on hand, in
transit or on the premises of others.

VERIFICATION OF ASSETS AND LIABILITIES
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(ii) All shipments of goods during the period covered by the financial
statements.

(b) AccuracyAccuracyAccuracyAccuracyAccuracy
This is to ensure that:
(i) The detailed perpetual inventory records are correct and agree

with the general ledger inventory control account.
(ii) Costs associated with inventories have been properly classified

and accumulated.
(iii) Cost of sales is based on correct costs and quantities, is properly

summarised and posted to the costs of sales and inventory control
accounts, and, where appropriate, is credited in the perpetual
inventory records.

(c) Existence/OccurrenceExistence/OccurrenceExistence/OccurrenceExistence/OccurrenceExistence/Occurrence
This is to ensure that:
(i) Recorded inventories physically exist in saleable condition and

represent property held for sale in the ordinary course of business.
(ii) Recorded cost of sales relate specifically to goods actually shipped

during the period covered by the financial statements.

(d) Cut-Cut-Cut-Cut-Cut-offoffoffoffoff
This is a procedure to ensure that production costs incurred are charged
to work-in-progress and on completion are transferred to finished goods
such that cost of goods sold are recorded in the period when the sales
are made.

(e) VVVVValuationaluationaluationaluationaluation
This is to ensure that:
(i) Costs associated with inventories and costs of sales are

determined and accumulated using generally accepted
accounting principles consistently applied.

(ii) Inventories are stated at cost or net realisable value, whichever
is lower.

(f) Rights and obligationRights and obligationRights and obligationRights and obligationRights and obligation
This is to confirm that:
The entity has legal title or ownership rights to the inventory; inventory
excludes goods that are the property of others or have been billed to
customers.

(g) Presentation and DisclosurePresentation and DisclosurePresentation and DisclosurePresentation and DisclosurePresentation and Disclosure
This is to ensure that:
(i) Inventories and cost of sales are properly described and classified

in the financial statements.
(ii) All encumbrances against inventory are adequately disclosed.

The auditor achieves these objectives by performing substantive tests or a
combination of substantive tests and tests of control, structure, policies and
procedures.
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Planning the Inventory ObservationPlanning the Inventory ObservationPlanning the Inventory ObservationPlanning the Inventory ObservationPlanning the Inventory Observation
The client has the primary responsibility for planning and taking the physical
inventory. The auditor should observe stocktaking and should include
observation of stocktaking in his planning of the audit. The client and auditor
should agree on the timing of the inventory after considering the following
factors:
(a) The inventory should be counted at year-end if it is subject to significant

volatility of movement or quantities, or if the control procedures for
accounting for movement are ineffective;

(b) If those procedures are effective, the count can be taken before year-end
or, if the client used cycle counts, on a staggered basis throughout the
year; and

(c) If the inventory is taken at once, both client and auditor usually prefer a
month in the last quarter of the fiscal year.

Unless the client has effective control procedures that address proper cut-off,
the auditor should discourage the client from taking inventories of different
departments over a period of several days; this could result in double-counting
of inventory.

The auditor should review and comment on the written instructions of inventory
plans. Often the client personnel responsible for the inventory hold one or more
instructional meetings with those who are to supervise the stock-taking. The
auditor’s presence at the meetings usually facilitates the plans for observing
the inventory.

There may be a need for large number of audit staff to be present when a
complete physical inventory is taken at a time than if cycle counts or staggered
inventories are taken.

Audit staffing requirements must be determined based on the following
variables:
(a) Timing of inventories at various locations;
(b) Difficulty of observing them; and
(c) Number of counting teams the client provides.

Observing the Physical InventoryObserving the Physical InventoryObserving the Physical InventoryObserving the Physical InventoryObserving the Physical Inventory
The auditor must keep in mind the objectives of observing a physical inventory,
namely:
(a) To ascertain that the inventory exists;
(b) To observe that the count is accurate;
(c) To ensure the description of the inventory is accurate; and
(d) To ensure that its condition is properly recorded.

An auditor is neither a taker nor an expert appraiser of inventory quality,
quantities, or condition; nonetheless, an auditor should intelligently apply
common sense.  Well-arranged inventory is more likely to be accurately counted
than poorly arranged inventory.  Signs of age and neglect are often obvious, for

VERIFICATION OF ASSETS AND LIABILITIES
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example, dust on cartons or rust and corrosion of containers, and they naturally
raise questions about the inventory’s usefulness.  The condition of the inventory
is particularly important if the product must meet technical health
specifications. Before observing the inventory auditor should know enough
about the client’s business to be able to recognise, at least in broad terms:

The product under observation and the measures appropriate to determining
its quality and condition.

Thus, an auditor should spend some time examining the inventory being
counted. However, the client, and everyone else concerned, should recognise
that the auditor is not acting as an expert appraiser.

The auditor should spend most of the time observing the client’s procedures in
operation. The diligence of the counting teams should be noted as to:
(a) How carefully they count, weigh, and measure;
(b) How well they identify and describe the inventory; and
(c) What methods they use to make sure no items are omitted or duplicated.

The auditor should also observe:
(a) Whether supervisory personnel are present;
(b) How planned recounting procedures are executed;
(c) Whether cut-off procedures are performed;
(d) How inventory count documents are controlled;
(e) How individual areas or departments are controlled and “cleared”; and
(f) Whether instructions are followed.

The auditor should do some test counts in order to:
(a) Confirm the accuracy of the client’s counting;
(b) Record evidence to corroborate the existence of the inventory for later

tracing to the inventory summary sheet; and
(c) Perform random selection, independent counting and comparison with

quantities recorded by the clients, provide evidence that all items on
hand are accurately included in the client’s recorded counts.

The auditor should use judgement in determining how many test counts to
perform. In the absence of specific reasons to do otherwise:
(a) The auditor usually performs a small number of test counts in relation

to the total number of items in the inventory;
(b) Where there are an unacceptable number of errors in a particular location,

the client would ordinarily recount the inventory; and
(c) The auditor should record the test counts for subsequent tracing to the

inventory summarisation.

Client inventory counts are commonly recorded at least in duplicate, with one
copy retained at the scene of the count and another collected for summarisation.
The client normally controls the summarisation process, and the auditor makes
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notations of tag or count sheet numbers or other control data on a test basis for
later tracing to the summarised records to provide corroborative evidence that
the process was adequately controlled.

As part of the review of plans and observation of the physical inventory
procedures, the auditor should note and evaluate the procedures followed in
separately identifying and counting items moved from one place to another
(such as from department to department) and goods on hand belonging to
others, such as consignments, bailment, goods on approval, and property of
customers returned for repair or held awaiting delivery instructions.  All items
belonging to others should be counted and recorded separately, both because
they should be subject to control and to preclude their mistaken or purposeful
substitution for the client’s inventory.

In order to adequately identify work-in-progress, especially its stage of
completion, auditors should:
(a) Check the bill of materials or similar document; and
(b) Identify items in process and their condition or stage of completion.

PPPPPerpetual Inventories (Cycle Counts)erpetual Inventories (Cycle Counts)erpetual Inventories (Cycle Counts)erpetual Inventories (Cycle Counts)erpetual Inventories (Cycle Counts)
All procedures applicable to wall-to-wall physical inventory observation can
be readily adapted to cycle count observation. The auditor can:
(a) Review the cycle counting schedules, plans, and instructions; and
(b) Observe the physical arrangement and condition of the inventory.

The diligence and proficiency of the inventory count teams in counting,
identifying inventory, and controlling records of test counts, would prevent
omissions or duplications, and help in identifying and segregating slow-
moving, obsolete, or damaged goods.  In a situation where the entire inventory
is not being counted at the same time, the auditor must take steps to ensure
that the items counted are properly identified. The auditor can make few test
counts either independently or with the count teams and can observe and, if
desired, participate in reconciling the counts to perpetual records and
investigating differences.

Effective cycle counting depends on:
(a) Effective control procedures for inventory quantities; and
(b) Timely recording throughout the production process.

Once the client’s procedures for controlling inventory quantities and related
cycle counting are found to be effective, the auditor can choose to observe and
test physical inventory procedures at any other time.

The auditor also needs evidence that the perpetual inventories procedures
observed:
(a) Were functioning before;
(b) Can be expected to function after they were observed; and
(c) That they are applied to substantially all inventory items.

VERIFICATION OF ASSETS AND LIABILITIES
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A formal schedule of counts and specific assignments (covering both personnel
to perform the counts and supervisory responsibility) is preferable. Many
companies, however, operate under a loose policy of counting all items at least
once a year and assign the counting to the stock keepers to do as time allows.
In those instances, the auditor can review work sheets, entries in the perpetual
inventory records and other evidence of the regularity of test counting, and can
evaluate the results. Evidence of proper count procedures include:
(a) Frequent counting; Absence of substantial differences between counts

and records over a period of time;
(b) Quality of investigation of differences that occur and those investigating

differences;
(c) And quality of storeroom, housekeeping and inventory identification.

Difficult InventoriesDifficult InventoriesDifficult InventoriesDifficult InventoriesDifficult Inventories
Certain types of materials - for example, logs in a river, piles of coal and scrap
metal, chemicals - by their nature may be difficult to count, and an auditor
may have to use ingenuity to substantiate quantities on hand. Measurement of
a pile of metals, for example, may be difficult for a number of reasons:
(a) The pile may have sunk into the ground to an unknown depth;
(b) The metals may be of varying weights, precluding the use of an average;

and
(c) The pile may be of uneven density.

The quality of chemicals and similar materials may be impossible to determine
without specialised knowledge, and the auditor may find it necessary to draw
samples from various levels of holding tanks and send them for independent
analysis. Irregularities have been perpetrated by substituting water for
materials stored in tanks.

Alternative Procedures when Observation is ImpracticableAlternative Procedures when Observation is ImpracticableAlternative Procedures when Observation is ImpracticableAlternative Procedures when Observation is ImpracticableAlternative Procedures when Observation is Impracticable
The auditor should not readily take observation of inventories as impracticable
or impossible. In a situation where the client does not or cannot take a physical
inventory, or if the auditor cannot be present at the stocks taking, the auditor
may be able to form an opinion regarding the reasonableness of inventory
quantities by applying any of the following alternative procedures:

Examining Other Physical Evidence that may be TExamining Other Physical Evidence that may be TExamining Other Physical Evidence that may be TExamining Other Physical Evidence that may be TExamining Other Physical Evidence that may be Tantamount toantamount toantamount toantamount toantamount to
Observing Physical InventoriesObserving Physical InventoriesObserving Physical InventoriesObserving Physical InventoriesObserving Physical Inventories
If the auditor is engaged after the physical inventory has been taken, subsequent
physical tests may be a satisfactory substitute for observing the inventory-
taking. The auditor may also examine written instructions for the inventory-
taking, review the original tags or sheets, and make other suitable tests. In any
event, the auditor must:
(a) Examine or observe some physical evidence of the existence of the

inventory; and
(b) Make appropriate tests of intervening transactions or control procedures

applied to them.
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If the auditor is satisfied that inventories are fairly stated; he or she is in a
position to express an unqualified opinion. Otherwise, there may be no
practicable substitute for observation of inventory-taking, and an auditor may
have to express a qualified opinion or disclaimer, depending on the materiality
of the inventories and on whether failure to observe was unavoidable or resulted
from management’s decision to limit the scope of the audit.

Substantiating ThrSubstantiating ThrSubstantiating ThrSubstantiating ThrSubstantiating Through Fough Fough Fough Fough Further Examination of Accounting Documentsurther Examination of Accounting Documentsurther Examination of Accounting Documentsurther Examination of Accounting Documentsurther Examination of Accounting Documents
Sometimes procedures for substantiating inventories must be based on
examining other accounting documents and records.  For example, in an initial
audit, the auditor generally would not have observed the physical inventory at
the previous year-end, which is a principal factor in determining cost of sales
for the current year. If reputable independent accountants expressed an
unqualified opinion on the prior-year statements, a successor auditor may
accept that opinion and perhaps merely review the predecessor auditor’s
working papers supporting the prior-year balances. If no audit was made for
the preceding year, the auditor may have no alternative but to substantially
expand the tests of accounting records to attempt to obtain reasonable assurance
about the beginning inventories in order to be able to express an opinion on
the current year’s results of operations.

Those expanded tests may include a detailed examination of physical inventory
sheets and summaries, including review and testing of cut-off data,
examination of perpetual inventory records and production records, and review
of individual product and overall gross profit percentages. In connection with
the latter procedures, cost accumulations for selected inventory items should
be tested and significant changes in unit costs directly traced to factors such as
technological changes, mass buying economies and changes in freight rates,
changes in labour costs, and changes in overhead rates.

Changes in gross profit percentages should be further related to changes in
unit sales prices and changes in the profitability of the sales mix, if applicable.
An auditor who is unable to form an opinion on the opening inventory may
decide to qualify the audit opinion or disclaim an opinion with respect to results
of operations for the year under audit.

TTTTTesting Ownership and Cut-esting Ownership and Cut-esting Ownership and Cut-esting Ownership and Cut-esting Ownership and Cut-offoffoffoffoff
The auditor must determine that the client holds title to the inventories.  Where
materials are imported by the entity, the shipping documents determine the
ownership of the consignment. The test of ownership of such materials includes:
(a) Shipping documents showing consignee, Free on Board (FOB) terms

and bill of lading; and
(b) Actual receipts of the materials into the client’s warehouse.

In the case of the cut-off test, the auditor needs to ensure:
(a) The completeness of primary documents such as purchase and sales

invoices;

VERIFICATION OF ASSETS AND LIABILITIES
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(b) The invoices so issued followed pre-numbered serials;
(c) Purchases are generally recorded when received; and
(d) Sales are made when the transactions took place.

Determination of ownership would depend on proper control of receiving and
shipping activities and cut-offs at year-end and, if different, at the physical
inventory date.

At the time of the inventory observation, the auditor should:
(a) Visit the receiving and shipping departments;
(b) Record the last receiving and shipping document numbers; and
(c) Ascertain that each department has been informed that no receipts after

or shipments before the cut-off date should be included in inventory.

After the inventory, the auditor should:
(a) Review the records of those departments; and
(b) Compare the last receiving and shipping numbers with accounting

department records to ensure that a proper cut-off was achieved.

Special care should be taken to control the movement of inventory when
manufacturing operations are not suspended during the physical inventory. If
there are consignment inventories, inventories in public warehouses, or
customer inventories, those procedures must be expanded.  Inventory held by
others should be substantiated by direct confirmation in writing with the
custodians.

If such inventory is material, the auditor should apply one or more of the
following procedures to obtain reasonable assurance with respect to the
existence of the inventory:
(a) Test the owner’s procedures for investigating the stock-keeper and

evaluating the store keeper’s performance;
(b) Obtain an independent accountant’s report on the store-keeper’s control

procedures relevant to custody of goods and, if applicable, pledging of
receipts, or apply alternative procedures at the warehouse to gain
reasonable assurance that information received from the warehouseman
is reliable;

(c) Observe physical counts of the goods, if practicable and reasonable;
and

(d) If warehouse receipts have been pledged as collateral, confirm with
lenders pertinent details of the pledged receipts.

If goods are billed to customers and held for them, care must be exercised to
exclude the goods from inventory and to determine that the customers have
authorised billing before delivery. Goods belonging to customers or others
should be counted and, if significant in amount, should be confirmed with their
owners.  The auditor should be alert to the possibility of such goods and should
ensure that the client properly segregates and identifies them.
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The auditor should also be alert for liens and encumbrances against the
inventories.  These are normally evident from reading minutes and agreements,
or as a result of confirmations with lenders relating to loans or loan agreements.

It may be necessary to investigate whether additional liens and encumbrances
have been filed with relevant authorities.

VVVVValuation of Inventoryaluation of Inventoryaluation of Inventoryaluation of Inventoryaluation of Inventory
Generally accepted accounting principles require that inventories be reported
at the lower of historical cost or market (current replacement cost), provided
that the carrying value should not exceed net realisable value (estimated selling
price minus costs of completion and disposal) or be lower than net realisable
value reduced by the normal profit margin.  To achieve the valuation objective
for inventories, the auditor should test the inventory costing. In addition, he
should:
(a) Review and test procedures for identifying obsolete or slow-moving

items;
(b) Review the costing of damaged or obsolete items to determine that the

assigned value does not exceed net realisable value; and
(c) Review and test the determination of market prices to determine whether

market value is lower than cost.

The auditor should:
(a) Consider not only finished goods but also work in process and raw

materials that will eventually become finished goods in the review for
obsolete items;

(b) Compare quantities with those in previous inventories on test basis to
identify slow-moving items or abnormally large or small balances; and

(c) Reviews of usage records can provide further indications of slow-moving
items.

If the client does not maintain perpetual records, the auditor may examine
purchase orders or production orders to determine how recently certain items
of inventory were acquired. Many companies have formulae or rules of thumb
that translated overall judgements on obsolete stocks into practical detailed
applications, for example:
(a) All items over a year’s supply;
(b) All items that have not moved within six months; and
(c) All items bearing certain identifying numbers with regard to date or

class of product.

The auditor should review whether the rules are realistic and comprehensive
enough as well as whether they are fully and accurately applied.  In addition
to reviewing and testing the client’s rules, the auditor must evaluate, based on
an understanding of the client’s business climate, whether inventory can be
realised in the normal course of operations. Past experience can be a good
guide to the net realisable value of items that must be disposed of at salvage
prices.
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When certain finished goods are declared obsolete or severe markdowns are
required, consideration should be given to related raw materials and work-in-
process inventories write down.

VVVVVerification of Cash Saleserification of Cash Saleserification of Cash Saleserification of Cash Saleserification of Cash Sales
Cash sales are included under this topic because of the level of cash transactions
in Nigerian economy.  In the supermarkets, restaurants, filling stations, etc,
transactions are made predominantly by cash.  Physical and accounting controls
on cash pose problems. Segregation of duties between access to merchandise
and access to cash receipts is difficult, hence control procedures are put in
place to improve accountability.  For effective control, customers are encouraged
to demand for receipts to cover cash payments.

Steps in verification of cash sales are:
(a) Obtain records of the entity’s daily cash sales;
(b) Check the records of cash receipts with the totals of the cash register;
(c) Investigate and obtain necessary explanations for any discrepancy;
(d) Check the procedures for cash transactions; and
(e) Conduct cash count.

Cash BalancesCash BalancesCash BalancesCash BalancesCash Balances
It is assumed that the auditor, using appropriate combination of risk assessment
activities and substantive tests, would have reduced audit risk to an
appropriately low level with regard to cash receipts from customers, cash
disbursements to vendors, and other cash transactions. Because cash is so liquid
and transferable, the risk of theft is greater than that of any other asset.
Accordingly, the auditor focuses on how responsive the client’s control structure
policies and procedures are to the inherent characteristic risk.

Failure to detect cash defalcations is frequently a source of embarrassment to
the auditor.  It may be the basis for litigation; particularly if it involves material
fraud that a client contends should have been detected by an auditor following
a testing plan that gave appropriate consideration to the inherent risk associated
with cash and the client’s response to that risk.  Cash defalcations are concealed
by unauthorised charges to income statement accounts, resulting in income
statement containing misclassified or fictitious expenses.

The nature, timing and extent of substantive tests of cash are strongly influenced
by the auditor’s assessment of inherent and control risk. The effectiveness of
control procedures also affects the timing of substantive tests.

Audit ObjectivesAudit ObjectivesAudit ObjectivesAudit ObjectivesAudit Objectives
The objectives of auditing cash are to obtain reasonable assurance that:
(a) Recorded cash on hand and in financial institutions, exists, and is

accurate and complete, and the client has legal title to it at the balance
sheet date;
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(b) All items properly included as part of cash are realisable in the amounts
stated; for example, foreign currency on hand or on deposit in foreign
countries is properly valued;

(c) Cash restricted as to availability or use is properly identified and
disclosed; and

(d) Cash receipts, disbursements, and transfers between bank accounts are
recorded in the proper period.

Cut-off objective with respect to cash receipts from customers and disbursements
to vendors should be met to prevent end-of-period “window dressing” of
working capital accounts.  Recording bank transfers in the wrong period could
be a tell-tale of a defalcation.

Substantive TSubstantive TSubstantive TSubstantive TSubstantive Tests of Cash Balancesests of Cash Balancesests of Cash Balancesests of Cash Balancesests of Cash Balances
Substantive tests are as follows:
(a) Testing completeness, accuracy, and existence of year-end balances so

as to:
(i) Confirm balances and other information with banks and other

financial institutions;
(ii) Prepare, review bank reconciliations; and
(iii) Cash count.

(b) Testing bank transfer cut-off.
(c) Review restrictions on cash balances and related disclosures.

Confirmation of Bank BalancesConfirmation of Bank BalancesConfirmation of Bank BalancesConfirmation of Bank BalancesConfirmation of Bank Balances
The auditor should ordinarily confirm balances at year-end by direct
correspondence with all banks the client has conducted business with during
the year, regardless of whether all year-end reconciliation’s are reviewed or
tested. Usual practice is to confirm all bank accounts open at any time during
the year under audit. The auditor should ask the client to request the financial
institution to communicate directly with the auditor.

Indebtedness and Other ArrangementsIndebtedness and Other ArrangementsIndebtedness and Other ArrangementsIndebtedness and Other ArrangementsIndebtedness and Other Arrangements
A bank may have arrangements with or provide services to the client other
than maintaining deposits or granting loans.

Auditor should confirm:
(a) Amount(s) on deposit kept as a condition for a loan;
(b) Items held as agent or trustee, securities or other items in safekeeping

or for collection for the account of the client; and
(c) Other arrangements - such as oral and written guarantees, commitments

to buy foreign currencies, repurchase or reverse repurchased
agreements, and letters of credit and lines of credit.

Bank Reconciliation ProceduresBank Reconciliation ProceduresBank Reconciliation ProceduresBank Reconciliation ProceduresBank Reconciliation Procedures
Periodic reconciliation of cash receipts and disbursements to the amounts shown
on bank statements is key control procedure to meet the asset protection
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objective for cash. The reconciliation procedure will be more effective if in
addition to reconciling the balances, the detailed items listed on the bank
statements are reconciled to the detailed items recorded in the accounts during
the period covered by the bank statement.  Reconciling detailed items listed on
the bank statements ensures that all items recorded in the accounts, including
offsetting items within receipts or disbursements, are also recorded on the bank
statement and vice versa.

Effective segregation of duties requires that the person reconciling bank balance
to account balances does not have functions relating to:
(a) Cash receipts;
(b) Cash disbursements; and
(c) Preparing or approving vouchers for payment.

It also requires that the person performing the reconciliation obtains the bank
statements directly from the bank and makes specific comparisons, like
comparing paid cheques and other debits and credits listed on the bank
statement with entries in the accounts, examining cheques for signatures and
endorsements, and reconciling bank transfers.

The client’s reconciliation of bank accounts and the appropriate division of
duties with respect to cash balances and transactions are important control
procedures. The auditor’s assessment of how effective the client’s reconciliations
are determined by the nature, timing, and extent of many of the substantive
tests of cash. Other factors are:
(a) Adequacy of the accounting system;
(b) Competence of employees doing the reconciliations; and
(c) Segregation of duties.

The more effective the auditor finds the client’s reconciliations to be, that is,
the lower the assessed level of control risk, the less detailed the auditor’s
reconciliation procedures have to be.

Those procedures may range from simply reviewing the client’s reconciliations
at year-end, if control risk has been assessed as low, to performing independent
reconciliations covering the entire year using the proof of cash form. Generally,
performing proof of cash reconciliations for the entire year is considered
necessary only in special situations, such as when a defalcation is believed to
have occurred. Between those two extremes falls the auditor’s judgemental
discretion.

RRRRReview and Teview and Teview and Teview and Teview and Test of Client’s Rest of Client’s Rest of Client’s Rest of Client’s Rest of Client’s Reconciliationseconciliationseconciliationseconciliationseconciliations
If the auditor has assessed control risk as low, then merely reviewing the client’s
reconciliations at year-end may be appropriate.  The steps in reviewing a client’s
bank reconciliation are:
(a) Obtain copies of the client’s bank reconciliations and establish their

mathematical accuracy;
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(b) Reconcile the total of the bank balances on the reconciliations to the
general ledger balance. This will generally require using a summary of
the individual cash account balances in the general ledger account;

(c) Scan the bank reconciliation for significant unusual reconciling items
and adjustments, and obtain evidence to support them by inquiry or
examination of appropriate documents.

In addition to the review procedures the auditor may decide to test the client’s
reconciliations. The tests may be performed at an interim date, if the auditor
has assessed that the client’s reconciliations are subject to effective supervisory
control procedures. If supervision during the intervening period is not
considered effective, the auditor would probably perform the tests at year-end.
The following procedures in addition to steps (a) and (b) above are typically
performed in testing the client’s reconciliations:

(a) Determine that paid cheques, deposits, and debit and credit advices
appearing on the cut-off bank statements and issued on or before the
balance sheet date appear on the year-end reconciliations;

(b) Trace to the cash disbursements records outstanding cheques listed on
bank reconciliations but not returned with the cut-off statements;

(c) Trace deposits in transit on the bank reconciliations to the cut-off bank
statements and the cash receipts records, and determine whether there
are any unusual delays between the date received per the books and
the date deposited per the bank statements;

(d) Trace other reconciling items to supporting documentation and entries
in the cash records;

(e) Investigate old or unusual reconciling items. If cheques remain uncashed
after a specified period of time, the reason should be determined and
the amounts restored to the cash account; and

(f) Determine the exact nature of items on the year-end bank statements
not accounted for by the reconciliation procedures, such as debits or
credits followed by offsetting entries of identical amounts that appear
to be, or are represented by the client to be, bank errors and corrections
not so coded. If information in the client’s records is inadequate,
clarification should be requested from the bank.  In these circumstances,
the auditor should consider performing a “proof of cash” reconciliation
(described below) if the client’s reconciliation process does not include
one. These procedures assume that the testing is performed as of the
balance sheet date and that cut-off statements for a reasonable period
after the balance sheet date are obtained from the bank.

Bank TBank TBank TBank TBank Transfer Scheduleransfer Scheduleransfer Scheduleransfer Scheduleransfer Schedule
To ensure there has been a proper cut-off at year-end, the auditor should
determine whether significant transfers of funds occurred among the client’s
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various bank accounts near the balance sheet date.  All transfers of funds within
the organisation should be considered - whether among branches, divisions,
or affiliates - to make sure that cash is not “double counted” in two or more
bank accounts and that “kiting” has not occurred.

The auditor should determine:
(a) That each transaction represented as a transfer is in fact an authorised

transfer;
(b) That debits and credits representing transfers of cash are recorded in

the same period; and
(c) That the funds are actually deposited in the receiving bank in the

appropriate period.

KitingKitingKitingKitingKiting     is a way of concealing cash shortage caused by a defalcation, such as
misappropriating cash receipts that were perpetrated previously.  It involves
the careful and deliberate use of the “float” (the time necessary for a cheque to
clear the bank it was drawn on). Drawing a cheque on one bank, depositing it
in another bank just before year-end, so that deposit appears on the bank
statement and the recording of the transfer in the receipts is not done until
after year-end amounts to kiting. The float period will cause the cheque not to
clear the bank it was drawn on until after year-end, and the amount transferred
is included in the balances of both bank accounts. Since the transfer is not
recorded as a receipt or a disbursement until the following year, it will not
appear as an outstanding cheque or a deposit in transit on the reconciliation of
either bank account. The effect is to increase receipts per the bank statement; if
the misappropriation of cash receipts and the kiting take place in the same
period, receipts per the bank statement will agree with receipt per the cash
receipts journal at the date of the bank reconciliation. (If the misappropriation
of cash receipts takes place in the period before the kiting, a proof of cash may
also reveal the kiting). Kiting requires that the transfer process be repeated
continually until the misappropriated funds have been restored. Kiting could
have a wider meaning to encompass writing cheques against inadequate funds
with the intent of depositing sufficient funds later, but before the cheques clear
the bank.

Bank transfer schedule is an effective tool that assists the auditor in ensuring
that:
(a) all transfers of funds among bank accounts near the balance sheet date

are recorded in the books in the proper accounting period;
(b) cash has not been double-counted; and
(c) there is no apparent kiting.

The schedule should indicate, for each transfer:
(a) The date the cheque affecting the transfer was recorded as a cash

disbursement;
(b) The date it was recorded as a cash receipt, the date it cleared the bank it

was drawn on; and
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(c) The date it was deposited and cleared in the bank.

When kiting is suspected, the auditor should:
(a) Compile bank transfers and the client’s cash receipts and disbursement

records;
(b) Obtain dates on the bank transfer schedule from the cash records and

the dates on the cheque showing when it was received by the bank it
was deposited in and when it was paid by the bank it was drawn on;

(c) Compare date the cheque was recorded as a disbursement with the date
it was recorded as a receipt; the dates should be the same;

(d) If they are not and the entries are in different fiscal years, an adjusting
entry may be necessary to prevent double-counting of cash, depending
on the offsetting debit or credit to the entry that was made in the year
being audited;

(e) Compare the bank dates (paid and cleared) with the corresponding dates
the transaction was recorded in the books (received and disbursed) for
each transfer;

(f) If those dates are in different accounting periods, the transfer should
appear on the bank reconciliation as a reconciling item; and

(g) Lastly, investigate unusually long time lags between dates recorded
and dates for possible holding of cheques at year end - a cut-off problem.

Reviewing Cash Restrictions and Related DisclosuresReviewing Cash Restrictions and Related DisclosuresReviewing Cash Restrictions and Related DisclosuresReviewing Cash Restrictions and Related DisclosuresReviewing Cash Restrictions and Related Disclosures
The auditor should review the evidence previously obtained and, if necessary,
perform further procedures to ensure that all appropriate disclosures related
to cash have been made. The following may indicate restrictions on the
availability or use of cash that should be disclosed:
(a) Bank confirmations;
(b) Responses to inquiry letter;
(c) Loan agreements;
(d) Minutes of board of directors’ meetings; and
(e) Bond indentures.

Inquiry of client management may also indicate the need for disclosures of
cash balances that are restricted or the property of others. If the entity has
substantial funds in other countries or in foreign currencies, the auditor should
determine whether there are any restrictions on their availability and that
appropriate disclosures have been made.

VVVVVerification of Fixed Assetserification of Fixed Assetserification of Fixed Assetserification of Fixed Assetserification of Fixed Assets
Most businesses use fixed assets, e.g., property, plant, and equipment in the
process of generation of income. Expenditure to maintain or improve assets
acquired are normal.  A major audit consideration is whether such expenditure
should be classified as expenses of current period or an addition to the cost of
assets.

VERIFICATION OF ASSETS AND LIABILITIES
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The general rule is to capitalise expenditure if it will prolong the useful or
productive life of the asset into future periods. There should be proper distinction
between revenue and capital expenditure. Companies often have policies
defining which expenditure are to be capitalised. The auditor must exercise
judgement in determining whether the policies are appropriate and being
complied with.

Audit ObjectivesAudit ObjectivesAudit ObjectivesAudit ObjectivesAudit Objectives
The audit objectives for fixed assets are that:
(a) The fixed assets in the accounts exist;
(b) The fixed assets are owned or leased under capital leases by the entity;
(c) No material items were charged to expense that should have been

capitalised;
(d) Additions and disposals have been duly authorised and accurately

recorded;
(e) Cost or other basis of initially recording value is appropriate;
(f) Appropriate methods of depreciation have been applied, on a consistent

basis;
(g) The carrying value of fixed assets is appropriate in periods subsequent

to acquisition, considering such factors as utilisation, location and
technological changes; and

(h) Assets pledged as collateral are identified and properly disclosed.

VVVVVerification Methodserification Methodserification Methodserification Methodserification Methods
Obtain a schedule of each asset showing:

(a) Opening BalanceOpening BalanceOpening BalanceOpening BalanceOpening Balance
Review previous year’s working papers and the client’s records to
provide necessary understanding of the accounting principles, policies
and methods employed.

(b) AdditionsAdditionsAdditionsAdditionsAdditions
(i) Examine purchase order and other supporting documents;
(ii) Vouch the cost vide invoices, cost includes all expenditures

necessary to make an asset ready for its intended use; and
(iii) Vouch the authority for acquisition by review of minutes of board

of directors or other committees to confirm whether major
additions were appropriately authorised.

(c) DisposalsDisposalsDisposalsDisposalsDisposals
(i) Vouch the authority;
(ii) Examine relevant documentation;
(iii) Compare acquisition cost with underlying records, re-compute

accumulated depreciation and the resulting gain/loss and
balancing charge/allowance;

(iv) Verify proceeds  as reasonable;
(v) Pay attention to scrap value; and
(vi) Confirm proper accounting treatment.
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(d) DeprDeprDeprDeprDepreciation and Other Weciation and Other Weciation and Other Weciation and Other Weciation and Other Write Downsrite Downsrite Downsrite Downsrite Downs
(i) Review client’s methods and policies;
(ii) Examine adequacy and appropriateness of policy;
(iii) Vouch authorisation policy;
(iv) Vouch revaluations ;
(v) Check calculations; and
(vi) Consider changes in business condition that may warrant reviews

of estimated useful life of the assets.

(e) The stated procedure must agree the physical assets to the closing Naira
value of the assets.

(f) Internal control procedures as regards additions, disposals, accounting
and maintenance of fixed assets are relevant. The auditor should also
make use of fixed assets registers.

PPPPPrrrrresentationesentationesentationesentationesentation, Disclosur, Disclosur, Disclosur, Disclosur, Disclosures and Ves and Ves and Ves and Ves and Valuealuealuealuealue
(a) Accounting policies appropriate to the entity must be adopted. This must

be consistently applied and adequately disclosed;
(b) The entity must adhere to relevant Accounting Standards;
(c) Materiality in the context of the individual company must be considered;
(d) Proper classification of assets should be done;
(e) There should be proper disclosure and accurate description; and
(f) Clear distinction between capital and revenue is important.   It could be

a matter of accounting policy - research and development - or matter of
opinion - repair expenditure is a charge against revenue, but may include
elements of improvement which is capital.

Other Matters ConsideredOther Matters ConsideredOther Matters ConsideredOther Matters ConsideredOther Matters Considered
(a) Letter of representation. Obtain management representation on carrying

values and classifications of fixed assets.
(b) Reasonableness and professional scepticism.  Auditors should diligently

investigate and seek adequate assurance on the truth and fairness of
the financial statements. This he does with professional scepticism. If
therefore, he comes across anything that seems wrong, unlikely,
unreasonable, or suspicious, he is said to be “put upon enquiry”. In that
case he should diligently investigate the matter and be assured of the
truth of the matter.

(c) Assets pledged as collateral are identified and disclosed, along other
necessary disclosures.

(d) Appropriate depreciation methods are properly applied, on a basis
consistent with the previous year, to all items of assets that should be
depreciated.

(e) Taxation. Tax and capital allowances should be in accordance with the
asset accounts and the applicable laws.

(f) Insurance certificates of assets, e.g., motor vehicles, should be examined
to provide further corroborative proof of realising audit objectives.
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(g) Assets leased under capital leases by the client are verified and properly
described.

(h) Assets held by third parties are equally included in the balance sheet
and properly described.

VERIFICAVERIFICAVERIFICAVERIFICAVERIFICATION OF LIABILITIESTION OF LIABILITIESTION OF LIABILITIESTION OF LIABILITIESTION OF LIABILITIES

Audit ObjectivesAudit ObjectivesAudit ObjectivesAudit ObjectivesAudit Objectives
The auditor should approach accrued liabilities with the view, that liabilities
are more likely to be understated or omitted from the accounts than overstated.
Therefore, audit objectives should focus on ascertaining that accrued liabilities
are not understated, but without ignoring the possibility that the opposite may
occur.

The auditor’s objectives in examining liability transactions and accounts are
to obtain reasonable assurance that:
(a) All obligations for amounts payable, long-term debt, and capitalised

leases and all equity accounts have been properly valued, classified,
described, and disclosed;

(b) All off-balance-sheet obligations have been identified and considered
(e.g., operating leases, product financing arrangements, build and
operate contracts, etc);

(c) All liability and equity transactions, accounts, and changes therein have
been properly authorised and are obligations of the entity or ownership
rights in the entity;

(d) Interest, discounts, premiums, dividends, and other debt-related and
equity-related transactions and accounts have been properly valued,
classified, described, and disclosed; and

(e) All terms, requirements, instructions, commitments, and other debt-
related and equity-related matters have been identified, complied with
and disclosed, as appropriate.

Substantive TSubstantive TSubstantive TSubstantive TSubstantive Tests of Balancesests of Balancesests of Balancesests of Balancesests of Balances
A convenient way to document substantive tests of liabilities at balance sheet
date is obtaining or making detailed schedules of liabilities by categories,
owing the movement in each account during the period. The auditor should
compare the list with the accounts and reconcile the total to the general ledger.

Tests of details of debt and equity transactions and balances consist of obtaining
confirmations from third parties, re-performing computations, and examining
documents and records.  The following are some examples:

AuthorisationAuthorisationAuthorisationAuthorisationAuthorisation
(a) The auditor should trace authorisation to board minutes, or where such

authority was delegated, should be traced to the delegated officer’s
signature.
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(b) ConfirmationsConfirmationsConfirmationsConfirmationsConfirmations
Confirm debt payable and terms with holder; outstanding stock with
holder and registrar; and dividend and interest payable. Ensure the
recorded liabilities relate to values of goods and services received by
the entity.

Examination of Lease DocumentsExamination of Lease DocumentsExamination of Lease DocumentsExamination of Lease DocumentsExamination of Lease Documents
Terms in finance lease must be evaluated to determine whether it should be
accounted for as an operating or capital lease. If leases are capitalised, the
auditor must test computations of the carrying amounts of assets and debt,
and compare them with the underlying lease contract.

Rights and ObligationsRights and ObligationsRights and ObligationsRights and ObligationsRights and Obligations
(a) Ascertain that all accounts payables, accrued expenses and other

liabilities are legal obligations of the entity at the balance sheet date;
(b) Check presentation and disclosure as to amount falling due within or

after one year; and
(c) Consider the description and classification of liabilities in the financial

statements. If material loss could arise from unfulfiled purchase
commitments, the auditor should identify the commitments and assess
the potential need for a provision. In all, the auditor should ensure
compliance with all statutory provisions and other accounting requirements.

Letter of RepresentationLetter of RepresentationLetter of RepresentationLetter of RepresentationLetter of Representation
Management must explicitly assert the existence, rights and obligations,
completeness and appropriate presentation, and disclosure in the financial
statements. These assertions are made in a letter of representation.

Inclusion of all LiabilitiesInclusion of all LiabilitiesInclusion of all LiabilitiesInclusion of all LiabilitiesInclusion of all Liabilities
It is not enough for the auditor to be satisfied that all the liabilities recorded in
the books are correct and are incorporated in the financial’ statements. Auditors
must be satisfied that there are no unrecorded liabilities, transactions or
undisclosed items. The auditor should appreciate the possibilities of the
existence of undisclosed liabilities. He also has an obligation to take reasonable
steps to unearth them.

The auditors discharge these obligations by:
(a) Diligently enquiring of the directors and other officers and by obtaining

letter of representation;
(b) Examining post balance sheet events, where applicable; and
(c) Examining minutes of meeting of the board and management where

the existence of unrecorded liabilities may be mentioned.

ProvisionsProvisionsProvisionsProvisionsProvisions
A clear understanding of the words - provision and reserves - is imperative.
The correct usages of these two words are:
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Provision - any amount retained as reasonably necessary for the purpose of
providing for any liability or loss which is either likely to be incurred, or certain
to be incurred but uncertain as to amount or as to the date on which it will
arise.

Thus a provision:
(a) Is a debit to profit and loss account reducing profit and therefore

dividends;
(b) Is in respect of a likely or certain future payment; and
(c) Arises where the amount or the rate of payment is uncertain.

Reserve - that part of shareholders’ funds not accounted for by the nominal
value of issued share capital or by the share premium account.

The need for the creation of provisions is an important consideration for directors
who are responsible for the financial statements. Post balance sheet events
can often give an indication of the amount of provision required. The auditor
has a duty to see that any provisions set up are used for the purpose for which
they were set up and that any provisions, which are no longer needed, are
written back to profit and loss account.

Items should be provided for, only when the company has a firm commitment
(not merely an intention) to the expenditure.  It should be noted that the only
costs to be provided for should be those incremental costs necessary to sort out
a past problem.  Any costs that will bring benefits in the future should be charged
in the future period.

Share CapitalShare CapitalShare CapitalShare CapitalShare Capital
When there are new issues
Share capital is a special sort of liability of a company. When share capital has
been issued during the year, auditors should:
(a) Ensure that the issue is within the limits authorised by Memorandum

and Articles of Association of the entity;
(b) Ensure that the issue was subject to directors’ minutes and shareholders’

approval, where applicable;
(c) Ascertain and evaluate the system for the control of issue; and
(d) Verify that the system has been properly operated. This will involve

examining the prospectus (where applicable), application and allotment
sheets, the share  register, cash received records, share certificate
counterfoils, and refunds to unsuccessful applicants.

Where Stock Exchange approval was required, the auditors should:
(a) Ensure that permission has been obtained.  If it has not been given all

the money subscribed is returnable;
(b) Ensure that all the money is maintained in a separate bank account

until all conditions were satisfied;
(c) Ensure that the minimum subscription has been received. If there are

not enough subscribers then the whole amount is returnable; and
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(d) Vouch the payment of underwriting and other fees.

Where there are no new issues
When no new issue of shares has been made, the auditor should:
(a) Determine the total of shares of each class as stated in the balance sheet

and obtain a list of shareholdings, which in total should agree with the
balance sheet total;

(b) Test the balances in the share register with the list;
(c) If this is not possible at the balance sheet date, it may be permissible to

do it earlier provided that the auditor is satisfied with the system of
control over transfers; and

(d) Where the share register is maintained by an independent firm of
registrars, the auditor should obtain a certificate as to the accuracy and
completeness of the shares and their holdings. The certificate should
state that the balances on the share registers agree with the issued
capital at the balance sheet date.

Accounting EstimatesAccounting EstimatesAccounting EstimatesAccounting EstimatesAccounting Estimates
An important aspect of evaluating the application of accounting principles,
particularly as they relate to the valuation objective for many accounts, involves
evaluating accounting estimates. Accounting estimates are:
(a) Financial statement approximations that are necessary because the

measurement of an account is uncertain until the outcome of future events
is known, e.g., uncollectible receivables, obsolete inventory, useful lives
of assets, actuarial assumptions in pension plans, and warranty claims;
and

(b) Financial statement approximations that come about in respect of
relevant data concerning events which could not be accumulated on a
timely, cost-effective basis.

Examples of accounting estimates are:
(a) Allowances to reduce inventory and accounts receivable to their

estimated realisable value;
(b) Provisions to allocate the cost of fixed assets over their estimated useful

lives;
(c) Accrued revenue;
(d) Deferred tax;
(e) Provision for a loss from a lawsuit;
(f) Losses on construction contracts in progress; and
(g) Provision to meet warranty claims.

Management is responsible for making the accounting estimates whilst the
auditor is to evaluate their reasonableness. Even when management’s
estimating process involves competent personnel using relevant and reliable
data and the most likely assumptions about the factors that affect an accounting
estimate, subjectivity can still creep into those estimates which in turn may
lead to bias. As a result, the auditor should evaluate accounting estimates
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with an attitude of professional scepticism. The auditor’s objective in evaluating
accounting estimates is to obtain sufficient evidence to provide reasonable
assurance that all material accounting estimates have been developed, are
reasonable, and are presented and disclosed in conformity with the Nigerian
Standards on Auditing.

Basic Approaches to Establish Reasonableness of an EstimateBasic Approaches to Establish Reasonableness of an EstimateBasic Approaches to Establish Reasonableness of an EstimateBasic Approaches to Establish Reasonableness of an EstimateBasic Approaches to Establish Reasonableness of an Estimate
The auditor should use any or a combination of these basic approaches in
assessing the reasonableness of an estimate, viz:
(a) Review and test the process management used to develop the estimate;
(b) Independently develop an expectation of the estimate to corroborate

the reasonableness of management’s estimate; and
(c) Review events or transactions occurring after the date of the financial

statements (but before the audit is completed) that provide an actual
amount to compare the estimate with.

In the application of the approach in (a) above, the auditor should:
(a) Obtain an understanding of the process management established to

develop the estimate;
(b) Assess the inherent and control risks related to management’s process

for developing the estimate; and
(c) Identify and evaluate the key factors and assumptions used by

management to formulate the estimate.

The following are helpful procedures to identify and evaluate the key factors
and assumptions that are unique to auditing accounting estimates:
(a) Analysing historical data used in developing the assumptions to assess

whether it is comparable and consistent with data of the period under
audit, and determining whether it is sufficiently reliable;

(b) Considering whether changes in the business or industry or in other facts
or circumstances may cause factors different from those considered in
the past to become significant to the accounting estimate;

(c) Reviewing available documentation of the assumptions used in
developing the accounting estimate, and inquiring about any other
relevant plans, goal, and objectives of the entity; and considering their
relationship to the assumptions;

(d) Evaluating whether the assumptions are consistent with one another,
with the supporting data, and with relevant historical data;

(e) Concentrate on those key factors and assumptions that are:
(i) Material to the estimate;
(ii) Sensitive to variations; and
(iii) Subject to deviations from historical patterns.

(f) Considering using the work of a specialist.

When errors or irregularities are found as a result of substantive tests, the auditor
should ascertain the reason for them and consider the implications.
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5.45.45.45.45.4 VERIFICAVERIFICAVERIFICAVERIFICAVERIFICATION OF INTTION OF INTTION OF INTTION OF INTTION OF INTANGIBLE ASSETSANGIBLE ASSETSANGIBLE ASSETSANGIBLE ASSETSANGIBLE ASSETS

GoodwillGoodwillGoodwillGoodwillGoodwill

IntroductionIntroductionIntroductionIntroductionIntroduction
Goodwill is the difference between the value of a business as a whole and the
aggregate of the fair values of its separable net assets.
Separable net assets are those assets (and liabilities) which can be identified
and sold (or discharged) separately without necessarily disposing of the
business as a whole. They include identifiable intangibles.

Other definitions of goodwill include:
(a) The value attributable to a company’s average strength in areas such

as technical skill and knowledge;
(b) The value of the business community’s attitudes to the entity; and
(c) That part of the value of a business which arises from all its advantageous

circumstances, which generate earnings above an assumed norm (super
profits).

TTTTTypes of Goodwillypes of Goodwillypes of Goodwillypes of Goodwillypes of Goodwill
Goodwill can be classified into two, viz:
(a) Non-purchased or Inherent GoodwillNon-purchased or Inherent GoodwillNon-purchased or Inherent GoodwillNon-purchased or Inherent GoodwillNon-purchased or Inherent Goodwill

All businesses have an element of non-purchased goodwill, in that as
going concerns they are worth more (positive goodwill) or less (negative
goodwill) than the aggregate of the fair values of their separable net
assets.

(b) Purchased GoodwillPurchased GoodwillPurchased GoodwillPurchased GoodwillPurchased Goodwill
Purchased goodwill is goodwill, which is established as a result of the
purchase of a business. Purchased goodwill will not always be a positive
amount; at some time in the life of a business, its market value may
stand at a discount in relation to the fair value of the separable net
assets employed. This gives rise to ‘negative goodwill’.

Negative goodwill arises from circumstances that are not advantageous
to the entity, such as weak markets or marketing.

FFFFFactors Contributing to Goodwillactors Contributing to Goodwillactors Contributing to Goodwillactors Contributing to Goodwillactors Contributing to Goodwill
Positive goodwill arises from advantageous circumstances such as an effective
management team, weakness of competitors, a prime location or established
customers. Other factors which are believed to contribute towards goodwill are
good labour relations, a secret or patented manufacturing process, effective
advertising, high standing in the society through contributions to and
participation in community activities and an excellent reputation for quality
and reliability of products.

Purchased goodwill will also depend on the acquirer’s reasons for the purchase,
such as economy of scale, fiscal advantages from tax losses, diversification of
risk or combined market dominance and other factors which affect the price
such as general economic conditions and cost of financing.
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Characteristics of GoodwillCharacteristics of GoodwillCharacteristics of GoodwillCharacteristics of GoodwillCharacteristics of Goodwill
Goodwill is intangible, intrinsic to the business and incapable of realisation
separate from the business; these characteristics of goodwill distinguish it from
most other items in the accounts. Its other characteristics are that:
(a) The value of goodwill has no reliable, predictable relationship to any

costs which may have been incurred;
(b) Individual intangible factors which may contribute to goodwill cannot

be valued;
(c) The value of goodwill may fluctuate widely according to internal and

external circumstances over relatively short periods of time; and
(d) The assessment of the value of goodwill is subjective, in the sense that

not only its value but also the assessment of its actual existence is
subjective.

Thus, any amount attributed to goodwill is arrived at by estimation to the specific
point in time at which it is measured, and is only valid for that point in time,
and in the circumstances then prevailing.

Audit ObjectiveAudit ObjectiveAudit ObjectiveAudit ObjectiveAudit Objective
The audit emphasis for intangible assets should be on determining that:
(a) The carrying value of the assets can be fully recovered;
(b) That there has not been permanent impairment of their value; and
(c) That the remaining period of amortisation is appropriate.

The audit objectives of goodwill and related intangible assets accounts are to
confirm the assertions by management, explicit or otherwise, embodied in the
financial statements as to:

Existence
That the goodwill reported in the financial statements through measurement
or disclosure exists at the date of the balance sheet. It may be desirable to
confirm the existence of certain material intangible assets by direct
correspondence with third parties.

Rights and obligations
An asset pertains to the entity at a given date.  It must be established that the
entity has the rights and obligations associated with the goodwill reported in
the financial statements.

Occurrence
A transaction or event took place that pertains to the entity during the period.
For example, the transaction that gave rise to the goodwill occurred within the
financial reporting period.

Completeness
There are no unrecorded assets, liabilities, transactions or events, or undisclosed
items relating to the matter.  For example, all of the entity’s goodwill is reported
in the financial statements through measurement or disclosure.
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 Valuation
Goodwill is recorded at an appropriate carrying value. Documentation for an
account balance seldom provides conclusive evidence of value. Auditors require
extensive judgement to substantiate the values of the intangible asset. For
example, that the values of the goodwill reported in the financial statements
through measurement or disclosures were determined in accordance with the
Nigerian Standard on Auditing.

Measurement
A transaction or event is recorded at the proper amount and revenue or expense
is allocated to the proper period. For example, the amounts associated with the
goodwill reported in the financial statements through measurement or
disclosure were determined in accordance with the Nigerian Standards on
Auditing, and the revenues or expenses associated with the goodwill reported
in the financial statements were allocated to the correct financial reporting
period.

Presentation and Disclosure
An item is disclosed, classified and described in accordance with the Nigerian
Standards on Auditing. For example, the classification, description and
disclosure of goodwill in the financial statements are in accordance with the
Nigerian Standards on Auditing.

Substantive TSubstantive TSubstantive TSubstantive TSubstantive Testsestsestsestsests
In performing a substantive test, the auditor should:
(a) Evaluate the desirability of goodwill and determine the need for

amortisation thereof;
(b) Quantify the amount of the amortisation where a provision is required.

Provide details of the calculation of the provision;
(c) Compare the amount of the provision to the amount established by the

entity and quantify the difference. Summarise the amounts identified;
(d) Obtain a listing of amortisation established at the previous year-end

and ensure all significant movements have been reviewed; and
(e) Discuss findings on the above procedures with management.

Based upon the preceding procedures, the auditor should:
(a) Determine the appropriateness of the client’s amortisation of goodwill;
(b) Review the client’s methods and policies of amortisation;
(c) Confirm that the accounting policies applied for determining goodwill

amortisation are:
(i) Consistent with those applied in the previous year;
(ii) In accordance with relevant accounting principles; and
(iii) Are appropriately disclosed in the entity’s financial statements.

(d) State whether any exceptions were noted in the steps enumerated above,
and if so;
(i) Confirm that they have been recorded on the working papers and

that the nature and level of substantive procedures have been
amended as necessary; and
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(ii) Confirm that all exceptions have been carried forward to the
summary of unadjusted differences.

(e) Consider whether the above substantive procedures have provided any
evidence that the entity’s goodwill amortisation are not fairly stated in
its accounts; and

(f) If there is such evidence, document it and discuss with management.

Disclosure RequirementsDisclosure RequirementsDisclosure RequirementsDisclosure RequirementsDisclosure Requirements
(a) The accounting policy followed in respect of goodwill should be properly

explained in the notes to the accounts;
(b) The amount of goodwill recognised as a result of any acquisitions during

the year should be shown separately for each acquisition where material;
(c) Where the amortisation treatment is selected, purchased goodwill should

be shown as a separate item under intangible fixed assets in the balance
sheet, until fully written off;

(d) The movement on the goodwill account during the year, showing-
(i) The cost, accumulated amortisation and net book value of

goodwill at the beginning and end of the year, and the amount of
goodwill amortised through the profit and loss account during
the year;

(ii) The period selected for amortising the goodwill to each major
acquisition; and

(iii) The above-stated procedures are of equal application to the audit
of other intangible assets like patents, trademarks, copyrights
and franchise.

5.55.55.55.55.5 DEBENTURE LOANS AND BORROWINGSDEBENTURE LOANS AND BORROWINGSDEBENTURE LOANS AND BORROWINGSDEBENTURE LOANS AND BORROWINGSDEBENTURE LOANS AND BORROWINGS

A debenture is a certificate of agreement of loans which is given under the
company’s stamp and carries an undertaking that the debenture holder will
get a fixed return in terms of interest rates and the principal amount whenever
the debenture matures. It is a long-term debt instrument used by governments
and large companies to obtain funds. It can also be defined as “a debt secured
only by the debtor’s earning power, not by a lien on any specific asset.” A
debenture is usually unsecured in the sense that there are no liens or pledges
on specific assets. It is, however, secured by all properties not otherwise pledged.
In the case of bankruptcy, debenture holders are considered general creditors.
The advantage of debentures to the issuer is that they leave specific assets
burden free, and thereby leave them open for subsequent financing. Debentures
are generally freely transferable by the debenture holder. Debenture holders
have no voting rights and the interest given to them is a charge against profit.
In auditing, debentures verification is given the same treatment as long term
loans. The following are the verification procedures for debentures:

(a) Request for a schedule of the amounts due at the beginning of the year,
additions during the year, redemptions during the year, and the total
sub due at the end of the year;
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(b) Make a record for the audit file the terms and conditions of the debenture
loans as evidenced in the debenture deed;

(c) Agree opening balances with previous years working papers;
(d) Vouch new debenture loans with prospectus, board minutes,

memorandum and articles of association, and register of debenture
holders;

(e) Vouch payments with debenture deeds, ensure that terms are correctly
interpreted, check entries into cash book, and trace repayments to
register of debenture holders;

(f) Interest payments should be checked to debenture deeds, cash book and
ensure that the amount paid is agreed to the percentage of the amount
outstanding;

(g) Agree total amount outstanding with register of debenture holders; and
(h) Ensure that disclosure is in accordance with the Companies and Alied

Matters Act.

5.65.65.65.65.6 INCOME AND EXPENDITUREINCOME AND EXPENDITUREINCOME AND EXPENDITUREINCOME AND EXPENDITUREINCOME AND EXPENDITURE

IncomeIncomeIncomeIncomeIncome
There is a close relationship between income and revenue.  In some cases,
income is associated with net income which connotes total revenue less
expenses.  Revenue is sometimes associated with non-profit organisations while
income is associated with cash flow derived from business transactions. The
amount of money or its equivalent received during a period of time in exchange
for labour or services, from the sale of goods or property, or as profit from
financial investments may be regarded as income.
The International Accounting Standards Board (IASB) “Framework for the
Preparation and Presentation of Financial Statements” defines income as
“increases in economic benefits during the accounting period in the form of
inflows or enhancements of assets or decreases of liabilities that result in
increases in equity, other than those relating to contributions from equity
participants.” The IASB definition of income encompasses both revenue and
gains.

The objective of substantive procedure for income is to confirm the assertions
made in the financial is correct, complete, and reported in accordance with the
International Accounting Standards and the Statement of Accounting Standards.

The following substantive procedures may be adopted in verifying income:
(a) Obtain schedules of the various classes of income reported in the

financial statement; and
(b) For each of the schedules obtained, carry out the following audit actions:

Sales of GoodsSales of GoodsSales of GoodsSales of GoodsSales of Goods
(a) Verify that, the entity has transferred to the purchaser the significant

risks and rewards of ownership of the goods;
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(b) Verify that, the entity retains neither continuing managerial involvement
to the degree usually associated, with ownership nor effective control
over the goods sold;

(c) Verify that the amount has been measured reliably;
(d) Verify that it is probable that the economic benefits or service potential

associated with the transaction will flow to the entity; and
(e) Verify that the costs incurred or to be incurred in respect of the transaction

can be measured reliably.

Interest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and Dividends
The following substantive procedures may be used:
(a) Verify that it is probable that the economic benefits or service potential

associated with the transaction does flow to the entity;
(b) Verify that the amount of the income has been measured reliably;
(c) Verify that interest has been recognised on a time proportion basis that

takes into account the effective yield on the asset;
(d) Verify that royalties are recognised as they are earned in accordance

with the substance of the relevant agreement; and
(e) Verify that dividends or their equivalents are recognised when the

entity’s right to receive payment is established.

DisclosureDisclosureDisclosureDisclosureDisclosure
The requirement should include the following:
(a) Confirm consistency and proper disclosure of the accounting policies

adopted for the recognition of income including the methods adopted to
determine the stage of completion of transactions involving the rendering
of services;

(b) Verify that there is disclosure of the amount of each significant category
of income recognised during the period including income arising from:
(i) The rendering of services;
(ii) The sale of goods;
(iii) Interest; and
(iv) Royalties.

(c) Verify that there is disclosure of the amount of income arising from
exchanges of goods or services included in each significant category of
income.

ExpenditureExpenditureExpenditureExpenditureExpenditure
Substantive procedures for expenditure aims at ensuring that assertions about
expenditure in financial statements are correct, properly recorded and properly
disclosed.

The following substantive procedures may be applied in the verification of
expenditure:
(a) Obtain schedules of all expenditure in their various classes;
(b) Obtain specimen signatures of officials mandated to authorise and

approve various classes of expenditure;
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(c) Select a representative sample from each class of expenditure for detail
substantive testing;

(d) Verify that each expense is properly authorised and approved including
approval limits for each authorising official;

(e) Verify that expenditure are properly classified;
(f) Check calculations and additions for all invoices selected;
(g) Check that value for the expense is received by inspecting delivery

documents or performance reports;
(h) Check entries in expenditure register and verify that they are correctly

analysed;
(i) Check posting to the general ledger; and
(j) Trace expenditure total to the final accounts.

5.75.75.75.75.7 REVENUE AND EXPENSESREVENUE AND EXPENSESREVENUE AND EXPENSESREVENUE AND EXPENSESREVENUE AND EXPENSES

RevenueRevenueRevenueRevenueRevenue
Revenue is the gross inflow of economic benefits or service potentials during
the reporting period when those inflows result in an increase in net assets/
equity, other than increases relating to contributions from owners. Revenue
includes only the gross inflows of economic benefits or service potential received
and receivable by the entity on its own account. Amounts collected as agent of
the government or another government organisation or on behalf of other third
parties are not economic benefits or service potential which flow to the entity,
and do not result in increases in assets or decreases in liabilities. Therefore,
they are excluded from revenue. Similarly, in a custodial or agency relationship,
the gross inflows of economic benefits or service potential include amounts
collected on behalf of the principal and which do not result in increases in net
assets/equity for the entity. The amounts collected on behalf of the principal
are not revenue. Instead, revenue is the amount of any commission received or
receivable for the collection or handling of the gross flows.

The primary issue in accounting for revenue is determining when to recognise
revenue. Revenue is recognised when it is probable that future economic benefits
or service potential will flow to the entity and these benefits can be measured
reliably.

Substantive procedures for the verification of revenue lay more emphasis on
recognition, measurement, classification, timing, and disclosures. Specific
classes of revenue may be verified using substantive procedures more suitable
for it.

Rendering of ServicesRendering of ServicesRendering of ServicesRendering of ServicesRendering of Services
When the outcome of a transaction involving the rendering of services can be
estimated reliably, revenue associated with the transaction should be
recognised by reference to the stage of completion of the transaction at the
reporting date. Substantive procedures may include the following:
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(a) Verify that the amount of revenue is measured reliably;
(b) Verify that it is probable that the economic benefits or service potential

associated with the transaction will flow to the entity;
(c) Verify that the stage of completion of the transaction at the reporting

date is measured reliably; and
(d) Verify that the costs incurred for the transaction and the costs to complete

the transaction is measured reliably.

Sale of GoodsSale of GoodsSale of GoodsSale of GoodsSale of Goods
Substantive procedures may include the following:
(a) Verify that the entity has transferred to the purchaser the significant

risks and rewards of ownership of the goods;
(b) Verify that the entity retains neither continuing managerial involvement

to the degree usually associated with ownership nor effective control
over the goods sold;

(c) Verify that the amount of revenue has been measured reliably;
(d) Verify that it is probable that the economic benefits or service potential

associated with the transaction will flow to the entity; and
(e) Verify that the costs incurred or to be incurred in respect of the transaction

can be measured reliably.

Interest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and DividendsInterest, Royalties and Dividends
The following substantive procedures may be used:
(a) Verify that it is probable that the economic benefits or service potential

associated with the transaction does flow to the entity;
(b) Verify that the amount of the revenue has been measured reliably;
(c) Verify that interest has been recognised on a time proportion basis that

takes into account the effective yield on the asset;
(d) Verify that royalties are recognised as they are earned in accordance

with the substance of the relevant agreement; and
(e) Verify that dividends or their equivalents are recognised when the

entity’s right to receive payment is established.

DisclosureDisclosureDisclosureDisclosureDisclosure
Substantive procedures should include the following:
(a) Confirm consistency and disclosure of the accounting policies adopted

for the recognition of revenue, including the methods adopted to
determine the stage of completion of transactions involving the rendering
of services;

(b) Verify that there is disclosure of the amount of each significant category
of revenue recognised during the period including revenue arising from:
(i) The rendering of services;
(ii) The sale of goods;
(iii) Interest; and
(iv) Royalties.
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(c) Verify that there is disclosure of the amount of revenue arising from
exchanges of goods or services included in each significant category of
revenue.

ExpensesExpensesExpensesExpensesExpenses
Expenses are the economic costs that a business incurs through its operations
to earn revenue. Examples of expense include payments to suppliers, employee
wages, factory leases and depreciation. In accounting,`expense’ has a very
specific meaning. It is an outflow of cash or other valuable assets from a person
or company to another person or company. This outflow of cash is generally
one side of a trade for products or services that have equal or better current or
future value to the buyer than to the seller. Technically, an expense is an event
in which an asset is used up or a liability is incurred. In terms of the accounting
equation, expenses reduce owners’ equity. Expenses are the decreases in
economic benefits during the accounting period in the form of outflows or
depletions of assets or incurring of liabilities that result in decreases in equity,
other than those relating to distribution to equity participants.

Substantive procedures for expenses aim at ensuring that assertions about
expenses in financial statements are correct, properly recorded and properly
disclosed. The following substantive procedures may be applied in the
verification of expenses:
(a) Obtain schedules of all expenses in their various classes;
(b) Obtain specimen signatures of officials mandated to authorise and

approve various classes of expenses;
(c) Select a representative sample from each class of expenses for detail

substantive test;
(d) Verify that each expense is properly authorised and approved including

approval limits for each authorising official;
(e) Verify that expenses are properly classified;
(f) Check calculations and additions for all invoices selected;
(g) Check that value for the expense is received by inspecting delivery

documents or performance reports;
(h) Check entries in expenses register and verify that they are correctly

analysed;
(i) Check posting to the general ledger; and
(j) Trace expense total to the final accounts.

5.85.85.85.85.8 SALES AND PURCHASESSALES AND PURCHASESSALES AND PURCHASESSALES AND PURCHASESSALES AND PURCHASES

SalesSalesSalesSalesSales
The audit objective is to ensure that sales invoices are properly authorised,
recorded in the books of accounts to avoid understatement or overstatement of
sales, and delivery made to customers.
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The following substantive procedures may be applied:
(a) Verify sales with customer orders;
(b) Check that invoices are properly authorised;
(c) Check price charged with official price list;
(d) Check entries in sales day book with invoices and credit notes;
(e) Verify that the functions of recording sales, maintaining customer

accounts, and preparing statements are well segregated;
(f) Match sales invoices with dispatch notes;
(g) Check that all sales invoices are recorded;
(h) Match cash receipts with invoices;
(i) Verify that sales returns and adjustments are properly recorded and

authorised;
(j) Verify that there are proper cut-off procedures and duly complied with;
(k) Verify that there are proper safeguards to ensure that debtors statements

cannot be altered before despatch;
(l) Verify that writing-off of bad debts are properly authorised;
(m) Trace sales invoices to summaries;
(n) Check summary totals to sales ledger control accounts; and
(o) Check additions in the sales ledger control accounts.

PurchasesPurchasesPurchasesPurchasesPurchases
The audit objective is to ensure that all purchases are accounted for,  authorised
and properly presented. The auditor should adopt the following procedures:
(a) Randomly select a number of invoices and credit notes for detailed

checking;
(b) Obtain specimen signatures of all officials authorised to approve

purchases;
(c) Compile a schedule of the items selected and also the test to be applied;
(d) Verify that each invoice is supported by a properly signed requisition;
(e) Verify that each invoice is supported by an authorised copy order;
(f) Verify that each invoice is backed by a goods received notes as evidence

of delivery;
(g) Verify that prices are authorised by the appropriate signatories;
(h) Recompute the entries in the invoice;
(i) Check calculations, extensions, and additions;
(j) Check that invoices are correctly coded for ledger accounts classification;
(k) Verify that appropriate acknowledgments such as initials or signatures

appear on each purchase document;
(l) Verify that each correct invoice has been passed for payment;
(m) Check that each invoice is entered in the invoice register;
(n) Check that each invoice has been posted to the purchase ledger account;
(o) Check for completeness of purchase orders by enquiring into missing

numbers;
(p) Investigate outstanding orders;
(q) Enquire into unmarked Goods Received notes;
(r) Enquire into unprocessed invoices;
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(s) Check additions of invoice register; and
(t) Agree invoice register total with purchases total account.

5.95.95.95.95.9 WAGES AND SALARIESWAGES AND SALARIESWAGES AND SALARIESWAGES AND SALARIESWAGES AND SALARIES

Substantive tests may be conducted, as follows:

5.9.1 WWWWWagesagesagesagesages
(a) Check gross pay with approved pay rate;
(b) Check calculation of gross pay with number of hours worked;
(c) Check that extra hours such as overtime is properly authorised;
(d) Check calculation of approved deductions;
(e) Trace deductions to check-off ledgers;
(f) Check totals of wage sheets to wages summary;
(g) Check additions in the summary sheet;
(h) Check posting of summary sheet total to wages nominal ledger;
(i) Check net cash payments to cash book;
(j) Check that there is proper approval for wage payment; and
(k) Verify that there is adequate procedure for the treatment of

unclaimed wages and ensure that this is properly complied with.

5.9.2 SalariesSalariesSalariesSalariesSalaries
(a) Verify that the engagement of new employees and discharges

have been carried out in line with the organisation’s policies;
(b) Check gross salaries to employee records;
(c) Verify proper authorisation of overtime;
(d) Check calculation of employee salaries including re-computation

of deductions;
(e) Confirm receipt of cash paid to employees;
(f) Confirm payment of salaries through bank transfers to employees;
(g) Re-compute payroll sheet;
(h) Trace totals of salary sheets to summaries;
(i) Check additions of summary sheet;
(j) Trace summary sheet total to nominal ledger;
(k) Trace total of net pay to cash book;
(l) Trace total of deductions to check-off accounts; and
(m) Verify that there is proper approval for the payment of salaries.

5.105.105.105.105.10 OTHER INCOME AND EXPENDITURE ACCOUNT ITEMSOTHER INCOME AND EXPENDITURE ACCOUNT ITEMSOTHER INCOME AND EXPENDITURE ACCOUNT ITEMSOTHER INCOME AND EXPENDITURE ACCOUNT ITEMSOTHER INCOME AND EXPENDITURE ACCOUNT ITEMS

Other income refers to income derived from activities not in the normal course
of business of an entity; sometimes called other revenue. Examples are interest
on customers’ notes, dividends and interest from investments, profit from the
disposal of assets other than inventory, gain on foreign exchange, and
miscellaneous rent income.
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Substantive procedures to verify other income may include the following:
(a) Obtain schedule of classes of other income;
(b) Verify the sources of the income;
(c) Verify that the income is properly lodged in the bank and classified;
(d) Verify that the entity has right to the receipt of the income;
(e) Check posting to the General Ledger; and
(f) Verify that the income is properly disclosed in the financial statement.

5.115.115.115.115.11 AUDIT DOCUMENTAUDIT DOCUMENTAUDIT DOCUMENTAUDIT DOCUMENTAUDIT DOCUMENTAAAAATIONTIONTIONTIONTION

DefinitionDefinitionDefinitionDefinitionDefinition
Audit documentation means the record of audit procedures performed, relevant
audit evidence obtained, and conclusions the auditor reached.

The International Standards on Auditing (ISA 230), Audit Documentation,
emphasises the following areas as key points for audit documentation:

Objectives of Audit DocumentationObjectives of Audit DocumentationObjectives of Audit DocumentationObjectives of Audit DocumentationObjectives of Audit Documentation
(a) The auditor should prepare, on a timely basis, audit documentation that

provides:
(i) A sufficient and appropriate record of the basis for the auditor’s

report; and
(ii) Evidence that the audit was performed in accordance with ISAs

(International Standards on Auditing) and applicable legal and
regulatory requirements.

(b) Preparing sufficient and appropriate audit documentation on a timely
basis helps to enhance the quality of the audit and facilitates the
effective review and evaluation of the audit evidence obtained and
conclusions reached before the auditor’s report is finalised. Documentation
prepared at the time the work is performed is likely to be more accurate
than documentation prepared subsequently;

(c) Compliance with the requirements of this ISA together with the specific
documentation requirements of other relevant ISAs is ordinarily
sufficient to achieve the objectives in (b) above.

(d) In addition to these objectives, audit documentation serves a number of
purposes, including:
(i) Assisting the audit team to plan and perform the audit;
(ii) Assisting members of the audit team responsible for supervision

to direct and supervise the audit work, and to discharge their
review responsibilities in accordance with ISA 220, “Quality
Control for Audits of Historical Financial Information;”

(iii) Enabling the audit team to be accountable for its work;
(iv) Retaining a record of matters of continuing significance to future

audits;
(v) Enabling an experienced auditor to conduct quality control

reviews and inspections in accordance with ISQC 1 (International
Standards on Quality Control), “Quality Control for Firms that
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Perform Audits and Reviews of Historical Financial Information,
and Other Assurance and Related Services Engagements”; and

(vi) Enabling an experienced auditor to conduct external inspections
in accordance with applicable legal, regulatory or other
requirements.

Nature of Audit DocumentationNature of Audit DocumentationNature of Audit DocumentationNature of Audit DocumentationNature of Audit Documentation
Audit documentation may be recorded on paper or on electronic or other media.
It includes, for example, audit programs, analyses, issues memoranda,
summaries of significant matters, letters of confirmation and representation,
checklists, and correspondence (including e-mail) concerning significant
matters. Abstracts or copies of the entity’s records, for example, significant
and specific contracts and agreements, may be included as part of audit
documentation if considered appropriate. Audit documentation, however, is
not a substitute for the entity’s accounting records. The audit documentation
for a specific audit engagement is assembled in an audit file.

The auditor ordinarily excludes from audit documentation superseded drafts
of working papers and financial statements, notes that reflect incomplete or
preliminary thinking, previous copies of documents corrected for typographical
or other errors, and duplicates of documents.

FFFFForm, Content and Extent of Aorm, Content and Extent of Aorm, Content and Extent of Aorm, Content and Extent of Aorm, Content and Extent of Audit Documentationudit Documentationudit Documentationudit Documentationudit Documentation
The auditor should prepare the audit documentation so as to enable an
experienced auditor, having no previous connection with the audit, to
understand:
(a) The nature, timing, and extent of the audit procedures performed to

comply with ISAs and applicable legal and regulatory requirements;
Audit procedures performed include audit planning, as addressed in
ISA 300, “Planning an Audit of Financial Statements”;

(b) The results of the audit procedures and the audit evidence obtained;
and

(c) Significant matters arising during the audit and the conclusions reached
thereon.

The form, content and extent of audit documentation depend on factors such
as:
(a) The nature of the audit procedures to be performed;
(b) The identified risks of material misstatement;
(c) The extent of judgment required in performing the work and evaluating

the results;
(d) The significance of the audit evidence obtained;
(e) The nature and extent of exceptions identified;
(f) The need to document a conclusion or the basis for a conclusion not

readily determinable from the documentation of the work performed or
audit evidence obtained;

(g) The audit methodology and tools used; and

VERIFICATION OF ASSETS AND LIABILITIES
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(h) It is, however, neither necessary nor practicable to document every matter
the auditor considers during the audit.

Oral explanations by the auditor, on their own, do not represent adequate
support for the work the auditor performed or conclusions the auditor reached,
but may be used to explain or clarify information contained in the audit
documentation.

Documentation of the Identifying Characteristics of Specific Items orDocumentation of the Identifying Characteristics of Specific Items orDocumentation of the Identifying Characteristics of Specific Items orDocumentation of the Identifying Characteristics of Specific Items orDocumentation of the Identifying Characteristics of Specific Items or
Matters Being TMatters Being TMatters Being TMatters Being TMatters Being Testedestedestedestedested
In documenting the nature, timing and extent of audit procedures performed,
the auditor should record the identifying characteristics of the specific items or
matters being tested.  Recording the identifying characteristics serves a number
of purposes. For example, it enables the audit team to be accountable for its
work and facilitates the investigation of exceptions or inconsistencies.

Identifying characteristics will vary with the nature of the audit procedure and
the item or matter being tested. For example:
(a) For a detailed test of entity-generated purchase orders, the auditor may

identify the documents selected for testing by their dates and unique
purchase order numbers;

(b) For a procedure requiring selection or review of all items over a specific
amount from a given population, the auditor may record the scope of
the procedure and identify the population (for example, all journal
entries over a specified amount from the journal register);

(c) For a procedure requiring systematic sampling from a population of
documents, the auditor may identify the documents selected by recording
their source, the starting point and the sampling interval (for example
a systematic sample of shipping reports selected from the shipping log
for the period from April 1 to September 30, starting with report number
12345 and selecting every 125th report);

(d) For a procedure requiring inquiries of specific entity personnel, the
auditor may record the dates of the inquiries and the names and job
designations of the entity personnel; and

(e) For an observation procedure, the auditor may record the process or
subject matter being observed, the relevant individuals, their respective
responsibilities, and where and when the observation was carried out.

Significant MattersSignificant MattersSignificant MattersSignificant MattersSignificant Matters
Judging the significance of a matter requires an objective analysis of the facts
and circumstances. Significant matters include, amongst others:
(a) Matters that give rise to significant risks (as defined in ISA 315,

“Understanding the Entity and its Environment and Assessing the Risks
of Material Misstatement”;

(b) Results of audit procedures indicating;
(i) that the financial information could be materially misstated, or

a need to revise the auditor’s previous assessment of the risks of
material mis-statement and the auditor’s responses to those risks;
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(ii) Circumstances that cause the auditor significant difficulty in
applying necessary audit procedures; and

(iii) Findings that could result in a modification to the auditor’s report.

The auditor may consider it helpful, to prepare and retain as part of the audit
documentation, a summary (sometimes known as a completion memorandum)
that describes the significant matters identified during the audit and how they
were addressed, or that includes cross-references to other relevant supporting
audit documentation that provides such information. Such a summary may
facilitate effective and efficient reviews and inspections of the audit
documentation, particularly for large and complex audits. Further, the
preparation of such a summary may assist the auditor’s consideration of the
significant matters.

The auditor should document, discussions of significant matters with
management and others on a timely basis.

The audit documentation includes records of the significant matters discussed,
and when and with whom the discussions took place. It is not limited to records
prepared by the auditor but may include other appropriate records such as
agreed minutes of meetings, prepared by the entity’s personnel. Others with
whom the auditor may discuss significant matters include those charged with
governance, other personnel within the entity, and external parties, such as
persons providing professional advice to the entity.

If the auditor has identified information that contradicts or is inconsistent with
the auditor’s final conclusion regarding a significant matter, the auditor should
document how the auditor addressed the contradiction or inconsistency in
forming the final conclusion. The documentation of how the auditor addressed
the contradiction or inconsistency, however, does not imply that the auditor
needs to retain documentation that is incorrect or superseded.

Documentation of Departures from Basic Principles or EssentialDocumentation of Departures from Basic Principles or EssentialDocumentation of Departures from Basic Principles or EssentialDocumentation of Departures from Basic Principles or EssentialDocumentation of Departures from Basic Principles or Essential
ProceduresProceduresProceduresProceduresProcedures
The basic principles and essential procedures in ISAs are designed to assist
the auditor in meeting the overall objective of the audit. Accordingly, other
than, in exceptional circumstances, the auditor complies with each basic
principle and essential procedure that is relevant in the circumstances of the
audit.

Where, in exceptional circumstances, the auditor judges it necessary to depart
from a basic principle or an essential procedure, that is relevant in the
circumstances of the audit, the auditor should document how the alternative
audit procedures performed achieve the objective of the audit, and, unless
otherwise clear, the reasons for the departure. This involves the auditor
documenting how the alternative audit procedures performed were sufficient
and appropriate to replace that basic principle or essential procedure.

VERIFICATION OF ASSETS AND LIABILITIES
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The documentation requirement does not apply to basic principles and essential
procedures that are not relevant in the circumstances, i.e., where the
circumstances envisaged in the specified basic principle or essential procedure
do not apply.

Identification of Preparer and ReviewerIdentification of Preparer and ReviewerIdentification of Preparer and ReviewerIdentification of Preparer and ReviewerIdentification of Preparer and Reviewer
In documenting the nature, timing and extent of audit procedures performed,
the auditor should record:
(a) Who performed the audit work and the date such work was completed;

and
(b) Who reviewed the audit work performed and the date and extent of such

review.

The requirement to document who reviewed the audit work performed does not
imply a need for each specific working paper to include evidence of review.
The audit documentation, however, evidences who reviewed specified elements
of the audit work performed and when.

Assembly of the Final Audit FileAssembly of the Final Audit FileAssembly of the Final Audit FileAssembly of the Final Audit FileAssembly of the Final Audit File
The auditor should complete the assembly of the final audit file on a timely
basis, after the date of the auditor’s report.  ISQC 1 requires firms to establish
policies and procedures for the timely completion of the assembly of audit
files. As ISQC 1 indicates, 60 days after the date of the auditor’s report is
ordinarily an appropriate time limit within which to complete the assembly of
the final audit file.

The completion of the assembly of the final audit file after the date of the
auditor’s report is an administrative process that does not involve the
performance of new audit procedures or the drawing of new conclusions.
Changes may, however, be made to the audit documentation during the final
assembly process if they, are administrative in nature. Examples of such
changes include:
(a) Deleting or discarding superseded documentation;
(b) Sorting, collating and cross-referencing working papers;
(c) Signing off on completion checklists relating to the file assembly process;

and
(d) Documenting audit evidence that the auditor has obtained, discussed

and agreed with the relevant members of the audit team before the
date of the auditor’s report.

After the assembly of the final audit file has been completed, the auditor should
not delete or discard audit documentation before the end of its retention period.

ISQC 1 requires firms to establish policies and procedures for the retention of
engagement documentation. As ISQC 1 indicates, the retention period for audit
engagements ordinarily is no shorter than five years from the date of the
auditor’s report, or, if later, the date of the group auditor’s report.
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When the auditor finds it necessary to modify existing audit documentation or
add new audit documentation after the assembly of the final audit file has
been completed, the auditor should, regardless of the nature of the modifications
or additions, document:
(a) When and by whom they were made, and (where applicable) reviewed;
(b) The specific reasons for making them; and
(c) Their effect, if any, on the auditor’s conclusions.

When exceptional circumstances arise after the date of the auditor’s report
that require the auditor to perform new or additional audit procedures or that
lead the auditor to reach new conclusions, the auditor should document:
(a) The circumstances encountered;
(b) The new or additional audit procedures performed, audit evidence

obtained, and conclusions reached; and
(c) When and by whom the resulting changes to audit documentation were

made, and (where applicable) reviewed.

Such exceptional circumstances include the discovery of facts regarding the
audited financial information that existed at the date of the auditor’s report
that might have affected the auditor’s report had the auditor then been aware
of them.

5.125.125.125.125.12 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

Assets, are important components of an organisation’s resources; this chapter
was therefore devoted to the audit of assets and liabilities. Detailed coverage
of various forms of assets (including tangible and intangible assets) and the
relevant audit procedures associated with all the classes of assets and liabilities
were given adequate coverage. The chapter concludes with audit documentation
with respect to assets and liabilities as well as income and expenditure.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.

5.135.135.135.135.13 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

5.13.15.13.15.13.15.13.15.13.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. The auditor’s purpose for considering a class of transactions relating to
inventory as a cycle is
A. To ensure all goods purchased before year-end are received before

physical inventory count
B. To ensure obsolete inventory items are segregated and excluded
C. Restricting substantive tests from those that would otherwise be

required
D. To discover whether a client has counted a particular inventory

item or group of items
E. To detect write offs.

VERIFICATION OF ASSETS AND LIABILITIES
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2. The auditor’s count of the client’s cash should be co-ordinated to coincide
with the
A. Assessment of the internal control structure with respect to cash
B. Close of business on the balance sheet date
C. Count of inventories
D. Count of marketable securities
E. Budjet date.

3. Which of the following is the best evidence of property ownership at the
balance sheet date
A. Insurance policy on the property.
B. Tenement rate paid.
C. Original Certificate of Occupancy held in the client’s safe.
D. Closing statement.
E. Development levy paid.

4. The auditor should make some test counts to
A. Confirm the accuracy of the client’s counts
B. Record evidence to corroborate the existence of the inventory for

later tracing to the inventory summary sheet
C. Random selection of inventory items and which are independently

counted and compared with quantities recorded by the clients
D. A-C above
E. Solely rely on clients counts.

5. Which of the following is not one of the auditing techniques that might be
used by an auditor to detect kiting between inter-related company banks?
A. Review composition of authenticated deposit slips.
B. Review subsequent bank statements received directly from the

banks
C. Prepare a schedule of bank transfers.
D. Prepare year-end bank reconciliations.
E. Reliance on client’s reconciliations.

5.13.25.13.25.13.25.13.25.13.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

1. Often an important aspect of the audit of financial statement is the
observation of the taking of the physical inventory. Required:
(a) What are the general objectives or purposes of the observation of

the taking of the physical inventory? (Do not discuss the procedures
or techniques involved in the making of the observation).

(b) Why would an auditor make and record test counts of inventory
quantities during observation of the taking of the physical
inventory?

2. State two factors that would influence the timing of the inventory.

3. Explain the term, “goodwill”.State two matters which the auditor must
consider before observing the inventory at year end.

4. What is kiting?

Refer to Suggested Solutions in Appendix I on page 301.
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APPLICAAPPLICAAPPLICAAPPLICAAPPLICATION OF INFORMATION OF INFORMATION OF INFORMATION OF INFORMATION OF INFORMATIONTIONTIONTIONTION
TECHNOLOGTECHNOLOGTECHNOLOGTECHNOLOGTECHNOLOGY IN AUDITINGY IN AUDITINGY IN AUDITINGY IN AUDITINGY IN AUDITING

6.06.06.06.06.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to:

! Identify the impact of IT on Audit Functions.

! Appreciate the role of Auditors in IT security control implementation.

! Appreciate the opportunities created and challenges posed by IT application.

! Understand IT General Controls such as the COBIT, COSO and SOX Frameworks.

! Identify and apply a select number of Computer-Assisted Audit Techniques (CAATs)
in the audit function.

6.16.16.16.16.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

Whilst computers have virtually replaced a lot of the manual tasks hitherto
performed by human beings, such as transaction processing, payroll processing,
and online teller operations as in the case of ATMs in the financial institutions,
traditional auditing still retains its core objectives, of ensuring reliability of
internal controls over processes and that of raising assurance of the accuracy
and consistency of processing, through the normal testing and vouching
processes. The `explosion’ in the use of Information Technology devices and
models such as, complex networks, the internet, and indeed the convergence of
both telecommunication devices and networking infrastructure on a single
terminal, has created virtual offices where employees and customers alike, do
perform the most sophisticated transaction processing. Examples are banking
transactions which use mobile phones, accounts update, ATM and vending
machine operations, from the confines of people’s homes and/or offices. These
models while creating vast business opportunities for companies and
institutions have also created a great deal of audit risks and challenges which,
if unchecked, can cause devastating impacts on companies and organisations.
It is noteworthy, that in the mesh of these internetworking infrastructure
powered by cyberspace – the internet ̄  and even the employees, can become
potential risk agents.

66666
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6.26.26.26.26.2 IMPIMPIMPIMPIMPACT OF INFORMAACT OF INFORMAACT OF INFORMAACT OF INFORMAACT OF INFORMATION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGY ON THE AUDIT FUNCTIONY ON THE AUDIT FUNCTIONY ON THE AUDIT FUNCTIONY ON THE AUDIT FUNCTIONY ON THE AUDIT FUNCTION

The transition from `pen/paper technology’ to electronic environment has
created obvious challenges for the auditor. First, there is the invisibility of data
and processing, In other words, traditional paper work in which the auditor
can see and feel the printed marks evidencing transaction is now disappearing,
as transactions are carried out online and in most cases ̀ real-time form.’

Secondly, there is also the radical change in the control structure electronic
controls replacing manual controls; for example, an auditor who opts to vouch
the authenticity of a transaction carried out manually will generally look for
the authorising signatures on the papers evidencing the transactions. In an
electronic processing environment such authority is evidenced by the use of
user identification codes and passwords which are all invisible to the naked
eye. To this extent, the auditor is faced with the challenge of acquiring the
necessary IT skills to see through the ̀ wires’ or be “boxed up” in a corner, and
may at best fall back to his “Black Box” to the extent he can see through the
`dark box.’

The third challenge is that of speed of processing which puts auditors on their
`toes’. Whilst an irregularity occurring in a manual environment has fifty per
cent chance of being tracked before it is consummated by the perpetrators, it is
not often the case within electronic environment, as the perpetrators may be
done with their acts before the auditors discover. This is evident in most online
frauds such as super-zapping of customers accounts, Salami Techniques,
Piggybacking. A case has recently been reported of an employee of the Institute
who upon receiving housing loan in excess of half a million naira which was
credited to his bank account, wanted to make withdrawals the next day, only to
discover that he had suffered an ATM/Cash Card fraud in excess of 500,000.
The bank denied liability, claiming that the victim could have compromised
his ATM credentials. This type of fraud could not have been as swift as that in a
manual environment.

Fourthly, IT dynamics always challenges the auditors’ competence in the
business place. Changes in the IT environment occur very frequently, such that
auditors are left continually catching up with the trends. Where their ̀ catch-
up speed’ is slower than developments their organisations may be at the
receiving end.

6.36.36.36.36.3 REASONS FOR CARRYING OUT INFORMAREASONS FOR CARRYING OUT INFORMAREASONS FOR CARRYING OUT INFORMAREASONS FOR CARRYING OUT INFORMAREASONS FOR CARRYING OUT INFORMATION SYSTEMS AUDITINGTION SYSTEMS AUDITINGTION SYSTEMS AUDITINGTION SYSTEMS AUDITINGTION SYSTEMS AUDITING

The observable trend is that there are innumerable risks associated with
mechanising the business environment. These may include but not limited to:
(a) Data loss or other kinds of disasters;
(b) Malicious destruction of electronic information;
(c) Information theft;
(d) Hacking by malicious agents;
(e) Espionage activities;
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(f) Computer viruses & worms;
(g) Unauthorised access to information and data;
(h) Computer fraud and abuse; and
(i) Privacy violations.

The above situations, if unchecked, could upset the balance of business controls.
Since the risks should be checked, as in all cases (manually or electronically),
IS auditing function should be fully in place and piloted by trained IS auditors.

6.46.46.46.46.4 AUDITORS’ ROLE IN INFORMAAUDITORS’ ROLE IN INFORMAAUDITORS’ ROLE IN INFORMAAUDITORS’ ROLE IN INFORMAAUDITORS’ ROLE IN INFORMATION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGY CONTROLSY CONTROLSY CONTROLSY CONTROLSY CONTROLS
IMPLEMENTIMPLEMENTIMPLEMENTIMPLEMENTIMPLEMENTAAAAATIONTIONTIONTIONTION

`IT governance nomenclature,’ is the term used to describe how those persons
entrusted with governance of an entity will consider IT in their supervision,
monitoring, control and direction of the entity. “How IT is applied within the
entity will have an immense impact on whether the entity will attain its vision,
mission or strategic goals” (Robert S. Roussey, CPA Professor at University of
South California). Auditors have a role to play in ensuring that IT controls are
well implemented for the overall control objective of the organisation.

Such roles as may be ascribed to auditors include:
(a) Serving as specialists in the IT Strategy Committee, to offer advice on

matters patterning to IT controls;
(b) Auditors should be members of the IT steering committee as key advisors;
(c) Auditors should ascertain the management framework for IT governance,

e.g. COBIT, COSO;
(d) Auditors should get involved in the business plan development. The

strategic alignment need makes this imperative;
(e) Auditors should evaluate IT business processes, ensuring that the

processes fit with the organisation’s culture and structure, and the
management of risks effectively;

(f) Auditors should contribute to the implementation of IT governance by
facilitating the training and awareness of risk management controls
best practices;

(g) Auditors should develop an inventory of corporate assets and apply risk
assessment and ranking models to identify the technical support
policies, procedures as well as policies to help users perform more
efficiently and report problems;

(h) Being conversant with the hardware/software configuration, installation,
testing, packaging of management standards, policies and procedures;

(i) Disaster recovery/backup and recovery procedures, to enable continued
processing despite adverse conditions

6.56.56.56.56.5 INTERNAL CONTROL ENVIRONMENTINTERNAL CONTROL ENVIRONMENTINTERNAL CONTROL ENVIRONMENTINTERNAL CONTROL ENVIRONMENTINTERNAL CONTROL ENVIRONMENT

In accounting and auditing, internal controlinternal controlinternal controlinternal controlinternal control is defined as a process effected
by an organisation’s structure, work and authority flows, people and management
information systems, designed to assist the organisation to accomplish specific

APPLICATION OF INFORMATION TECHNOLOGY IN AUDITING
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goals or objectives. The COSO report further states that internal control is a
means whereby an entity’s board or senior management obtains reasonable
assurance of the achievements of the set objectives. COSO maintains that the
strength or weakness of an entity’s internal control environment rests on what
is called “the foundations of the internal control”, namely; integrity, ethical
values and the competence on the part of the personnel. The availability of the
logistics stated above are described as the invisible control environment.
Essentially, internal controls are process and people-driven and the people’s
`mind-set‘ could make or mar its effectiveness.

The IT environment is similar to this notion of effective internal control. While
this environment recognises people-oriented controls as postulated by COSO,
it also ensures that computer applications used in running the business of the
entity has adequate controls so as to create the necessary assurance of integrity,
reliability and accuracy of processing.

COSO states that `internal control’ has five components, just as in IT
environment, listed as follows:
(a) Control Environment - sets the tone for the organisation, influencing the

control consciousness of its people. It is the foundation for all other
components of internal control.

(b) Risk Assessment - the identification and analysis of relevant risks to the
achievement of objectives, forming a basis for how the risks should be
managed.

(c) Information and Communication - systems or processes that support
the identification, capture, and exchange of information in a form and
time frame that enable people to carry out their responsibilities.

(d) Control Activities - the policies and procedures that help ensure
management directives are carried out.

(e) Monitoring - processes used to assess the quality of internal control
performance over time.

6.66.66.66.66.6 INFORMAINFORMAINFORMAINFORMAINFORMATION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGY GENERAL CONTROLS (ITGC) – COBITY GENERAL CONTROLS (ITGC) – COBITY GENERAL CONTROLS (ITGC) – COBITY GENERAL CONTROLS (ITGC) – COBITY GENERAL CONTROLS (ITGC) – COBIT
FRAMEWORKFRAMEWORKFRAMEWORKFRAMEWORKFRAMEWORK

ITGC represents the foundation of the IT control structure. They assist in
ensuring the reliability of data generated by IT systems. They support the
assertion that systems operate as intended and that output is reliable. ITGC
usually include the following types of controls:
(a) Control Environment, or those controls designed to shape the corporate

culture or “tone at the top” as enunciated by COSO;
(b) Change management procedures - controls designed to ensure changes

to meet business requirements and are authorised;
(c) Source code/document version control procedures - controls designed to

protect the integrity of program code;
(d) Software development life cycle standards - controls designed to

ensure IT projects are effectively managed;
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(e) Security policies, standards and processes - controls designed to secure
access based on business need, for now;

(f) Incident management policies and procedures - controls designed to
address operational processing errors;

(g) Technical support policies and procedures - policies to help users per-
form more efficiently and report problems;

(h) Hardware/software configuration, installation, testing, management
standards, policies and procedures; and

(i) Disaster recovery/backup and recovery procedures, to enable continued
processing despite adverse conditions.

6.76.76.76.76.7 INFORMAINFORMAINFORMAINFORMAINFORMATION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGY APPLICAY APPLICAY APPLICAY APPLICAY APPLICATION CONTROLSTION CONTROLSTION CONTROLSTION CONTROLSTION CONTROLS

IT application or program controls are fully-automated (i.e., performed auto-
matically by the systems) designed to ensure the complete and accurate pro-
cessing of data, from input to output. These controls vary based on the business
purpose of the specific application. The controls may also help to ensure the
privacy and security of data transmitted between applications. Categories of IT
application controls include:
(a) Completeness checks - controls that ensure all records were processed

from initiation to completion;
(b) Validity checks - controls that ensure only valid data are input or

processed;
(c) Identification - controls that ensure all users are uniquely and irrefut-

ably identified;
(d) Authentication - controls that provide an authentication mechanism in

the application system;
(e) Authorisation - controls that ensure only approved business users have

access to the application system;
(f) Problem management - controls that ensure all application problems

are recorded and managed in a timely manner;
(g) Change management - controls that ensure all changes on production

environment are implemented with preserved data integrity; and
(h) Input controls - controls that ensure data integrity fed from upstream

sources into the application system.

6.86.86.86.86.8 INTERNAL CONTROL FRAMEWORKS - COBIT and COSOINTERNAL CONTROL FRAMEWORKS - COBIT and COSOINTERNAL CONTROL FRAMEWORKS - COBIT and COSOINTERNAL CONTROL FRAMEWORKS - COBIT and COSOINTERNAL CONTROL FRAMEWORKS - COBIT and COSO

ContrContrContrContrControl Objective for Information Tol Objective for Information Tol Objective for Information Tol Objective for Information Tol Objective for Information Technology (COBIT)echnology (COBIT)echnology (COBIT)echnology (COBIT)echnology (COBIT)

COBIT is a widely-utilised framework containing best practices for both ITGC
and application controls. It consists of domains and processes. The basic
structure indicates that IT processes satisfy business requirements which is
enabled by specific IT control activities. It also recommends best practices and
methods of evaluation of an enterprise’s IT controls.

APPLICATION OF INFORMATION TECHNOLOGY IN AUDITING
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Committee of Sponsoring Organisations (COSO)Committee of Sponsoring Organisations (COSO)Committee of Sponsoring Organisations (COSO)Committee of Sponsoring Organisations (COSO)Committee of Sponsoring Organisations (COSO)
COSO identifies five components of internal control: control environmentcontrol environmentcontrol environmentcontrol environmentcontrol environment,
risk assessmentrisk assessmentrisk assessmentrisk assessmentrisk assessment, control activitiescontrol activitiescontrol activitiescontrol activitiescontrol activities, information and communicationinformation and communicationinformation and communicationinformation and communicationinformation and communication
and monitoringmonitoringmonitoringmonitoringmonitoring. The components should be in place to achieve financial
reporting and disclosure objectives. COBIT provides a similar and detailed
guidance for IT, while the interrelated Val IT concentrates on higher-level IT
governance and value-for-money issues. The five components of COSO can be
visualised as the horizontal layers of a three-dimensional cube, with the COBIT
objective domains-applying to each individually and in aggregate. The four
COBIT major domains are: plan and organise, acquire and implement, deliver
and support, and monitor and evaluate.

6.96.96.96.96.9 INFORMAINFORMAINFORMAINFORMAINFORMATION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGTION TECHNOLOGY CONTROLS AND THE SARBANES-Y CONTROLS AND THE SARBANES-Y CONTROLS AND THE SARBANES-Y CONTROLS AND THE SARBANES-Y CONTROLS AND THE SARBANES-OOOOOXLEYXLEYXLEYXLEYXLEY
ACT (SOx)ACT (SOx)ACT (SOx)ACT (SOx)ACT (SOx)

The discussion of ITGC would have been incomplete without a mention of
Sarbanes-Oxley Act. SOx  requires the chief executive and chief financial officers
of public companies to attest to the accuracy of financial reports (Section 302)
and require public companies to establish adequate internal controls over
financial reporting (Section 404). Passage of SOx resulted in an increased focus
on IT controls, as these support financial processing and therefore fall into the
scope of management’s assessment of internal control under Section 404 of
SOx.

The COBIT framework may be used to assist with SOx compliance, although
COBIT is considerably wider in scope. The 2007 SOx guidance from the PCAOB
and SEC state that IT controls should only be part of the SOx 404 assessment to
the extent that specific financial risks are addressed, which significantly reduces
the scope of IT controls required in the assessment.

This scoping decision is part of the entity’s SOx 404 top-down risk assessment.
In addition, Statements on Auditing Standards No. 109 (SAS109) discusses
the IT risks and control objectives pertinent to a financial audit and is referenced
by the SOx guidance.

IT controls that typically fall under the scope of a SOx 404 assessment may
include:
(a) Specific application (transaction processing) control procedures that

directly mitigate identified financial reporting risks. There are typically
a few such controls within major applications in each financial process,
such as accounts payable, payroll, general ledger, etc. The focus is on
“key” controls (those that specifically address risks), not on the entire
application;

(b) IT general controls that support the assertions that programs function
as intended and that key financial reports are reliable, primarily change
control and security controls;
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(c) IT operation controls which ensure that problems with processing are
identified and corrected.

Specific activities that may occur to support the assessment of the key controls
above include:
(a) Understanding the organisation’s internal control program and its

financial reporting processes;
(b) Identifying the IT systems involved in the initiation, authorisation,

processing, summarisation and reporting of financial data;
(c) Identifying the key controls that address specific financial risks;
(d) Designing and implementing controls designed to mitigate the

identified risks and monitoring them for continued effectiveness;
(e) Documenting and testing IT controls;
(f) Ensuring that IT controls are updated and changed, as necessary, to

correspond with changes in internal control or financial reporting
processes; and

(g) Monitoring IT controls for effective operation over time.

In order to comply with Sarbanes-Oxley, companies and institutions should
appreciate how the financial reporting process works and ascertain the areas
where technology plays a critical role. In considering which controls to include
in the program, organisations should recognise that IT controls can have a
direct or indirect impact on the financial reporting process. For instance, IT
application controls that ensure completeness of transactions can be directly
related to financial assertions.

In another development, Access Controls which may exist within these
applications or within equally important supporting systems such as databases,
networks and operating systems, may not directly align to a financial assertion.
Similarly, Application Controls are generally aligned with a business process
that gives rise to financial reports.

While there are many IT systems operating within an organisation, Sarbanes-
Oxley compliance only focuses on those that are associated with a significant
account or related business process and mitigate specific material financial
risks. This focus on risk enabled management to significantly reduce the scope
of IT general control testing in 2007 relative to prior years. Readers wishing to
get more details on SOx and its related sections may visit the net or get hold of
Public Company Accounting Oversight Board (PCAOB) auditing standards No.5,
SEC interpretative guidance and/or American Institute of Certified Public
Accountants (AICPA) auditing standard No. 109.

6.106.106.106.106.10 INTRODUCTION TO INFORMAINTRODUCTION TO INFORMAINTRODUCTION TO INFORMAINTRODUCTION TO INFORMAINTRODUCTION TO INFORMATION SYSTEMS AUDIT PROCESSTION SYSTEMS AUDIT PROCESSTION SYSTEMS AUDIT PROCESSTION SYSTEMS AUDIT PROCESSTION SYSTEMS AUDIT PROCESS

IS audit process encompasses the entire practice of Information Systems
auditing, including procedures and a thorough methodology which allows an
Information Systems auditor to perform an audit on any IT area in a professional
manner – ISACA Technical Review Manual.
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In practice, the IS audit environment presents three scenarios:
(a) Data input scenario;
(b) Data processing stage; and
(c) Output/Result stage, all of which constitutes the IS audit universe.

Generally, the audit activity that should be covered in the above stages is spelt
out in three areas namely:
(a) Application systems reviews;
(b) System development reviews; and
(c) Installation and facilities reviews

6.10.16.10.16.10.16.10.16.10.1 Application ReviewApplication ReviewApplication ReviewApplication ReviewApplication Review
This process covers audit of controls over business systems that are
supported by computers For example, applications could include:
(a) General ledger;
(b) Payroll;
(c) Accounts receivable; and
(d) Banking applications in the case of financial institutions.

Application controls are classified into:
(a) Input controls;
(b) Processing controls;
(c) Output controls;
(d) Documentation; and
(e) Programming/Change controls.

6.10.26.10.26.10.26.10.26.10.2 System Development ReviewsSystem Development ReviewsSystem Development ReviewsSystem Development ReviewsSystem Development Reviews
This has to do with the audit of application development process. The
stages in this process include review of:
(i) Feasibility study;
(ii) Application Development process;
(iii) Application Testing;
(iv) Implementation;
(v) Documentation; and
(vi) Maintenance.

6.10.36.10.36.10.36.10.36.10.3 Installations and FInstallations and FInstallations and FInstallations and FInstallations and Facilities Racilities Racilities Racilities Racilities Reviewevieweviewevieweview

These are audits of operations and support functions of the computer
environment. These are also called Computer Information Systems (CIS)
operations review. These will cover such things as: Proper controls over
installation and facilities to ensure that computer systems are operating
efficiently and adequately secured from loss or damage. The following
areas should be covered under the review:

(a) Security of installations/facilities and should include:
(i) Physical access to the computer area;
(ii) Environmental controls;
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(iii) Data security; and
(iv) Disaster recovery issues (the ability to recover and process

in the event of an interruption or disaster).

(b) Organisation of the computer functions to ensure adequate
segregation of duties. Segregation of duties ensures that no one
can manipulate the processing or data for unauthorised purposes.
For example, the programming function should be separate from
the operating of the computer.

(c) Data Control covering:
Examination of controls governing the receipt of data for
processing; these controls should include methods that ensure
that all data was received for processing and that only authorised
transactions were received.

(d) Computer equipment; accounting for individual computer
equipment, maintenance procedures should maximise the life
and usefulness of the equipment.

(e) Computer equipment controls should include:
(i) Periodic preventive maintenance;
(ii) Documented maintenance agreements;
(iii) Service request procedures;
(iv) Documented procedures for use of equipment; and
(v) Review of equipment should include perishables and non-

perishables.

(f) Library
(i) Library contain files used by applications and systems/

sub-system for data processing activities;
(ii) Magnetic tape files may also be controlled by the library;

and
(iii) Controls should include: library management systems

(manual or automated) which provides records of file
location, contents, and retention periods, inventory
procedures for accounting for files; and cleaning,
maintenance and replacement procedures.

(e) Programs and Systems
(i) Establish procedures to ensure that systems and programs

in live working environment are authorised and fully
documented,

(ii) The IS auditor should evaluate the controls over support
systems such as operating systems, database management
systems, telecommunications software and utility
programs.
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6.116.116.116.116.11 INFORMAINFORMAINFORMAINFORMAINFORMATION SYSTEMS AUDIT APPROACHTION SYSTEMS AUDIT APPROACHTION SYSTEMS AUDIT APPROACHTION SYSTEMS AUDIT APPROACHTION SYSTEMS AUDIT APPROACH

An audit approach is a series of documented audit procedures designed to
achieve planned audit objectives. It comprises of:
(a) Statement of scope of the audit;
(b) Defined measurable audit objectives; and
(c) An audit program

The audit methodology should be setup and should have the approval of the
audit management such that consistency is maintained in the audit approach.
The audit methodology as documented is a formal document and should made
available to audit staff for careful perusal.

The table overleaf shows a standard IS audit methodology as adopted from the
Information System Audit and Control Association Examination Technical
Manual 2009.
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TTTTTable 1:able 1:able 1:able 1:able 1: TTTTTypical Phases of an Information Systems Aypical Phases of an Information Systems Aypical Phases of an Information Systems Aypical Phases of an Information Systems Aypical Phases of an Information Systems Audit Activityudit Activityudit Activityudit Activityudit Activity

S/No. Audit Phase Description of audit activity 
1 Audit Subject Identify the area to be audited. 
2 Audit Objective ♦ Identify the purpose of the audit. For example, 

an objective might be to determine that 
program source code changes occur in a well-
defined and controlled environment. 

3 Audit Scope ♦ Identify the specific systems, function or unit 
of the organization to be included in the 
review. For example, in the previous program 
changes example, the scope statement night 
limit the review to a single application system 
or to a limited period of time. 

4. Pre-audit Planning ♦ Identify technical skills and resources needed. 
♦ Identify the sources of information for test or 

review such as functional flowcharts, policies, 
standards, procedures and prior audit work 
papers. 

♦ Identify locations or facilities to be audited. 

5. Audit procedures and steps for 
data gathering 

♦ Identify and select the audit approach to 
verify and test the controls. 

♦ Identify a list of individuals to interview. 
♦ Identify and obtain departmental policies, 

standards and guidelines for review. 
♦ Develop audit tools and methodology to test 

and verify control. 

6. Procedures for evaluating the 
test or review results 

Organization specific 

7. Procedures for communicating 
with management 

Organization specific 

8. Audit report preparation ♦ Identify follow-up review procedures. 
♦ Identify procedures to evaluate/test 

operational efficiency and effectiveness. 
♦ Identify procedures to test controls. 
♦ Review and evaluate the soundness of 

documents, policies and procedures. 

 (Source: ISACA Technical Manual 2009)
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6.126.126.126.126.12 APPLICAAPPLICAAPPLICAAPPLICAAPPLICATION OF COMPUTER ASSISTED AUDIT TECHNIQUES (CAATION OF COMPUTER ASSISTED AUDIT TECHNIQUES (CAATION OF COMPUTER ASSISTED AUDIT TECHNIQUES (CAATION OF COMPUTER ASSISTED AUDIT TECHNIQUES (CAATION OF COMPUTER ASSISTED AUDIT TECHNIQUES (CAATTTTTs)s)s)s)s)

IntroductionIntroductionIntroductionIntroductionIntroduction
Business activities are now largely driven by computer. Performing an audit of
any Computerised enterprise without a computer is hardly an option. Therefore
CAATs refer to the use of certain computer software that can be used by an
auditor to perform audits and to achieve audit excellence.

6.12.16.12.16.12.16.12.16.12.1 CAACAACAACAACAAT Vs TT Vs TT Vs TT Vs TT Vs Traditional Araditional Araditional Araditional Araditional Audit apprudit apprudit apprudit apprudit approachoachoachoachoach
Traditionally auditors have come under criticisms because they reach
audit conclusions based upon limited samples. It is not uncommon for
an auditor to sample 20-40 transactions and declare a problem or
conclude that “controls appear to be effective.” Management upon
receiving the verdict of the auditors may question the validity of the
audit conclusions. Management realises that they conduct thousands or
perhaps millions of transactions a year and the auditor only sampled a
handful. The auditors will then state that they conducted the sample
based upon Generally Accepted Audit Standards (GAAS) and that their
sample was statistically valid. The auditors are then forced to defend
their audit approach.

Another common criticism of the audit profession occurs after a problem
emerges. Whenever a problem occurs within a department, management
might ask, “What was the auditor doing?” If the audit department had
reviewed the area recently it becomes a sticky situation as the Audit
Manager attempts to explain that the reason the problem was not
identified was because the problem was outside of the scope of the audit.
The audit manager might also try to explain that the sample was “a
statistically valid sample with a 95% confidence level.” The Audit
Committee cares only that a problem went undetected by the audit
function.

6.12.2 CAA6.12.2 CAA6.12.2 CAA6.12.2 CAA6.12.2 CAATTTTTs to the Rs to the Rs to the Rs to the Rs to the Rescueescueescueescueescue
CAATs addresses the problems highlighted above. CAATs, as it is
commonly used, is the practice of analysing large volumes of data which
look for anomalies. A well designed CAATs audit will not be a sample,
but rather a one hundred per cent review of all transactions. Using CAATs
the auditor will extract every transaction which the business unit
performed during the period reviewed.

The auditor will then test the data to determine if there are any problems.
For example, using CAATs, the auditor can find payroll data such as
duplicated employee names or numbers or other data anomalies.

The CAATs auditor could also easily look for duplicate vendors or
transactions. When such a duplicate is identified, they can approach
management with the knowledge that they tested 100% of the
transactions and that they identified 100% of the exceptions.....
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6.12.36.12.36.12.36.12.36.12.3 Classification of CAAClassification of CAAClassification of CAAClassification of CAAClassification of CAATTTTTsssss
There are probably four classes of CAATs, namely:
(a) Data analysis;
(b) Network Security Monitoring Software/Utilities;
(c) OS and DBMS security Monitoring software/utilities; and
(d) Software and code testing tools.

6.12.4 Specialised Software6.12.4 Specialised Software6.12.4 Specialised Software6.12.4 Specialised Software6.12.4 Specialised Software
In general terms, CAATs can refer to any computer program utilised to
improve the audit process. Generally, however, it is used to refer to any
data extraction and analysis software. This would include programs
such as SAS, Excel, Access, Crystal Reports, Business Objects, etc. There
are, however, two main companies that have developed specialised data
analytic software specifically for auditors. They are Audit Command
Language (ACL) and Interactive Data Extraction and Analysis (IDEA). A
third one is InformationActive’s ActiveData For Excel. This particular
software is normally attached to excel spreadsheet as an add-in program.

6.12.56.12.56.12.56.12.56.12.5 FFFFFeatureatureatureatureatures of CAAes of CAAes of CAAes of CAAes of CAATTTTTsssss
The general feature of CAAT tools includes the ability to perform varied
analytical procedures and queries as listed below:
(a) Data Queries;
(b) Statistics;
(c) Stratification;
(d) Summarisation;
(e) Missing Numbers detection;
(f) Duplicate Items detection;
(g) Aging of Transactions such as inventory and receivables aging;
(h) Sampling Functions;
(i) Field Manipulations;
(j) Payroll Audit as in Ghost Worker Detection; and
(k) Exporting and Importing data files across and between different

software platform such as; Access, Excel, Word, and even publish
audit reports as PDF documents directly from the CAAT software.

6.136.136.136.136.13 GUIDELINES FOR ESTGUIDELINES FOR ESTGUIDELINES FOR ESTGUIDELINES FOR ESTGUIDELINES FOR ESTABLISHING AN INFORMAABLISHING AN INFORMAABLISHING AN INFORMAABLISHING AN INFORMAABLISHING AN INFORMATION SYSTEMS AUDITTION SYSTEMS AUDITTION SYSTEMS AUDITTION SYSTEMS AUDITTION SYSTEMS AUDIT
FUNCTIONFUNCTIONFUNCTIONFUNCTIONFUNCTION

Organisations wishing to set up an IS audit function may consider the following
guide:
(a) The Information Systems Audit CharterThe Information Systems Audit CharterThe Information Systems Audit CharterThe Information Systems Audit CharterThe Information Systems Audit Charter

This is a key element in the development of the IS audit function. The
charter should specify among other issues:
(i) Objectives;
(ii) Scope; and
(iii) Reporting level of the IS audit function.

APPLICATION OF INFORMATION TECHNOLOGY IN AUDITING
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In developing the IS audit charter, consideration should be given to the
internal audit charter, where it exists.

(b) Organisation and Management IssuesOrganisation and Management IssuesOrganisation and Management IssuesOrganisation and Management IssuesOrganisation and Management Issues
This has to be addressed to offer structure to the IS audit function and
the following issues are considered:
(i) Identifying the staff skill level required and ways to obtain such

expertise;
(ii) Establishing salary guidelines which conform to organisation’s

policies and provide competitive and fair compensation;
(iii) Identify the activities required to support the organisation’s

external auditors;
(iv) Formulating the audit schedule to plan for IS audit activities;

and
(v) Developing standards and procedures to support the IS audit

function.

(c) Staff Skills LevelStaff Skills LevelStaff Skills LevelStaff Skills LevelStaff Skills Level
This will generally depend on the complexity of the computer systems
and environment. The lowest level of skilled staff should be able to use
IS audit tools, techniques and control concepts in computerised systems.
They should also possess good interpersonal skills and solid understanding
of management concepts. A Certified Information Systems Auditors’
(CISA) qualification will surely be imperative and non-negotiable for a
very complex IS environment.

(d) Finally, the organisation must procure the necessary IS audit resources
such as computer laptops; a close ration of one-to-one to each IS audit
personnel is recommended, and the CAAT software of choice.

(e) Necessary training and retraining of the IS audit personnel is also a
non-negotiable consideration.

6.146.146.146.146.14 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

In this era of information technology where all kinds of IT models and designs
are deployed in the business process, traditional auditing has to change towards
the direction of IT auditing. This chapter discussed the importance of IT driven
audit function; various Computer Assisted Audit Techniques (CAATs) available
and concludes with general guidelines for establishing an Information Systems
Audit Department.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.
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6.156.156.156.156.15 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

6.15.16.15.16.15.16.15.16.15.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. One of the following is not a risk associated with mechanising the business
environment.
(A) Data loss
(B) Malicious destruction
(C) Authorised access to information and data
(D) Computer virus
(E) Privacy violation

2. One of the following is not a component of internal control as defined by
the Committee of Sponsoring Organisations of the Treadway Commission
(COSO)
(A) Control environment
(B) Risk assessment
(C) Information and communication
(D) Monitoring
(E) Outsourcing

3. ITGC represents the foundation of IT ————.
(A) Control structure
(B) General control
(C) System
(D) Governing control
(E) Communication

4. The controls that ensure that all application problems are recorded and
managed in a timely manner is called ——————
(A) Authentication
(B) Authorisation
(C) Change management
(D) Problem management
(E) Input controls

5. How many components of internal control have been identified by the
Committee of Sponsoring Organisations of the Treadway Commission
(COSO)?
A. 4
B. 5
C. 2
D. 4
E. 1

6.15.26.15.26.15.26.15.26.15.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

 1. What  is the name given to the process effected by an organisation’s
structure, work and management information systems, designed to help it
accomplish specific goals and objectives?

2. One of the challenges auditors have to face with the impact of IT is the
invisibility of data and processing as transactions are now carried out —.

APPLICATION OF INFORMATION TECHNOLOGY IN AUDITING
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3. Serving as a specialist in the IT strategy committee to offer advice on matters
pertaining to IT controls is one of such ———————— that may be
ascribed to an auditor.

4. The IT control structure that helps ensure the reliability of data generated
by IT systems and also support the assertion that systems operate as
intended and the output is reliable is called ———————————.

5. The types of control that ensures that all records are processed from initiation
to completion is called ———————.

Refer to Suggested Solutions in Appendix I on page 347
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INTRODUCTION TO PUBLIC SECTORINTRODUCTION TO PUBLIC SECTORINTRODUCTION TO PUBLIC SECTORINTRODUCTION TO PUBLIC SECTORINTRODUCTION TO PUBLIC SECTOR
AUDITAUDITAUDITAUDITAUDIT

7.07.07.07.07.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to understand:

! Appointment, powers and functions of the Auditor-General for the Federation, States
and Local Governments.

! Auditing for compliance with legislative and related authorities.

! The role of Public Accounts Committee in the audit process.

! Internal audit in the public sector.

! Value-for-Money Audit.

! Due Process and Public Procurement Act.

7.17.17.17.17.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION

A student making his first attempt at the professional examinations of the
Institute of Chartered Accountants of Nigeria needs to be well grounded in the
basics of public sector audit. The student needs to master the definitions of
basic terms and terminologies used in public sector audit, which is a segment
of the public sector financial management.

7.27.27.27.27.2 APPOINTMENTAPPOINTMENTAPPOINTMENTAPPOINTMENTAPPOINTMENT, POWERS AND FUNCTIONS OF THE AUDITORS-, POWERS AND FUNCTIONS OF THE AUDITORS-, POWERS AND FUNCTIONS OF THE AUDITORS-, POWERS AND FUNCTIONS OF THE AUDITORS-, POWERS AND FUNCTIONS OF THE AUDITORS-
GENERAL FOR THE FEDERAGENERAL FOR THE FEDERAGENERAL FOR THE FEDERAGENERAL FOR THE FEDERAGENERAL FOR THE FEDERATION, STTION, STTION, STTION, STTION, STAAAAATES AND LOCAL GOVERNMENTSTES AND LOCAL GOVERNMENTSTES AND LOCAL GOVERNMENTSTES AND LOCAL GOVERNMENTSTES AND LOCAL GOVERNMENTS

Appointment of AAppointment of AAppointment of AAppointment of AAppointment of Auditoruditoruditoruditoruditor-----GeneralGeneralGeneralGeneralGeneral
The Auditor-General for the Federation is appointed by the President on the
recommendation of the Federal Civil Service Commission, subject to
confirmation by the Senate. He is appointed in accordance with the provision
of Sec. 86 of the 1999 Constitution of the Federal Republic of Nigeria. The power
to appoint a person to act in the office of the Auditor-General is vested in the
President.

At the level of a State, a similar dispensation is put in place under the 1999
Constitution, for the Governor to appoint the Auditor-General on the
recommendation of the State Civil Commission, subject, however, to the
confirmation of the relevant House of Assembly. The appointment of the Auditor-
General for Local Government of a State undergoes the same process outlined
above.

77777
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Acting CapacityActing CapacityActing CapacityActing CapacityActing Capacity
No person acts in the office of the Auditor-General for a period exceeding six
months, except with the sanction of a resolution duly passed by the Senate.

TTTTTenurenurenurenurenure of Office of Ae of Office of Ae of Office of Ae of Office of Ae of Office of Auditoruditoruditoruditoruditor-----GeneralGeneralGeneralGeneralGeneral
(a) A person holding the office of the Auditor-General for the Federation

can be removed from office by the President acting on an advice supported
by two-thirds majority of the Senate, praying that he be so removed for
inability to discharge the functions of his office.  Auditor-General shall
be so removed only on account of:
(i) Infirmity of mind, body or any other cause; or
(ii) Misconduct.

(b) The Auditor-General cannot be removed from office before such retiring
age as may be prescribed by law, save in accordance with the provisions
of aforementioned paragraph.

PPPPPowers and Fowers and Fowers and Fowers and Fowers and Functions of Aunctions of Aunctions of Aunctions of Aunctions of Auditoruditoruditoruditoruditor-----GeneralGeneralGeneralGeneralGeneral
According to the Financial Regulations No 103 (December 2006), the Officer
responsible under the Constitution of the Federation for the audit and report on
the public accounts of the Federation, including all persons and bodies
established by law entrusted with the collection, receipt, custody, issue, or
payment of Federal Public monies or with the receipt, custody, issue, sale,
transfer or delivery of any stamps, securities, stores or other property of the
Government of the Federation and for the certification of the Annual Accounts
of that Government is the Auditor-General for the Federation. The Auditor-
General shall examine and ascertain in such manner as he may think fit the
accounts relating to public funds and property and shall ascertain whether in
his opinion:
(a) The accounts have been properly kept;
(b) All public monies have been full accounted for, and the rules and

procedures applied are sufficient to secure effective checks on the
assessment, collection and proper allocation of revenue;

(c) Monies have been expended for the purposes for which they were
appropriated and the expenditure have been made as authorised; and

(d) Essential records are maintained and the rules and procedures applied
are sufficient to safeguard and control public property and funds.

FFFFFrrrrree Access to Books and Accountsee Access to Books and Accountsee Access to Books and Accountsee Access to Books and Accountsee Access to Books and Accounts
By virtue of the responsibilities and functions of the Auditor-General for the
Federation, the officer and/or his/her representatives are permitted free access,
at all reasonable times, to all files, safes, documents, books and other records
relating to the accounts of all Federal Ministries/Extra-Ministerial Departments
or units. They are also entitled to require and receive from members of the
public services such information, reports and explanations as they may deem
necessary for the proper performance of their functions.
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The Auditor-General is empowered to conduct periodic checks of all government
statutory corporation, commissions, authorities, agencies, including all persons
and bodies established by an Act of the National Assembly.

The Auditor-General shall, within ninety days of receipt of the Accountant-
General’s financial statements, submit his reports to each House of the National
Assembly, and each House shall cause the reports to be considered by a
committee of the House of the National Assembly responsible for public
accounts.

In the exercise of his functions under the Constitution, the Auditor-General is
not subjected to the direction or control of any other authority or person.

Audit of Public AccountsAudit of Public AccountsAudit of Public AccountsAudit of Public AccountsAudit of Public Accounts
(a) The Auditor-General for the Federation shall be appointed in accordance

with the provisions of section 86 of the Constitution of Federal Republic
of Nigeria;

(b) The public accounts of the Federation and of all offices and courts of the
Federation shall be audited and reported on, by the Auditor-General
who shall submit his reports to the National Assembly.
For that purpose, the Auditor-General or any person authorised by him
in that behalf shall have access to all the books, records, returns and
other documents relating to those accounts; and

(c) Nothing in sub-section 2 of this section shall be construed as authorising
the Auditor-General to audit the accounts of or appoint auditors for
government statutory corporations, commissions, authorities, agencies,
including all persons and bodies established by an Act of the National
Assembly.

Nonetheless the Auditor-General shall:
(i) Provide such bodies with:

! A list of auditors qualified to be appointed by them as
external auditors and from which the bodies shall appoint
their external auditors;

! Guidelines on the level of fees to be paid to external
auditors; and

(ii) Comment on their annual accounts and auditors’ reports thereon.

(d) The Auditor-General shall have power to conduct periodic checks of all
government statutory corporations, commission, authorities, agencies,
including all persons and bodies established by an Act of the National
Assembly.

(e) The Auditor-General shall, within ninety days of receipt of the
Accountant-General’s financial statement, submit his reports under this
section to each House of the National Assembly and each House shall
cause the report to be considered by a committee of the House of the
National Assembly responsible for public accounts.

INTRODUCTION TO PUBLIC SECTOR AUDIT
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(f) In the exercise of his functions under this Constitution, the Auditor-
General shall not be subject to the direction or control of any other
authority or person.

77777.3.3.3.3.3 AUDITING FOR COMPLIANCE WITH LEGISLAUDITING FOR COMPLIANCE WITH LEGISLAUDITING FOR COMPLIANCE WITH LEGISLAUDITING FOR COMPLIANCE WITH LEGISLAUDITING FOR COMPLIANCE WITH LEGISLAAAAATIVE AND RELTIVE AND RELTIVE AND RELTIVE AND RELTIVE AND RELAAAAATEDTEDTEDTEDTED
AUTHORITIESAUTHORITIESAUTHORITIESAUTHORITIESAUTHORITIES

The Auditor-General performs the external audit function of the examination
of financial statements of the government and its allied activities in a financial
year.  The Auditor-General performs post-audit functions. The post-audit refers
to the audit performed after the close of transactions in a particular period; it is
a post-mortem audit. The audit takes place after the end of the financial year.

The appointment, termination and mode of operation of the Auditor-General
are governed by the provisions of the Audit Act of 1956, the Nigerian Constitution
and Financial Regulations of 1976 as amended.

FFFFFunctionsunctionsunctionsunctionsunctions
The ̀ green paper’ on the Role of the Comptroller and Auditor-General lists the
following as the functions of the Auditor-General:

Financial and Regularity AuditFinancial and Regularity AuditFinancial and Regularity AuditFinancial and Regularity AuditFinancial and Regularity Audit
A financial audit is to ensure that:
(a) Systems of accounting and financial control are efficient and operating

properly; and
(b) Financial transactions have been correctly authorised and accounted

for.

A Regularity Audit - is that which verifies that expenditure has been incurred
on approved services and in accordance with statutory and other regulations
and authorities governing them (sometimes called Compliance Audit).

Economy and Efficiency AuditEconomy and Efficiency AuditEconomy and Efficiency AuditEconomy and Efficiency AuditEconomy and Efficiency Audit
This is a measurement of how economic resources are efficiently employed
and deployed.  It is also to highlight areas of wastes; extravagant or unrewarding
expenditure. It looks into failure to maximise receipts, financial arrangements
that are detrimental to the treasury and weaknesses leading to them.

Effectiveness AuditEffectiveness AuditEffectiveness AuditEffectiveness AuditEffectiveness Audit
This is an examination to assess whether programmes or projects undertaken
to meet established policy goals or objectives have met their respective aims.
It is also called Programme Results Audit. It aims at focused or comprehensive
audit in government.

VVVVValue-foralue-foralue-foralue-foralue-for-money A-money A-money A-money A-money Audituditudituditudit
This is variously called Performance Audit; or Economy and Efficiency Audit.
The essence is to determine whether an entity is acquiring, managing or utilising
its resources in the most economical and efficient manner. It traces the causes
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of any inefficiencies or uneconomical practices. Value-for-money Audit is
defined as an objective professional and systematic assessment of:
(a) The nature and function of an authority’s managerial systems and

procedures;
(b) The economy and efficiency with which its services are processed; and
(c) The effectiveness of its performance in achieving objectives.

Phases of value-for-money audit are:
(a) Proposal PhaseProposal PhaseProposal PhaseProposal PhaseProposal Phase: aims at justifying the study of a particular area,

authorise initial resources and determine further considered initial
analysis of financial statistics, audit costs and other performance
indicators.

(b) The Scooping PhaseThe Scooping PhaseThe Scooping PhaseThe Scooping PhaseThe Scooping Phase: aims at gathering sufficient details. It embraces
gathering working information, studying related legislations and testing
controls act. At this stage there will be comprehensive management
systems and objective review.

(c) Planning PhasePlanning PhasePlanning PhasePlanning PhasePlanning Phase: aims at planning to fully develop identified potentials.
The planning and control processes are properly analysed and methods
of reviewing operating results are examined through analysis of control
and reporting systems.

(d) Implementation PhaseImplementation PhaseImplementation PhaseImplementation PhaseImplementation Phase: aims at reporting the audit results to those
responsible for receiving or acting on them.

(e) Evaluation PhaseEvaluation PhaseEvaluation PhaseEvaluation PhaseEvaluation Phase: is to evaluate the audit result, methodology and
performance of the audit staff. The focus here will be assessment of
efficiency and effectiveness review. Value-for-money audit aims to
identify ineffectiveness in the system and under-utilisation of resources.

Composition of office of AComposition of office of AComposition of office of AComposition of office of AComposition of office of Auditoruditoruditoruditoruditor-----GeneralGeneralGeneralGeneralGeneral
The Office of the Auditor-General comprises the following directorates:
(a) Personnel Management Directorate
(b) Finance & Supply
(c) Planning Research and Statistics Directorate
(d) Project Monitoring and Evaluation Directorate

The various divisions under the set-up are:
(a) Treasury Accounts, which handles the audit of accounts and financial

statements;
(b) State Accounts, which audits the transactions of Pay Officers operating

in various states;
(c) Public Enterprises, which oversees the audit of parastatals;
(d) Project Audit which investigates justifications of spending on

government projects;
(e) Pension which conducts pre-audit of gratuities and pensions;
(f) Losses and Investigations that handles all cases of loss of funds; and
(j) Annual report and P. A.C., which handle all reports and links with Public

Accounts Committee deliberations.

INTRODUCTION TO PUBLIC SECTOR AUDIT
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Audit Queries and AlarmsAudit Queries and AlarmsAudit Queries and AlarmsAudit Queries and AlarmsAudit Queries and Alarms
Audit queries are observations or points raised by the audit in a particular
transaction seeking further clarifications. Such queries raised by Internal Auditor
are pre-audit queries while those raised by the Auditor-General are termed
post-audit queries.

Queries serve as an important part of the mechanism of financial control as
well as valuable means of detecting and preventing errors, fraud etc.

The guidelines on Civil Service Reforms gave prominence to queries by
specifying time limit for replying audit queries and possible sanctions for failure
to respond. Matters on which queries may be raised can be classified as:
(a) Irregularities resulting in losses to the government due to either

fraudulent activity of the functionaries or their negligence or
incompetence;

(b) Irregularities not directly or immediately resulting in losses to
government but which infringe upon budgetary and proper financial
management; and

(c) Irregularities arising through poor or inefficient management and
accounting, which may lead to losses to the government.

7.47.47.47.47.4 ROLE OF PUBLIC ACCOUNTS COMMITROLE OF PUBLIC ACCOUNTS COMMITROLE OF PUBLIC ACCOUNTS COMMITROLE OF PUBLIC ACCOUNTS COMMITROLE OF PUBLIC ACCOUNTS COMMITTEE (PTEE (PTEE (PTEE (PTEE (PAC) IN THE AUDIT PROCESSAC) IN THE AUDIT PROCESSAC) IN THE AUDIT PROCESSAC) IN THE AUDIT PROCESSAC) IN THE AUDIT PROCESS

Power to Conduct InvestigationPower to Conduct InvestigationPower to Conduct InvestigationPower to Conduct InvestigationPower to Conduct Investigation
In line with the provisions of the Constitution, each House of the National
Assembly shall have power by resolution published in its journal or in the
Official Gazette of the Government of the Federation to direct or cause to be
directed an investigation into:
(a) Any matter or thing with respect to which it has power to make laws;

and
(b) The conduct of affairs of any person, authority, ministry or government

department charged, or intended to be charged, with the duty of or
responsibility for:
(i) Executing or administering laws enacted by the National

Assembly, and
(ii) Disbursing or administering moneys appropriated or to be

appropriated by the National Assembly.

The powers conferred on the National Assembly under the provisions of this
section are exercisable only for the purpose of enabling it to:
(a) Make laws with respect to any matter within its legislative competence

and correct any defects in existing laws; and
(b) Expose corruption, inefficiency or wastes in the execution and

administration of laws within its legislative competence and in the
disbursement or administration of funds appropriated by it.
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Power as to Matters of EvidencePower as to Matters of EvidencePower as to Matters of EvidencePower as to Matters of EvidencePower as to Matters of Evidence
For the purposes of any investigation under section 88 of this Constitution and
subject to the provisions thereof, the Senate or House of Representatives or a
committee appointed in accordance with section 62 of this Constitution shall
have power to:

(a) Produce all such evidence, written or oral, direct or circumstantial, as it
may think necessary or desirable, and examine all persons as witnesses
whose evidence may be material or relevant to the subject matter; and

(b) Require such evidence to be given on oath.

This committee is invariably known as Public Accounts Committee. The purpose
of the provision of the constitution and the establishment of the PAC is to expose
corruption, inefficiency or waste in the execution of disbursement or
administration of funds appropriated by it.

Public Accounts Committee is empowered to:
(a) Examine such audited accounts of the Federation and of all offices and

courts of the Federation and the Auditor-General report thereon as may
be referred to it.

(b) Examine:
(i) The Accounts and reports of ministries and Departments of the

Government of the Federation;
(ii) The Audited Accounts of statutory corporations, boards and such

other government bodies; and
(iii) The causes which led to, or might have led to, any excess over

approved appropriations.

In the performance of its functions, the PAC is further empowered to:
(i) Procure all such evidence, oral or written and examine such persons as

it may deem necessary or desirable; and
(ii) Require any person to produce any books, documents or records, as it

may deem necessary and desirable.

The composition of PAC is geared towards functioning like a court of enquiry
empowered to look into civil and criminal cases as regards allocation and
disbursement and use of public funds by public officers who have been entrusted
with the responsibility of judiciously using the funds, carrying out government
programmes, and recommending appropriate actions against officers found
wanting in carrying out their duties.

Basis of PBasis of PBasis of PBasis of PBasis of PAC activitiesAC activitiesAC activitiesAC activitiesAC activities
The major bases of the PAC activities are the report of the Auditor-General. In
these reports, statement of how the accounts of the government departments,
agencies and ministries are examined is stated and queries raised and the
response to these queries is also stated.

INTRODUCTION TO PUBLIC SECTOR AUDIT
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Consequently, all cases that are of prime importance or which the committee
feels should be properly examined are then picked out of the report. Other
bases of PAC activities are the cases referred to the committee by the House in
respect of issues examined by it during deliberation.

PPPPPrrrrroblems of Poblems of Poblems of Poblems of Poblems of PACACACACAC
These include:
(a) Political instability (either through violent change as in the military

regimes or change of political party) leading to continuous changes in
the composition of the committee;

(b) Financial Statements to be examined are often in arrears;
(c) Members are not knowledgeable in accounting and financial reporting;
(d) Lack of co-operation and information from the expected facilitators; and
(e) Resolutions are not always implemented amongst others.

7.57.57.57.57.5 INTERNAL AUDIT IN THE PUBLIC SECTORINTERNAL AUDIT IN THE PUBLIC SECTORINTERNAL AUDIT IN THE PUBLIC SECTORINTERNAL AUDIT IN THE PUBLIC SECTORINTERNAL AUDIT IN THE PUBLIC SECTOR

The Institute of Internal Auditors defined internal auditing as “the independent
appraisal activity within an organisation for the review of the accounting,
financial and other operations as a basis for protective and constructive
service to management.”

Objectives and ScopeObjectives and ScopeObjectives and ScopeObjectives and ScopeObjectives and Scope
The basic objective of internal auditing is to assist the management in the
effective discharge of its responsibilities. The internal audit department
provides this assistance by furnishing management with analysis, appraisals,
recommendations and comments regarding the activities reviewed. Internal
auditors can be concerned with any phase of the operations of the department/
ministry. This may involve going beyond accounting and financial records to
obtain a full understanding of the operation under review. Internal auditing is
a managerial control in itself and a duty performed by personnel employed for
such specific purpose. Internal audit exists in every Ministry/Department to
carry out pre-auditing of all activities of the establishment. Pre-audit is the
audit performed with the main objective of checking before payment for a
transaction takes place in order to ensure compliance with the rules governing
each transaction.

In order to attain the overall objective, internal audit activities should include:
(a) Reviewing and appraising the soundness, adequacy and application of

accounting, financial and other administration controls, and promoting
effective controls at reasonable cost;

(b) Ascertaining the extent of compliance with established policies, plans
and procedures;

(c) Ascertaining the extent to which the assets of the department/ministry
are accounted for and safeguarded from losses of all kinds;

(d) Ascertain the reliability of data developed or produced;
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(e) Preserving the integrity of files on which those transactions and related
data are stored; and

(f) Appraising the quality of performance in carrying out assigned
responsibilities.

Operation of Internal AuditOperation of Internal AuditOperation of Internal AuditOperation of Internal AuditOperation of Internal Audit
Internal auditor derives his powers from the power as delegated by the
Auditor-General. Internal auditor has full access to all the department/
ministry’s records, properties and personnel that could be relevant to the
subject under review. The internal auditor should be free to review and
appraise policies, plans, procedures and records. Most of the actions carried
out by the internal auditor fall within the following responsibilities executed
by him in the establishment:
(a) Operation AuditOperation AuditOperation AuditOperation AuditOperation Audit: which focuses on a particular activity within the

establishment e.g. audit of Agricultural and Rural Development in a
local government.

(b) FFFFFunctional Aunctional Aunctional Aunctional Aunctional Audituditudituditudit: which focuses on a particular function e.g. audit of
salary preparation etc.

(c) Organisational AuditOrganisational AuditOrganisational AuditOrganisational AuditOrganisational Audit: which focuses on all activities with the
establishment globally viewed.  It includes (i) & (ii) above.

(d) InvestigationInvestigationInvestigationInvestigationInvestigation:  Focuses on ad-hoc assignments.
(e) Management AManagement AManagement AManagement AManagement Audituditudituditudit: Focuses on advising on policies introduced from

time to time by the establishment.

Responsibilities of Internal AuditorResponsibilities of Internal AuditorResponsibilities of Internal AuditorResponsibilities of Internal AuditorResponsibilities of Internal Auditor
The Internal Auditor is responsible for:
(a) Reviewing, evaluating and reporting on the adequacy or otherwise of

the controls installed and operated and the extent to which they assure
propriety, security, completeness and accuracy of operations of the
establishment;

(b) Performing the responsibility imposed by the Civil Service Reforms. The
Reforms state that he shall carry out complete and continuous audit of
accounts and records of revenue and expenditure, plant stores and
assume the duty of Stock Verifier where none exists in an establishment;
and

(c) Confirmation of reliability and accuracy of extracted financial
information to management.

Matters Influencing Setting up of Internal Audit UnitMatters Influencing Setting up of Internal Audit UnitMatters Influencing Setting up of Internal Audit UnitMatters Influencing Setting up of Internal Audit UnitMatters Influencing Setting up of Internal Audit Unit
These include:
(a) The necessity of the internal audit unit in the circumstances of the

government, bearing in mind the provisions of Civil Service Reforms/
guidelines and relevant extant laws;

(b) Determining the size and structure of the unit;
(c) Preparation of Audit Manual;
(d) Recruitment of appropriate staff for respective office; and
(e) Training and inducting the staff.

INTRODUCTION TO PUBLIC SECTOR AUDIT



238

AUDIT AND  ASSURANCE

The above-stated procedures are of equal application to the audit of other tiers
of government - the State and Local Governments.

7.67.67.67.67.6 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

This chapter has provided full coverage of the statutory as well as the
constitutional provisions regarding the appointment and functions of the 
Auditor-General for the Federation. Similarly, functions of the Public Accounts
Committee which is a unit of the National Assembly, were also detailed. The
information provided in this chapter will enable readers have full understanding
of the workings of the office of the Auditor-General for the Federation, as well
as of the States and equivalent officers in the Local Governments, together
with requirement for the audit of Public Accounts/Value-for-money audit.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.

7.77.77.77.77.7 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

7.7.17.7.17.7.17.7.17.7.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. Which of the following is not part of the functions of the Auditor-General
for the Federation
(A) The accounts have been properly kept.
(B) All public monies have been fully accounted for, and the rules and

procedures applied are sufficient to secure an effective check on
the assessment, collection and proper allocation of revenue.

(C) Ensuring the voted representatives occupy their seat in the
assembly.

(D) Monies have been expended for the purposes for which they were
appropriated and the expenditures have been made as authorised.

(E) Essential records are maintained and the rules and procedures
applied are sufficient to safeguard and control public property
and funds.

2. Offences on which the Auditor-General may raise queries in accordance
with the guidelines on Civil Service Reforms can be classified as
(A) Irregularities resulting in losses to the government due to either

fraudulent activity of the functionaries or their negligence or
incompetence

(B) Irregularities not directly or immediately resulting in losses to
government but which infringe upon budgetary and proper
financial management

(C) Irregularities arising through poor or inefficient management and
accounting, which may lead to losses to the government

(D) All the above
(E) None of the above.

3. In the exercise of his functions under the Constitution, the Auditor-General
is:
(A) Subjected to the direction or control of National Assembly
(B) Subjected to the direction or control of the President
(C) Subjected to the direction or control of both the President and

National Assembly
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(D) Not subjected to the direction or control of any other authority or
person

(E) Independent to the judiciary only.

4. Auditor-General is not permitted
(A) Access to State House
(B) Access to Minutes of Council of State
(C) Free access to books and accounts of the institution being audited
(D) To conduct an inquest
(E) All of the above.

7.7.27.7.27.7.27.7.27.7.2  SHORT ANSWER QUESTIONS SHORT ANSWER QUESTIONS SHORT ANSWER QUESTIONS SHORT ANSWER QUESTIONS SHORT ANSWER QUESTIONS

1. Who appoints the Auditor-General for the Federation?

2. For how long can a person act in the office of the Auditor-General of a
state?

3. What are the powers of Public Accounts Committee?

4. Describe what the phases of Value-for-money audit are.

5. What are the functions of an internal auditor in relation to public sector
account?

Refer to Suggested Solution in Appendix I on page 301

INTRODUCTION TO PUBLIC SECTOR AUDIT
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AUDIT REPORAUDIT REPORAUDIT REPORAUDIT REPORAUDIT REPORTINGTINGTINGTINGTING

8.08.08.08.08.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to understand:

! The structure and framework of statutory audit report, appreciate instances of

statement statutory and non-statutory, qualified and unqualified.

! Reviewing subsequent events, going concern status, management representation

and the truth and fairness of financial statements.

! The relationship of Auditors with Audit Committees and Third Parties.

8.18.18.18.18.1 INTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTIONINTRODUCTION
Students writing the professional examinations of The Institute of Chartered
Accountants of Nigeria need to understand the basics of assurance reporting.
The final outcome of any audit is the issuance of the report of the auditors. The
report may be qualifiedqualifiedqualifiedqualifiedqualified or unqualifiedunqualifiedunqualifiedunqualifiedunqualified. The auditors’ responsibility is to
give an opinion on the financial statements, based on the result of the audit.
The phrase “we have audited” implies that the auditor is providing the highest
level of assurance that can be given. It is important that the reader of the
document in which the financial statements appear know precisely what is
covered by the auditors’ report and, by inference, what is not.

It is the auditors’ responsibility to obtain knowledge about subsequent events
up to the effective date of signing the auditors’ report on the financial statements.
After the financial statements and audit report have been issued, however, an
auditor may become aware of new information regarding the client. If the new
information refers to a condition that did not exist at the date of the audit report,
or if it refers to the final resolutions of contingencies or other matters disclosed
in the financial statements or the auditors’ report, the auditors may not have
further obligation thereon. The new information may, however, relate to facts
existing at the date of the audit report that might have affected the financial
statements or auditors’ report had the auditors been aware of them. For example,
the auditors may learn on April 14, 2008, after the financial statements for
2007 were issued, that a large receivable on December 5, 2007 believed at the
balance sheet date to be collectible was in fact uncollectible because, the
customer had been declared bankrupt on December 5, 2007.

In those circumstances, the auditors are obligated to pursue the matter further.
They may issue a disclaimer in the circumstance if the directors do not agree to

88888
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an update of the auditors’ report. The continuation of an entity as a going
concern is assumed in financial reporting in the absence of significant
information to the contrary.

The audit committee should normally receive information regarding the scope
and results of the audit that may assist the audit committee in overseeing the
financial reporting and disclosure process, for which management is
responsible.  The auditors normally communicate with the management of the
entity which they are auditing.

The auditors obtain representation from management in the course of
conducting the audit of an entity. Obtaining management representation does
not absolve the auditor from any blame, in case of proven negligence.

The concepts of true and fair view, materiality and judgement guide the auditors
in the conduct of the audit in that they assist the auditors to know the level and
quantum of the transactions and balances to which attention has to be given
and matters which should be considered in the rendering of the audit opinion.

8.28.28.28.28.2 AUDIT REPORAUDIT REPORAUDIT REPORAUDIT REPORAUDIT REPORTTTTT: ST: ST: ST: ST: STAAAAATUTORY AUDITTUTORY AUDITTUTORY AUDITTUTORY AUDITTUTORY AUDIT

The auditor’s report that appears in illustration 8-1 overleaf indicates the
wording of the standard report as prescribed by SAS No. 58, “Report on Audited
Financial Statements.”

Organisation and WordingOrganisation and WordingOrganisation and WordingOrganisation and WordingOrganisation and Wording

The following paragraphs explain the language used in the standard report on
audited financial statements of an entity:

(a) TitleTitleTitleTitleTitle
The title should include the phrase “Auditor’s Report.” This is intended
to remind the reader of the credibility an audit adds to the financial
statements because of the auditor’s independence.

(b) Introductory paragraphIntroductory paragraphIntroductory paragraphIntroductory paragraphIntroductory paragraph
The opening paragraph of the report identifies the financial statements
that are audited and states that management is responsible for them.
The auditor’s responsibility is to give an opinion on those statements
based on the result of the audit. The phrase “we have audited” implies
that the auditor is providing the highest level of assurance that can be
given. The introductory paragraph also specifies the dates and periods
covered by the financial statements that are audited.

It is important that the reader of the document in which the financial statements
appear knows precisely what is covered by the auditor’s report and, by
inference, what is not. Since an annual report or prospectus contains much
more than financial statements, the reader should be told specifically what
has been audited (the financial statements and the related notes that are, as
stated on each page of the financial statements and what, by implication, has
not been audited, such as the Chairman’s Statements and Report of Directors,
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financial ratios, and information about stock prices.  An example of a report of
the auditors is set out below:

ILLILLILLILLILLUSTRAUSTRAUSTRAUSTRAUSTRATION 8-1: STTION 8-1: STTION 8-1: STTION 8-1: STTION 8-1: STANDARD AUDIT REPORANDARD AUDIT REPORANDARD AUDIT REPORANDARD AUDIT REPORANDARD AUDIT REPORTTTTT

REPORREPORREPORREPORREPORT OF THE AUDITORST OF THE AUDITORST OF THE AUDITORST OF THE AUDITORST OF THE AUDITORS

TTTTTo Members of XYZ Limitedo Members of XYZ Limitedo Members of XYZ Limitedo Members of XYZ Limitedo Members of XYZ Limited

We have audited the financial statements of XYZ LIMITED as at December 31,
2008, which have been prepared on the basis of the accounting policies on
page x.

Respective Responsibilities Of Directors And AuditorsRespective Responsibilities Of Directors And AuditorsRespective Responsibilities Of Directors And AuditorsRespective Responsibilities Of Directors And AuditorsRespective Responsibilities Of Directors And Auditors
The company’s directors are responsible for the preparation of the financial
statements. It is our responsibility to form an independent opinion, based on
our audit, on those statements and report our opinion to you.

Basis of OpinionBasis of OpinionBasis of OpinionBasis of OpinionBasis of Opinion
We conducted our audit in accordance with the Nigerian Standards on
Auditing. An audit includes examination, on a test basis, of evidence relevant
to the amounts and disclosures in the financial statements. It also includes an
assessment of the significant estimates and judgement made by the directors
in the preparation of the financial statements; and of whether the accounting
policies are appropriate to the company’s circumstances, consistently applied
and adequately disclosed.

We planned and performed our audit so as obtain all the information and
explanations which we considered necessary in order to provide us with
sufficient evidence to give reasonable assurance that the financial statements
are free from material misstatement, whether caused by fraud or other
irregularity or error. In forming our opinion, we also evaluated the overall
adequacy of the presentation of information in the financial statements.

The financial statements are in agreement with the books of accounts which
have been properly kept, and we obtained the information and explanation we
required.

OpinionOpinionOpinionOpinionOpinion
In our opinion, the financial statements give a true and fair view of the state of
affairs of the company as at December 31, 2008 and of the profit and cash flow
for the year then ended and have been properly prepared in accordance with
the Companies and Allied Matters Act, CAP C20, LFN 2004, and relevant
statements of accounting standards issued by the Nigerian Accounting
Standards Board.

..................................................... DATE  ...........................
ABR & COABR & COABR & COABR & COABR & CO.....
CHARCHARCHARCHARCHARTERED ACCOUNTTERED ACCOUNTTERED ACCOUNTTERED ACCOUNTTERED ACCOUNTANTSANTSANTSANTSANTS
LAGOS, NIGERIA.LAGOS, NIGERIA.LAGOS, NIGERIA.LAGOS, NIGERIA.LAGOS, NIGERIA.

AUDIT REPORTING
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(c) Scope PScope PScope PScope PScope Paragrapharagrapharagrapharagrapharagraph

The scope paragraphs describe the auditor’s basis for forming the opinion
on the financial statements. Informing the reader that the audit was
conducted in accordance with the Nigerian Standards on Auditing, which
are adaptations of International Standards on Auditing, is tantamount
to affirming that the auditor has complied with the standards established
by the auditing profession for performing an audit. The auditor’s
objective in performing an audit is to gather enough evidence to enable
him to provide reasonable assurance, not a guarantee, that the financial
statements do not contain material mis-statements. A mis-statement is
considered material if it is probable that the judgement of a reasonable
person relying on the financial statements would have been changed or
influenced by the mis-statement.

The scope sketches what an audit entails. It highlights that evidence
about the accounting measurements and disclosures in the financial
statements were obtained only on a test basis. The report specifically
states that assessing the client’s accounting principles, the estimates
that are part of the financial statements and the overall financial
statement presentation are the key elements of an audit. Lastly, the
auditor explicitly states that the evidence obtained and evaluated in
the course of the audit was sufficient to support the opinion given.

(d) Opinion POpinion POpinion POpinion POpinion Paragrapharagrapharagrapharagrapharagraph
The opinion paragraph of the auditor’s report – usually the third, and
final, paragraph – states the auditor’s conclusions reached from the
work performed. The auditor’s opinion represents a judgement made
after evaluating evidence about the assertions implicit in the financial
statements; the phrase “in our opinion” is intended to convey this
element of judgement, as opposed to a statement of fact or guarantee.

The conclusion the auditor reaches in most audits, is that the financial
statements “give a true and fair view … in accordance with”. The opinion
illustrated here is technically called an unqualified opinion,unqualified opinion,unqualified opinion,unqualified opinion,unqualified opinion, i.e., it is
not qualified by any exceptions. A less technical term for an unqualified
opinion is a “clean” opinion. Although authoritative audit literature
describes other types of opinions (qualified opinions, adverse opinions,
and disclaimers of opinion), the usual expectation is that the auditor
will be able to render a positive, unqualified opinion.  Anything less is
usually undesirable, and often unacceptable either to the client or to
regulatory bodies. Users of financial statements are best served if the
client’s financial statements do “give a true and fair view” in conformity
with accepted accounting principles. Thus, auditors have a responsibility
to both the public and their clients to assist clients in receiving
unqualified opinions by seeking to improve their financial reporting
practices, whenever practicable.
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(e) RRRRRoutine Voutine Voutine Voutine Voutine Variations In the Standarariations In the Standarariations In the Standarariations In the Standarariations In the Standard Rd Rd Rd Rd Reporteporteporteporteport
Routine variations in the wording of the standard report include the
party or parties to whom it is addressed, the identification of the
statements reported on, the period(s) covered, and the date of the report.
An auditor should not alter the standard report unless there are problems
or unusual conditions to be highlighted. Alterations should follow the
carefully drawn rules referred to in the other sections of this chapter.
This is so because, any departure from the standard words is usually
regarded as some sort of warning to the reader.

(f) Addressing The ReportAddressing The ReportAddressing The ReportAddressing The ReportAddressing The Report
The report may be addressed to the client company itself or to its board
of directors or shareholders. The auditors have a responsibility to the
owners of a business enterprise and therefore the report should be
addressed to the members of the company (normally the shareholders),
partners or proprietors. An auditor’s ultimate responsibility is to the
shareholders rather than the company or its management.

Sometimes an auditor is retained to audit the financial statements of a
non-client company on behalf of a client. In that case, the report should
be addressed to the client and not the company being audited or its
directors or shareholders.

(g) Identification of Financial StatementsIdentification of Financial StatementsIdentification of Financial StatementsIdentification of Financial StatementsIdentification of Financial Statements
The financial statements should be clearly identified, usually in the
introductory paragraph. The exact name of the company should be used
and the statements audited should be enumerated. Generally, these are
accounting policies, the balance sheet, the statement of income and
retained earnings, and the statement of cash flows - generally referred
to as the financial statements. If any other statements are covered by
the report, they should also be enumerated.

(h) PPPPPeriods Covereriods Covereriods Covereriods Covereriods Coverededededed
The periods reported on should also be specified.  It is a standard norm
to report on the financial statements of one year with the comparative
figures for the previous year. Companies whose securities are registered
with the Securities and Exchange Commission are required to present a
five-year financial summary in their annual report and accounts.  A
continuing auditor should update his or her report on the individual
financial statements of the one or more prior periods presented on a
comparative basis with those of the current period.

(i) Dating the ReportDating the ReportDating the ReportDating the ReportDating the Report
Inevitably, an auditor’s report is issued on a date later than the end of
the period being reported on because it takes time to close the books,
prepare financial statements and complete final auditing procedures.
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International Auditing and Assurance Board (IAAB) states that: “the
auditor should date the report on the financial statements no earlier
than the date on which the auditor has obtained sufficient appropriate
audit evidence on which to base the opinion on the financial statements.
Sufficient appropriate audit evidence should include evidence that the
entity’s complete set of financial statements has been prepared and
that those with the recognised authority have asserted that they have
taken responsibility for them.”

The date of the auditor’s report informs the reader that the auditor has
considered the effect of events and transactions of which he became aware
and that occurred up to that date. The auditor’s responsibility for events and
transactions after the date of the auditor’s report is addressed in International
Standard on Auditing (ISA) 560, “Subsequent Events.”

The auditor’s report should be dated after the audit field work is completed.  It
is dated after all statements and all other information contained in financial
statements have been approved by the directors, and the auditors have
considered all necessary available evidence. Matters that may require
follow-up with the client, particularly if performed off the client’s premises,
generally do not affect the date of the auditor’s report.

“The date of an auditors’ report on a reporting entity’s financial statements is
the date on which the auditors signed their report expressing an opinion on
those statements.” Please see, Auditors’ Report on Financial Statements.

Dual DatingDual DatingDual DatingDual DatingDual Dating
The following may require adjustment or disclosure in the financial statements:
(a) Subsequent events that occur after the date of the auditor’s report but

before the report is issued; and
(b) Such events that come to the auditor’s attention after the report is dated

and issued.

If such an event is disclosed, the auditor can either re-date the report as of the
date of that event or use “dual dating.” In practice, unless the time period is
very short, dual dating is more common because of the additional work necessary
for the extended period if the report is re-dated.

An auditor may be required or requested to re-issue a report after it was first
issued. If the auditor is aware of subsequent events that occurred after the date
of the original report, these alternatives are possible:
(a) For events that require adjustment of the previously issued financial

statements, the report should be dual dated.
(b) For events that require disclosure only, the auditor may dual date the

report, or the disclosure may be included in an additional (usually the
last) note to the financial statements.
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UncertaintiesUncertaintiesUncertaintiesUncertaintiesUncertainties
Management is expected to evaluate and reach a reasoned conclusion on all
matters materially affecting financial position and results of operations, and
an auditor is expected to review and form an opinion on those conclusions.
Sometimes, however, the financial statements are affected by uncertainties
concerning future events, such as a lawsuit, the outcome of which cannot be
reasonably estimated by neither management nor the auditor. Such
uncertainties may give rise to explanatory paragraphs in the auditor’s report,
or possibly even to disclaimers when the uncertainties are pervasive.

SFAS 5, Accounting for Contingencies classified potential losses due to
uncertainties as “probable,” “reasonably possible,” or “remote.”
(a) If loss is probable, management must provide for it in the financial

statements, either by accruing it, if the amount is susceptible to
reasonable determination or by disclosing it, if the amount is susceptible
to reasonable determination or by disclosing it, if the amount cannot be
reasonably estimated. No explanatory language is needed in the
auditor’s standard report if the auditor agrees that the provision or
disclosure is appropriate; if the amount cannot be reasonably estimated,
however, the auditor should add an explanatory paragraph to the report
because of the uncertainity.

(b) Likewise, a “remote” uncertainty would not require an explanatory
paragraph in the standard report.

(c) If a material loss is “reasonably possible,” however, management is
required to disclose the uncertainty in the notes to the financial
statements, including an estimate of the amount, and the auditor would
normally add an explanatory paragraph to the report.

For instance, if the outcome of a matter having an impact on the financial
statements depends on the decisions of others, it may be impossible for
management and the auditor to reach a valid conclusion about it because
competent evidential matter simply does not exist. The most common events of
that kind are lawsuits and tax disputes. The mere existence of an unresolved
question does not relieve management or the auditor of the responsibility for
forming a judgement about the outcome. The outcome of many tax disputes,
for instance, can be reasonably determined by an informed analysis. In some
cases, however, the best possible efforts result in a judgement that no valid
conclusion can be formed. In that event, the auditor should describe the
uncertainty in a separate explanatory paragraph following the opinion
paragraph of the report, along with an indication that its outcome cannot
presently be determined. The separate paragraph may be shortened to refer to
disclosures made in a note to the financial statements.

An example of the wording of a report containing an explanatory paragraph
describing an uncertainty affecting the financial statements is given hereunder:

(Separate paragraph following the opinion paragraph)
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As discussed in Note x to the financial statements, the company has filed an
appeal with the Supreme Court as defendant against a judgement awarded
against the company. The ultimate outcome of the litigation cannot at present
be determined. Accordingly, no provision for any liability that may result upon
adjudication has been made in the company’s financial statements.

THE LIKELIHOOD AND MATHE LIKELIHOOD AND MATHE LIKELIHOOD AND MATHE LIKELIHOOD AND MATHE LIKELIHOOD AND MATERIALITY OF UNCERTERIALITY OF UNCERTERIALITY OF UNCERTERIALITY OF UNCERTERIALITY OF UNCERTTTTTAINTIESAINTIESAINTIESAINTIESAINTIES

TTTTTests of Likelihood of Uncertaintiesests of Likelihood of Uncertaintiesests of Likelihood of Uncertaintiesests of Likelihood of Uncertaintiesests of Likelihood of Uncertainties
The auditor should use professional judgement in considering whether a loss
resulting from the resolution of an uncertainty is sufficiently likely and material
to require adding an explanatory paragraph in the report.
(a) If the likelihood of a material loss were only remote, no explanatory

paragraph would be necessary.
(b) If it is probable (likely) that a material loss will occur, but management

cannot make a reasonable estimate of the amount or range of the
potential loss and thus cannot accrue the loss in the financial statements,
the auditor should add an explanatory paragraph.

(c) If the chance of a material loss is “reasonably possible” (that is, more
than remote but less than probable), whether or not an explanatory
paragraph should be added depends on the likelihood of the loss
occurring (for example, where a client defendant appeals against a
judgement awarded to a Superior Court), and on by how much the
possible loss exceeds the auditor’s materiality threshold.

TTTTTests of Materiality of Uncertaintiesests of Materiality of Uncertaintiesests of Materiality of Uncertaintiesests of Materiality of Uncertaintiesests of Materiality of Uncertainties
SAS 58, Report on Audited Financial Statements, offers the following guidance
regarding materiality considerations in situations where uncertainties exist:
“Materiality judgements involving uncertainties are made in the light of the
surrounding circumstances. Some uncertainties relate primarily to financial
position, while others more closely relate to results of operations or cash flows.
Thus, for purposes of evaluating the materiality of a possible loss, the auditor
should consider which, if any, of the financial statements is the more appropriate
base in the circumstances.

Some uncertainties are unusual in nature, or infrequent in occurrence and thus
more closely related to financial position than to normal, recurring operations
(for example, litigation relating to alleged breach of contractual obligations).
In such instances, the auditor should consider the possible loss in relation to
shareholder’s equity and other relevant balance sheet components such as
total assets, total liabilities, current assets and current liabilities.

In other instances, the nature of an uncertainty may be more closely related to
normal, recurring operations (for example, litigation with a party to a royalty
agreement concerning whether a royalty fee should be paid on certain revenue).
In such circumstances, the auditor should consider the possible loss in relation
to relevant income statement components such as income from continuing
operations.”



249

Lack of ConsistencyLack of ConsistencyLack of ConsistencyLack of ConsistencyLack of Consistency
Auditor’s report shall identify those circumstances in which generally accepted
accounting principles (GAAP) have not been consistently observed in the current
period in relation to the preceding period.

The consistency standard requires an auditor to inform readers in the report if
GAAP have not been applied consistently from period to period. Consistency
within a period and between periods is presumed unless otherwise disclosed.

The objective is to ensure that changes in accounting principles that materially
affect the comparability of financial statements between periods are highlighted
in the auditor’s report as well as in the financial statements.

Changes in accounting principles occur fairly often.  Companies from time to
time change managements, operating philosophies, or judgements about which
accounting principles are most appropriate for the company. Any significant
change in accounting principle or method of applying a principle should be
referred to in the auditor’s report in an explanatory paragraph (following the
opinion paragraph). The paragraph should identify the development and refer
to the note in the financial statements that discusses the change.

DeparturDeparturDeparturDeparturDepartures Fes Fes Fes Fes Frrrrrom Unqualified Opinionsom Unqualified Opinionsom Unqualified Opinionsom Unqualified Opinionsom Unqualified Opinions
SAS 58, Reports on Audited Financial Statements, classifies departures from
the standard unqualified reports as qualified opinionsqualified opinionsqualified opinionsqualified opinionsqualified opinions, adverse opinionsadverse opinionsadverse opinionsadverse opinionsadverse opinions,
and disclaimers of opiniondisclaimers of opiniondisclaimers of opiniondisclaimers of opiniondisclaimers of opinion. These departures are discussed as follows.

Qualified opinionsQualified opinionsQualified opinionsQualified opinionsQualified opinions
There are two basic reasons for qualifying an opinion, viz:
(a) Limitations on the scope of the audit; and
(b) Departures from General Accepted Accounting Principles (GAAP),

International Standard on Auditing (ISA), Nigeria Standard on Auditing
(NSA).

Scope of LimitationsScope of LimitationsScope of LimitationsScope of LimitationsScope of Limitations
An audit can be limited in scope:
(a) By circumstances beyond the client’s control that preclude the auditor

from employing the auditing procedures that would otherwise be
considered necessary; and

(b) By client-imposed restrictions.

Circumstances Precluding Necessary Auditing ProceduresCircumstances Precluding Necessary Auditing ProceduresCircumstances Precluding Necessary Auditing ProceduresCircumstances Precluding Necessary Auditing ProceduresCircumstances Precluding Necessary Auditing Procedures
Sometimes an auditor is not able to carry out procedures that customarily are
considered necessary in the circumstances as a basis for rendering unqualified
opinion. In most instances, the auditor is able to design and perform alternative
procedures that provide sufficient assurance that the relevant audit objectives
and procedures have been achieved. Those common instances in which the
auditor might not be able to perform alternative procedures are when conditions
make it very difficult to confirm accounts receivable or observe inventories.
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If an auditor cannot obtain satisfaction by means of alternative auditing
procedures, he should:
(a) Describe the problem;
(b) Modify the standard report; and
(c) Describe the problem in a separate paragraph and refer to it in both

the scope paragraph and the opinion paragraph if the auditor decides
to express a qualified opinion (rather than disclaim an opinion).

Client-imposed RestrictionsClient-imposed RestrictionsClient-imposed RestrictionsClient-imposed RestrictionsClient-imposed Restrictions
The most common client-imposed restrictions are limitations preventing
observation of physical inventories, confirmation of accounts receivable, or
examination of a significant subsidiary. Usually, if scope is limited by client-
imposed restrictions, auditors should disclaim an opinion because the client’s
election to limit the auditor’s scope implies also an election to limit the auditor’s
responsibility. Very rarely, if a client-imposed scope limitation applies to an
isolated transaction or a single account, a qualified opinion may be acceptable.

Departures from GAAPDepartures from GAAPDepartures from GAAPDepartures from GAAPDepartures from GAAP
Financial statements should be presented in conformity with Generally
Accepted Accounting Principles; any departures from GAAP are infringements.
Such departures are rare in practice because most companies believe that an
auditor’s opinion qualified because of a departure from GAAP carried
intolerable implications, and so they use accounting principles that are
generally accepted. Such qualified opinions are rarely acceptable in SEC filings.
Nevertheless, instance of departures sometimes occur; the most common ones
are described and examples presented in the following paragraphs:

Departure Related to Accounting ChangesDeparture Related to Accounting ChangesDeparture Related to Accounting ChangesDeparture Related to Accounting ChangesDeparture Related to Accounting Changes
SAS 58, Reports on Audited Financial Statements, requires the auditor to
evaluate a change in accounting principle in order to be satisfied that:
(a) The newly adopted accounting principle is GAAP;
(b) The method of accounting for the effect of the change is in conformity

with GAAP; and
(c) Management’s justification for the change is reasonable.

In other words, the presumption that an entity should not change an accounting
principle may be overcome only if the entity justifies the use of an alternative
acceptable principle on the basis that it is preferable.

Auditors shall express a qualified opinion or, if the effect is material, express
an adverse opinion on the financial statements if:
(a) There are no reasonable justification for the change;
(b) The change does not meet other conditions previously mentioned, the

auditor should express a qualified opinion; and
(c) The effect of the change is sufficiently material.
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Accounting changes that result in qualified or adverse opinions should also
trigger similar opinions in future years as long as the change continues to
have a material effect on either, the subsequent year’s financial statements, or
those of the year of the change when presented for comparative purposes.

Adverse OpinionsAdverse OpinionsAdverse OpinionsAdverse OpinionsAdverse Opinions
An adverse opinion expresses a belief that financial statements are not
presented fairly in conformity with generally accepted accounting principles
or otherwise do not present fairly, what they purport to present. It is required
when an auditor believes that one or more departures from GAAP are sufficiently
material to make the statements as a whole misleading. It should be noted
that an auditor can not sidestep an adverse opinion by disclaiming an opinion.

When an adverse opinion is issued, the opinion paragraph should include a
reference to a separate paragraph in the auditor’s report that discloses all the
reasons for the adverse opinion, including any reservations, the auditor may
have regarding fair presentation in conformity with GAAP, other than those
that gave rise to the adverse opinion.

Adverse opinions are rare. It is much better for all concerned to correct the
conditions before such an opinion is issued, and when it is within the client’s
power to correct them.  Adverse opinions are sometimes issued on financial
statements of a regulated company that are prepared in accordance with a
basis of accounting prescribed by a governmental agency, and are presented
other than in filings with the agency.  In that situation, the auditor generally
should issue either a qualified or an adverse opinion. Depending on the
materiality of the departures from GAAP, an additional paragraph of the report,
shall express an opinion on whether the financial statements are presented in
conformity with the prescribed basis of accounting.

Disclaimers of OpinionDisclaimers of OpinionDisclaimers of OpinionDisclaimers of OpinionDisclaimers of Opinion
Auditors give disclaimers of opinion when they do not have enough evidence
upon which to form an opinion. A disclaimer can result from an inability to
obtain sufficient competent evidential matter, because the scope of the audit
was seriously limited. In addition, while SAS 58, Reports on Audited Financial
Statements, indicates that the addition of an explanatory paragraph to the
auditor’s report serves adequately to inform financial statement users when
there are uncertainties, an auditor may decline to express an opinion in some
cases involving uncertainties.

SAS 58, Reports on Audited Financial Statements, requires that the reasons for
a disclaimer must be given in a separate paragraph of the report. The auditor
is also required to disclose in a separate paragraph any reservations about
fair presentation in conformity with GAAP.  It would be misleading for an auditor
to issue a disclaimer if a basis for an adverse or a qualified opinion existed.
Adverse opinions and disclaimers of opinion are never interchangeable, nor
can an auditor’s report contain both an adverse opinion and a disclaimer of
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opinion. A report may, however, contain an opinion that is qualified for more
than one reason. For example, an opinion may be qualified because of a scope
of limitation and because of a departure from GAAP.

Comparison Between Adverse Opinion and Disclaimer of OpinionComparison Between Adverse Opinion and Disclaimer of OpinionComparison Between Adverse Opinion and Disclaimer of OpinionComparison Between Adverse Opinion and Disclaimer of OpinionComparison Between Adverse Opinion and Disclaimer of Opinion
There is a fundamental difference between departures from GAAP which affect
the quality of the financial statements, and scope of limitations, which affect
the sufficiency and competence of audit evidence.
(a) Departures from GAAP call for a qualified opinion because of the

auditor’s reservations about the quality of the financial statements;
(b) Where departures from GAAP become glaring as to make the financial

statements useless, it is an adverse opinion;
(c) A scope limitation, that affects the degree of assurance contained in the

opinion and arising from:
(i) client-imposed limitations; and
(ii) the result of circumstances; will result in an expression of

disclaimer of opinion.

The following tabulation helps to keep in perspective the distinctions among
qualified opinion, adverse opinion and disclaimers of opinion.

Condition Degree of Materiality
or Pervasiveness      Types of opinion

Departures from GAAP Low      Qualified opinion
Departures from GAAP High      Adverse opinion
Scope limitations:
Client-imposed High      Disclaimer of opinion
Due to circumstance Low      Qualified opinion

8.38.38.38.38.3 REVIEWING SUBSEQUENT EVENTSREVIEWING SUBSEQUENT EVENTSREVIEWING SUBSEQUENT EVENTSREVIEWING SUBSEQUENT EVENTSREVIEWING SUBSEQUENT EVENTS

TTTTTypes of Subsequent Eventsypes of Subsequent Eventsypes of Subsequent Eventsypes of Subsequent Eventsypes of Subsequent Events
Subsequent events are situations or transactions that occur subsequent to the
balance sheet date, but prior to the issuance of the financial statements and
auditor’s report, that have material effect on the financial statements and
therefore require adjustment or disclosure in the statements. Subsequent events
that occur after the balance sheet date, but before the issuance of the financial
statements and the auditor’s report are usually of two categories, viz:
(a) Those that require the adjustments of account balances; and
(b) Those that should not be recorded but should be disclosed in the financial

statements.

The first type of subsequent event is described as the developments that provide
additional evidence with respect to conditions that existed at the balance sheet
date, and affect the estimates inherent in the process of preparing financial
statements. All information that becomes available prior to the issuance of the
financial statements should be used by management in its evaluation of the
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conditions on which the estimates were based.  The financial statements are
adjusted for any changes in estimates resulting from the use of such evidence.

The second type of subsequent event is one that provides evidence about
conditions that did not exist at the balance sheet date but arose afterwards.
These events should be reflected in the financial statements of the year in which
they occurred, and should not result in adjustment of the statements of the
year being reported on. Some of these events, however, may be significant
enough to require disclosure; otherwise the prior-year financial statements
would be misleading. They include all transactions and other events and
circumstances having significant financial impact. Some examples are business
acquisition and casualty losses.

The distinction is often a fine one to make. Deteriorating market conditions
subsequent to year-end could be a new condition that merely requires disclosure,
or it could be evidence of a condition that was inherent in the inventory at year-
end, which calls for adjusting it to net realisable value.  Similarly, a subsequent
event that reveals that estimated expenses are insufficient because of conditions
occurring after the balance sheet date should be disclosed. On the other hand,
if the reason for the insufficiency is newly discovered evidence of conditions,
that existed at the balance sheet date, that evidence should be reflected in the
expense and related asset or liability accounts on the face of the statements.

There is a third type of subsequent event - one occurring after year-end that
requires neither adjustment nor disclosure in the financial statements.  Events
that do not affect the interpretation of financial statements should not be
disclosed because describing them in notes could cause misleading or confusing
inferences. Since every event may have a financial impact, it is often very
difficult to distinguish between events that should and those that should not be
disclosed in the financial statements. Strikes, changes in customers or
management, and new contracts and agreements are examples of events that
ordinarily should not be disclosed in the financial statements, although
management may have a responsibility to make public disclosure apart from
the financial statements. If the events occur before the annual report to
shareholders is printed, the Chairman’s letter is often used as a convenient
method of communication.

International Standard on Auditing, ISA 560, “Subsequent Events” states that
“the auditor should perform audit procedures designed to obtain sufficient
appropriate audit evidence, that all events up to the date of the auditor’s report
that may require adjustment of, or disclosure in, the financial statements have
been identified.     These procedures are in addition to procedures which may be
applied to specific transactions occurring after period end to obtain audit
evidence as to account balances as at period end, for example, the testing of
inventory cut-off and payments to creditors.
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The auditor is not, however, expected to conduct a continuing review of all matters
to which previously applied audit procedures have provided satisfactory
conclusions.

The audit procedures to identify events that may require adjustment of, or
disclosure in, the financial statements would be performed as near as
practicable to the date of the auditor’s report. Such audit procedures take into
account the auditor’s risk assessment and ordinarily include the following:
(a) Reviewing the procedures that management has established to ensure

that subsequent events are identified;
(b) Reading minutes of the meetings of shareholders, those charged with

governance, including established committees such as relevant
executive committees and the audit committee, held after period end
and inquiring about matters discussed at meetings for which minutes
are not yet available;

(c) Reading the entity’s latest available interim financial statements and,
as considered necessary and appropriate, budgets, cash flow forecasts
and other related management reports;

(d) Inquiring, or extending previous oral or written inquiries, of the entity’s
legal counsel concerning litigation and claims;

(e) Inquiring of management as to whether any subsequent events have
occurred which might affect the financial statements. Examples of
inquiries of management on specific matters are: the current status of
items that were accounted for on the basis of preliminary or inconclusive
data;

 (f) Whether new commitments, borrowings or guarantees have been entered
into;

(g) Whether sales or acquisition of assets have occurred or are planned;
(h) Whether the issue of new shares or debentures or an agreement to merge

or liquidate has been made or is planned;
(i) Whether any assets have been appropriated by Government or destroyed,

for example, by fire or flood;
(j) Whether there have been any developments regarding risk areas and

contingencies;
(k) Whether any unusual accounting adjustments have been made or are

contemplated;
(l) Whether any events have occurred or are likely to occur which will bring

into question the appropriateness of accounting policies used in the
financial statements as would be the case, for example, if such events
call into question the validity of the going concern assumption; and

(m) “When a component, such as a division, branch or subsidiary, is audited
by another auditor, the auditor would consider the other auditor’s
procedures regarding events after period end and the need to inform
the other auditor of the planned date of the auditor’s report.”
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AAAAAuditoruditoruditoruditoruditor ’s R’s R’s R’s R’s Responsibility for Subsequent Eventsesponsibility for Subsequent Eventsesponsibility for Subsequent Eventsesponsibility for Subsequent Eventsesponsibility for Subsequent Events
The auditor’s responsibility for subsequent events depends on whether they
occurred before or after the date of his report. Auditors have no responsibility
to seek any additional evidence in the period between the date of the auditor’s
report and the date the financial statements and auditor’s report are issued.
Nevertheless, many auditors believe that while they have no responsibility to
seek additional evidence during that period, they do have a responsibility not
to ignore information that comes to their attention.

AAAAAuditing Puditing Puditing Puditing Puditing Prrrrrocedurocedurocedurocedurocedures in the Subsequent Pes in the Subsequent Pes in the Subsequent Pes in the Subsequent Pes in the Subsequent Perioderioderioderioderiod
The auditor has responsibility to determine whether relevant subsequent events
have occurred and discuss auditing procedures required to be performed in
the subsequent period. That work generally falls into two major categories:
(a) Procedures performed for the purpose of keeping abreast of events

occurring in the subsequent period; and
(b) Completion of auditing procedures performed for other purposes.

The latter category consists of substantive tests and other auditing procedures
that involve reviewing transactions occurring in the subsequent period as part
of the audit of year-end account balances. These procedures include tests of the
client’s cash ̀ cut-offs’, sales and purchase ̀ cut-offs’, and reviews of collections
and payments after year-end. The auditor, however, has no responsibility to
carry out any auditing procedures for the period after the report date.

The procedures for keeping abreast of events occurring in the subsequent period
may be summarised as follows:
(a) Read all available information relating to the client’s financial affairs:

interim financial statements; minutes of meetings of stockholders,
directors, and any appropriate committees; pertinent variance and other
management reports, and the like. An auditor who understands the client
knows which areas are sensitive or volatile and what information about
them is likely to be available;

(b) Make inquiries about such things as financing activities, unusual entries
or adjustments in the accounts, and potential problems discovered
during the audit. An auditor who has developed a close working
relationship with the client can make those inquiries easily and
expeditiously;

(c) Inquire of client’s legal counsel concerning litigation, claims, and
assessments; and

(d) Obtain a letter of representation from client officers describing
subsequent events or disclaiming knowledge of any.

In addition, as part of the subsequent-period review, the auditor may compare
the latest available interim financial statements with the financial statements
being reported on, as well as making other comparisons considered appropriate
in the circumstances.
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It is sometimes necessary in the subsequent period to perform analytical
procedures or other substantive tests in a recognised problem area. The purpose
is to form an opinion on whether a client has measured the impact of a
subsequent event reasonably.  Sometimes, however, tests are required to satisfy
the auditor that a possible subsequent event did not occur; an example is tests
of the net realisable value of inventories due to changed market conditions
subsequent to year-end.

Responsibilities after Report DateResponsibilities after Report DateResponsibilities after Report DateResponsibilities after Report DateResponsibilities after Report Date
Clearly, the auditor is not obligated to keep watch indefinitely; the responsibility
ends with the issuance of the financial statements. There is a significant
distinction between the discovery of subsequent events before the financial
statements are issued and later discovery of facts that existed at the date of
auditor’s report.  The distinction is as follows:

(a) If the new information refers to:
(i) A condition that did not exist at the date of the audit report; or
(ii) Final resolutions of contingencies or other matters disclosed in

the financial statements or the auditor’s report; and
(iii) The auditor having no further obligation.

(b) If the new information:
(i) Relates to facts existing at the date of the audit report;
(ii) Would have affected the financial statements; or
(iii) Would have affected the auditor’s report had the auditor been

aware of them.

The auditor is obligated to pursue the matter. The obligation exists in
those circumstances even if the auditor has resigned or has been
discharged.

While the distinction between the two kinds of new information is conceptually
clear, in practice it is often difficult to tell, at least initially, whether the new
information refers to a new or a pre-existing condition. The auditor should
ordinarily discuss the information with the client and request that the client
make any necessary investigations. These could be situations in which the
auditor would find it desirable to seek the advice of legal counsel.

AAAAAuditing Puditing Puditing Puditing Puditing Prrrrrocedurocedurocedurocedurocedure in the Subsequent Pe in the Subsequent Pe in the Subsequent Pe in the Subsequent Pe in the Subsequent Perioderioderioderioderiod
The auditor is guided on steps to be taken on subsequent events as follows:
(a) If the information is found to be reliable and to have existed at the date

of the auditor’s report, the client should be advised to disclose the facts
and their effects on the financial statements;

(b) Revised financial statements and auditor’s report should be issued;
(c) The reason for the revisions should be described in a note to the financial

statements and referred to in the auditor’s report; and
(d) The auditor may include an explanatory paragraph to emphasise the

revision.
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Where the client’s management refuses to make the appropriate disclosures:
(a) When management does not amend the financial statements in

circumstances where the auditor believes they need to be amended and
the auditor’s report has not been released to the entity, the auditor should
express a qualified opinion or an adverse opinion;

(b) When the auditor’s report has been released to the entity, the auditor
would notify those persons ultimately responsible for the overall
direction of the entity, not to issue the financial statements and the
auditor’s report thereon to third parties. If the financial statements are
subsequently released, the auditor needs to take action to prevent
reliance on the auditor’s report. The action taken will depend on the
auditor’s legal rights and obligations;

(c) The auditor should obtain the advice of legal counsel;
(d) The auditor should notify each member of the client’s board of directors

of that refusal;
(e) The auditor should notify each member of the client’s director of the

steps the auditor wish to take to prevent future reliance on the auditor’s
report;

(f) Unless the auditor’s counsel recommends otherwise, the auditor should
notify the client that the auditor’s report is no longer to be associated
with the financial statements;

(g) Where applicable, the auditor should notify the SEC, stock exchanges,
and any other regulatory bodies involved, of the situation and the
withdrawal of the report;

(h) The auditor should request that steps be taken to accomplish the
necessary public disclosure/notification; and

(i) The auditor should also notify any others who are known to be currently
relying or who are likely to rely on the financial statements and the
related auditor’s report.

The disclosures made by the auditor to regulatory agencies and other parties
should, if possible, describe the information and its effect on the financial
statements and the auditor’s report. The description should be precise and
factual and should avoid references to conduct, motives, and the like.

8.3.18.3.18.3.18.3.18.3.1 Going Concern StatusGoing Concern StatusGoing Concern StatusGoing Concern StatusGoing Concern Status
When forming an opinion as to whether financial statements give a true
and fair view, IAS 1, Presentation of Financial Statements, stipulates
that the auditors are required to consider the entity’s ability to continue
as a going concern, and any relevant disclosures in the financial
statements.

One specific type of uncertainty the auditor must consider is the client’s
continued existence as a “going concern.” The concept that financial
statements are prepared on the basis of a going concern is one of the
basic tenets of financial accounting. Because the going concern
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assumption is so basic, the standard auditor’s report does not make
reference to it.

SAS 59, The Auditor’s Consideration of an Entity’s Ability to Continue as
a Going Concern, responds to the fact that an auditor may detect risk
during an audit that can lead to the need to question an entity’s ability
to continue as a going concern (i.e., have the ability to continue operation
and meet obligations). “The auditor has a responsibility to evaluate
whether there is substantial doubt about the entity’s ability to continue
as a going concern for a reasonable period to time, not to exceed one
year beyond the date of the financial statements being audited
(hereinafter referred to as a reasonable period of time).

The auditor’s evaluation is based on his knowledge of relevant conditions
and events that exist at or have occurred prior to the completion of
fieldwork. Information about such conditions or events is obtained from
the application of auditing procedures planned and performed to achieve
audit objectives that are related to management’s assertions embodied
in the financial statements being audited.”

An entity’s going concern is in doubt when it can continue in operation
and meet its obligations only on condition that:
(a) It sells substantial amounts of its assets outside the ordinary

course of business; and
(b) its creditors are willing to forgive or restructure its debt.

Doubts about the entity’s continued existence should also raise questions
about:
(a) Realisable value of assets;
(b) The order of payment of liabilities;
(c) The proper classification and carrying amounts of both; and
(d) The appropriateness of necessary financial statement disclosures.

What AWhat AWhat AWhat AWhat Auditor Needs Tuditor Needs Tuditor Needs Tuditor Needs Tuditor Needs To Doo Doo Doo Doo Do
If the auditor concludes there is substantial doubt about the entity to
continue as a going concern for a reasonable period of time (not to exceed
one year from the date of the financial statements), the auditor should:
(a) Determine that this fact is appropriately disclosed in the financial

statements; and
(b) Reflect that conclusion in explanatory paragraph.

In a properly planned audit, it should not be necessary to design auditing
procedures specifically directed at the going concern issue. The results
of auditing procedures designed and performed to achieve other audit
objectives should be sufficient for that purpose. For example, conditions
and events that could raise doubts may be identified through some of
the following procedures:
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(a) Analytical procedures;
(b) Review of subsequent events;
(c) Review of compliance with the terms of debt and loan

agreements;
(d) Reading of minutes of meetings of stockholders, board of

directors, and important committees of the board;
(e) Inquiry of the entity’s lawyers about litigation, claims and

assessments; and
(f) Confirmation with related and third parties of the details of

arrangements to provide or maintain financial support.

In considering the evidence provided by those procedures, it may be
necessary for the auditor to obtain additional information about
conditions and events identified that could create substantial doubt
about the entity’s ability to continue as a going concern.  SAS 59, The
Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern, gives the following examples of such conditions and events,
some of which are interrelated:

Negative trends:  These are situations where the following trends are
the order of the day:
(a) Recurring operating losses;
(b) Working capital deficiencies;
(c) Negative cash flows from operating activities;
(d) Adverse key financial ratios.

Other indications of possible financial difficulties
These consist of:
(a) Default on loan or similar agreements;
(b) Dividends in arrears;
(c) Denial of usual trade credit from suppliers;
(d) Restructuring of debt;
(e) Non-compliance with statutory capital requirements;
(f) Need to seek new sources or methods of financing or to dispose

of substantial assets (outside the course of business).

Internal matters
Internal matters may be discussed, as follows:
(a) Work stoppages or other labour difficulties;
(b) Substantial dependence on the success of a particular project;
(c) Uneconomic long-term commitments;
(d) Need to overhaul operations.

External matters that have occurred – Examples are:
(a) Legal proceedings, legislation, or similar matters that might

jeopardise an entity’s ability to operate;
(b) Loss of a key franchise, licence, or patent; loss of a principal

customer or supplier;
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(c) Uninsured or underinsured catastrophe such as fire, flood,
drought, earthquake;

(d) If substantial doubt exists about the entity’s ability to continue
as a going concern for a reasonable period of time, auditors
should:
(i) Obtain information about management’s mitigation plans;

and
(ii) Assess the likelihood that such plans can be effectively

implemented.

Management’s mitigation plans might include:
(a) Plans to dispose of assets, reduce, or
(b) Delay expenditure, borrow money, or
(c) Restructure debt, or increase ownership equity.

On the receipt of these plans, the auditor should evaluate them, as
follows:
(a) Consider whether there is adequate evidence supporting

management’s ability to carry out the plans. For example, plans
to dispose of assets could be difficult or impossible to accomplish;

(b) Ascertain if there are restrictive covenants in loan agreements
limiting such disposals;

(c) Request management to provide information about significant
management’s plans, and

(d) Consider whether there is adequate support for the significant
assumptions underlying the plans.

If after evaluating management’s plans, the auditor concludes that
substantial doubt exists about the entity’s ability to continue as a going
concern for a reasonable period of time; the auditor should then consider:
(a) The adequacy of financial statement disclosure about the entity’s

possible inability to continue as a going concern; and
(b) Include an explanatory paragraph (following the opinion

paragraph) in the audit report to reflect that conclusion.

Contents of auditors’ disclosuresContents of auditors’ disclosuresContents of auditors’ disclosuresContents of auditors’ disclosuresContents of auditors’ disclosures
Auditors’ disclosures about the entity’s ability to continue as a going
concern might include the following information:
(a) Pertinent conditions and events giving rise to the assessment of

substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time;

(b) The possible effects of such conditions and events;
(c) Management’s evaluation of the significance of those conditions

and events and mitigating factors;
(d) Possible discontinuance of operations;
(e) Management’s plans, including relevant prospective financial

information; and
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(f) Information about the recoverability or classification of recorded
asset amounts or the amounts or classification of liabilities.

An illustration of an explanatory paragraph in  the auditor’s report
relating to going concern is set out below:

The company’s financing arrangements expire and amounts outstanding
are payable on March 31, 2005. The company has been unable to
re-negotiate or obtain replacement financing. This situation indicates
the existence of a material uncertainty which may cast significant doubt
on the company’s ability to continue as a going concern and therefore it
may be unable to realise its assets and discharge its liabilities in the
normal course of business. The financial statements and notes thereto
do not disclose this fact.

In our opinion, except for this omission of information included in the
preceding paragraph, the financial statements give a true and fair view
of the financial position of the company at June 30, 2005 and the results
of its operations and its cash flows for the year then ended in accordance
with …

If, after considering management’s plans, substantial doubt about the
entity’s ability to continue as a going concern does NOT exist, the auditor
should still consider whether the principal conditions and events that
initially generated the doubt need to be disclosed.  The consideration of
disclosure should include the possible effects of those conditions and
events and any mitigating factors, including management’s plans.

Statement of Accounting Standard No. 59 says, “the auditor is not
responsible for predicting future conditions or events. The fact that the
entity may cease to exist as a going concern subsequent to receiving a
report from the auditor that does not refer to substantial doubt, even
within one year following the date of the financial statements, does not,
in itself, indicate inadequate performance by the auditor.  Accordingly,
the absence of reference to substantial doubt in an auditor’s report should
not be viewed as providing assurance as to an entity’s ability to continue
as a going concern.”

8.3.28.3.28.3.28.3.28.3.2 Management representationManagement representationManagement representationManagement representationManagement representation
The auditor is required by SAS 19, Client Representations, to obtain a
letter of representation from management confirming that they are
responsible for the financial statements and have made all pertinent
information available to the auditor, and stating their belief in the
accuracy and completeness of that information. The representation letter
provides written evidence that the auditor has made certain inquires
from management; ordinarily it documents oral responses given to the
auditor, thus reducing the possibility of errors or misunderstanding.
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A representation letter is a competent evidence, but it is not sufficient
on its own, to provide the auditor with a reasonable basis for forming
an opinion. In the context of management representations,
‘management’ includes directors, officers and others who perform senior
managerial functions.

WWWWWritten Rritten Rritten Rritten Rritten Repreprepreprepresentationsesentationsesentationsesentationsesentations
An auditor should obtain representation modified to meet the
circumstances of the particular engagement and the nature and basis
of presentation of the financial statements. For example, if the auditor
is reporting on consolidated financial statements, the written representations
obtained from the parent company’s management should specify that
they pertain to the consolidated financial statements. If the auditor is
reporting on the parent company’s separate financial statements as well,
the letter should also extend to them.

Written representations relating to management’s knowledge or intent
should be obtained when the auditor believes they are necessary to
complement other auditing procedures. For example, even if the auditor
has performed test for unrecorded liabilities and has not detected any,
written representation should be obtained to document that management
has no knowledge of any liabilities that have not been recorded.
Liabilities known to management but not accrued, through oversight,
might be brought to the auditor’s attention in this manner. Written
representation does not relieve auditor of responsibility for planning
the audit to identify material unrecorded liabilities.  Information may
be omitted or intentionally withheld from the auditor.  Accordingly, the
auditor should still perform all the usual tests to corroborate
representations made by management.

ILLILLILLILLILLUSTRAUSTRAUSTRAUSTRAUSTRATION OF CLIENT REPRESENTTION OF CLIENT REPRESENTTION OF CLIENT REPRESENTTION OF CLIENT REPRESENTTION OF CLIENT REPRESENTAAAAATION LETTION LETTION LETTION LETTION LETTERTERTERTERTER

All-All-All-All-All-WWWWWell Black PLCell Black PLCell Black PLCell Black PLCell Black PLC

July 30, 2008
(to The Auditor)

In connection with your audit of the financial statements of All-Well Black
PLC for the year ended May 31, 2008 for the purpose of expressing an
opinion as to whether the financial statements present a true and fair
view of the financial position, results of operations, and cash flows of
All-Well Black PLC in conformity with generally accepted accounting
principles, we confirm, to the best of our knowledge and belief, as at
July 29, 2008, the date of your report, the following representations made
to you during audit.
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(a) We are responsible for the fair presentation in the financial
statements, results of operations, and cash flows in conformity
with generally accepted accounting principles.

(b) We have made available to you all financial and accounting
records and related data and all minutes of the meetings of
shareholders, directors, and committees of directors.  The most
recent meeting held was the July 25, 2008 Board of Directors
meeting. We are not aware of any accounts, transactions, or
material agreements not fairly described and properly recorded
in the financial and accounting records underlying the financial
statements.

(c) We are not aware of:
(i) any irregularities involving management or those

employees who have significant roles in the internal
control structure, or any irregularities involving other
employees that could have a material effect on the
financial statements, or

(ii) any violations or possible violations of laws or regulations
whose effects would be considered for disclosure in the
financial statements or as a basis for recording a loss
contingency.

(d) There have been no communications from regulatory agencies
concerning non-compliance with or deficiencies in financial
reporting practices that could have a material effect on the
financial statements. The company has complied with all aspects
of contractual agreements that would have a material effect on
the financial statements in the event of non-compliance.

(e) All cash and bank accounts and all other properties and assets of
the company of which we are aware are included in the financial
statements at May 31, 2008.  The company has satisfactory title
to all owned assets, and all liens, encumbrances, or security
interests having any important consequence on any asset of the
company are disclosed in the statements or notes thereto.

(f) The receivables in the aggregate gross amount of  N 250,000,000
at May 31, 2008 represent bona fide claims against debtors for
sales or other charges arising or before that date and are not
subject to discount except for normal cash discounts. These
receivables do not include any amounts that are collectible after
one year. The amount of 

N 

800,000 carried as an allowance for
uncollectible accounts is sufficient to provide for any losses that
may be sustained on realisation of the receivables.

(g) Inventories at May 31, 2008 in the aggregate amount of

N 

13,000,000 are stated at the lower of cost or market, cost being
determined on the basis FIFO, and consistently with the prior
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year, and provision was made to reduce all slow-moving, obsolete,
or unusable inventories to their estimated net realisable values.
Inventory quantities at May 31, 2006 were determined from the
company’s perpetual inventory records, which have been adjusted
on the basis of physical inventories taken by competent
employees at March 31, 2008.  Liability, if unpaid, for all items
included in inventories is recorded at May 31, 2005, and all
quantities billed to customers at that date are excluded from the
inventory balances.

(h) All liabilities of the company of which we are aware are included
in the financial statements at May 31, 2008.  There are no other
material liabilities or gain or loss contingencies that ought to be
accrued or disclosed and no unasserted claims or assessments
that our legal counsel has advised us are probable of assertion
and should be disclosed.

(i) Commitments for future purchases are for quantities not in excess
of anticipated requirements and at prices that will not result in
loss.  Provision has been made for any material loss to be
sustained in the fulfilment of, or from the inability to fulfil, any
sales commitments.

(j) We have no plans or intentions that may materially affect the
carrying value or classification of assets and liabilities.

(k) The financial statements and related notes include all disclosures
necessary for a fair presentation of the fanatical position, results
of operations, and cash flows of the company in conformity with
generally accepted accounting principles, and disclosure
otherwise required to be included therein by the laws and
regulations to which the company is subject.

The following have been properly recorded or disclosed in the financial
statements:

(a) Related party transactions and related amounts receivable or
payable, including sales, purchases, loans, transfers, leasing
arrangements, and guarantees.
There are no:

(i) Capital stock repurchases options or agreements or capital
stock reserved for options, warrants, conversions, or other
requirements.

(ii) Arrangements with financial institutions involving
compensating balances, arrangements involving
restrictions on cash balances and lines of credit, or similar
arrangements.

(iii) Agreements to repurchase assets previously sold.
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(iv) Guarantees, whether written or oral, under which the
company is contingently liable to a bank or other lending
institution.

No matters or occurrences have come to our attention up to the date of
this letter that would materially affect the financial statements and
related disclosures for the year ended May 31, 2008 or, although not
affecting such financial statements or disclosures, have caused or are
likely to cause any material change, adverse or otherwise, in the financial
position, results of operations, or cash flow of the company

________________________________
   Finance Director

————————————————
Chairman/Chief Executive Officer

Dating and SigningDating and SigningDating and SigningDating and SigningDating and Signing
The representation letter should be addressed to the auditor and dated
not earlier than the date of the auditor’s report, but not later than the
report release date. Both the chief executive and chief financial officer
should ordinarily sign representation letters. Other members of
management may sign the letter instead if the auditor is satisfied that
they are responsible for and knowledgeable about the matters covered
by the representations.

Scope LimitationsScope LimitationsScope LimitationsScope LimitationsScope Limitations
Management should neither refuse to furnish a written representation
that the auditor believes is essential nor refuse to sign the representation
letter. Either of the refusals constitutes a limitation on the scope of the
audit which may attract a qualified opinion. Auditors should consider
whether management’s refusal to furnish written representations affect
the reliability of their other representations. Executives are expected to
understand their legal and ethical responsibilities for financial
statement representation. Thus, they should also understand that the
representation letter only specifies some of those responsibilities but
does not increase them. Refusal to sign the letter should be seen as a
`tell-tale’, either of withheld evidence or of inadequately understood
responsibilities; either destroys the basis for an unqualified opinion.

8.3.38.3.38.3.38.3.38.3.3 TTTTTruth and Fruth and Fruth and Fruth and Fruth and Fairness of Financial Statementsairness of Financial Statementsairness of Financial Statementsairness of Financial Statementsairness of Financial Statements
Generally accepted accounting principles provide a consistent frame of
reference against which each of management’s assertions that are
implicit in the financial statements can be evaluated. Obviously, an
auditor must be thoroughly familiar with generally accepted accounting
principles to comply responsibly with the demands of truth and fairness
in the financial statements.
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Generally accepted accounting principles can be described as “the
conventions, rules, and procedures necessary to define accepted
accounting practice at a particular time”, ̀ APB Statement No. 4, Basic
Concepts and Accounting Principles Underlying Financial Statements
of Business Enterprise. They are not limited to the principles in
pronouncements of authoritative bodies such as the Nigerian Accounting
Standards Board (NASB). They also include practices that have achieved
acceptance through common usage as well as principles in non-
authoritative pronouncements of bodies of recognised statutes. And the
auditor’s report shall state whether the financial statements are
presented in accordance with generally accepted accounting principles.

As a result, accountants over the years have had to contend with specific
situations arising in practice and have developed and adopted numerous
rules, conventions and doctrines, which are now called principles.  Some
of those principles have been promulgated formally by authoritative
bodies of the profession (such as the NASB). All of those accepted
conventions make up the body of GAAP.

The SAS 5, The Meaning of “Present Fairly in Conformity With Accepted
Accounting Principles” in the Independent Auditor’s Report, enumerated
the various judgements that the auditor should make in rendering an
unqualified opinion. The auditor’s positive opinion about fair
presentation in conformity with generally accepted accounting principles
implies a belief that the financial statements have each of the following
qualities:
(a) The accounting principles selected and applied have general

acceptance;
(b) The accounting principles are appropriate in the circumstance;
(c) The financial statements, including the related notes, are

informative on matters that may affect their use, understanding,
and interpretation;

(d) The information presented in the financial statements is classified
and summarised in a reasonable manner; that is, neither too
detailed nor too condensed; and

(e) The financial statements reflect the underlying events and
transaction in a manner that presents financial position, results
of operations, and cashflows stated within a range of acceptable
limits i.e., limits that are reasonable and practicable to attain
in financial statements.

It should be noted that financial statements will not give a “true and
fair view” unless the information they contain is sufficient in quantity
and quality to satisfy the reasonable expectations of the readers to whom
they are addressed. The concept of “true and fair view” influences
accounting standards and other authoritative pronouncements.
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8.48.48.48.48.4 AUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAAAAATIONSHIP WITH AUDIT COMMITTIONSHIP WITH AUDIT COMMITTIONSHIP WITH AUDIT COMMITTIONSHIP WITH AUDIT COMMITTIONSHIP WITH AUDIT COMMITTEESTEESTEESTEESTEES

The Audit Committee is a body established under Section 359 of the Companies
and Allied Matters Act., 2004 to which the auditor of a public company will
report in addition to the auditor’s duty to report to the members of the company
in accordance with Section 359 (1) of the Act. The Audit Committee shall consist
of equal number of directors and representatives of the shareholders of the
public company with a maximum number of six members.  Any member of a
company may nominate a shareholder as a member of the Audit Committee if
a notice is given to the Company Secretary at least 21 days before the Annual
General Meeting. The members of the Audit Committee are not entitled to
remuneration.

According to Section 359 (4), the Audit Committee shall examine the auditors’
report and make recommendations thereon on the Annual General Meeting.
Section 359 (6) states that subject to such other additional function and powers
that the company’s Articles of Association may stipulate, the objectives and
functions of the Audit Committee shall be to:
(a) Ascertain whether the accounting and reporting policies of the company

comply with legal requirements and agreed ethical practices;
(b) Review the scope and planning of audit requirements;
(c) Review the findings on management letters in conjunction with the

external auditor and departmental responses thereon;
(d) Keep under review the effectiveness of the company’s system of

accounting and internal control;
(e) Make recommendations to the Board in regard to the appointment,

removal and remuneration of the external auditors of the company;
(f) Authorise the internal auditor to carry out investigations into any

activities of the company, which may be of interest or concern to the
Committee.

SAS 61, Communication with Audit Committees, requires the auditor to
determine that certain matters related to the conduct of and audit are
communicated to those who oversee the financial reporting process generally
– that is, an Audit Committee or other formally designated group.

This Statement requires the auditor to ensure that the Audit Committee receives
additional information regarding the scope and results of the audit that may
assist the Committee in overseeing the financial reporting and disclosure process
for which management is responsible. Communications can also be made with
management or other individuals within the entity who may benefit from such
information.

Items Communicated by the AuditorItems Communicated by the AuditorItems Communicated by the AuditorItems Communicated by the AuditorItems Communicated by the Auditor
Items communicated by the auditor can be written or oral.
(a) If oral, the communication should be documented in the working papers;

and
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(b) Written communication should contain indication that it is intended
solely for use by the Audit Committee, board of directors, and, at times,
management.

It is important for an Audit Committee to be informed about:
(a) The level of responsibility the auditor assumes under GAAP for the

financial statements and for considering the entity’s internal control
structure;

(c) Significant accounting polices that the entity has selected for new or
unusual transactions and changes and method used to account for them;

(d) Management judgements on the process used by management in
formulating sensitive accounting estimates and basis for the auditor’s
conclusion about such estimates;

(e) Significant audit adjustments - adjustments arising from the audit that
could have significant effect on the entity’s financial reporting process;

(f) Other information in documents containing audited financial statements
(the auditor should discuss with Audit Committee the responsibility for
other information, e.g., annual reports to shareholders, in documents
containing audited financial statements);

(g) Disagreements with management over the application of accounting
principles, scope of audit, disclosures and wording of auditor’s report;

(h) Consultation by management with other accountants. Major issues
discussed with management prior to retention; and

(i) Difficulties encountered in performing the audit (in dealing with
management, such as unreasonable delays or timetable.

Auditors should at least annually:

(a) Disclose in writing to the  Audit Committee and  discuss as appropriate:

(i) all relationship that may reasonably be thought to bear on the
firm’s independence and the objectivity of the audit engagement
partner and the audit staff;

(ii) the related safeguards that are in place; and
(b) Confirm in writing to the Audit Committee that, in their professional

judgement, the firm is independent and the objectivity of the audit
engagement partner and audit staff is not impaired.

Audit Committees are formally designated oversight functions of the financial
reporting process. The communications required are incidental to the audit;
therefore, they need not occur prior to the issuance of the auditor’s report on
the financial statements. However, they should be made in time and, based on
the auditor’s judgement, may be given before the report. The communication
of recurring matters need not be repeated.
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8.58.58.58.58.5 AUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAUDITORS’ RELAAAAATIONSHIP WITH THIRD PARTIONSHIP WITH THIRD PARTIONSHIP WITH THIRD PARTIONSHIP WITH THIRD PARTIONSHIP WITH THIRD PARTIESTIESTIESTIESTIES

Communication of Audit Matters With Those Charged With GovernanceCommunication of Audit Matters With Those Charged With GovernanceCommunication of Audit Matters With Those Charged With GovernanceCommunication of Audit Matters With Those Charged With GovernanceCommunication of Audit Matters With Those Charged With Governance

IntroductionIntroductionIntroductionIntroductionIntroduction
(a) Communication of Audit Matters with Those Charged with Governance,

ISA 260 establishes standards and provides guidance on communication
of audit matters arising from the audit of financial statements between
the auditor and those charged with governance of an entity. These
communications relate to audit matters of governance interest as defined
hereunder;

(b) The auditor should communicate audit matters of governance interest
arising from the audit of financial statements with those charged with
governance of an entity;

(c) GovernanceGovernanceGovernanceGovernanceGovernance is the term used to describe the role of persons entrusted
with the supervision, control and direction of an entity. Those who are
charged with governance ordinarily are accountable for ensuring that
the entity achieves its objectives, with regard to reliability of financial
reporting, effectiveness and efficiency of operations, compliance with
applicable laws, and reporting to interested parties.  Those charged with
governance include management only when it performs such functions;

(d) Audit matters of governance interestAudit matters of governance interestAudit matters of governance interestAudit matters of governance interestAudit matters of governance interest are those matters that arise
from the audit of financial statements and, in the opinion of the auditor,
are both important and relevant to those charged with governance in
overseeing the financial reporting and disclosure process. Audit matters
of governance interest include only those matters that have come to the
attention of the auditor as a result of the performance of the audit. The
auditor is not required to design audit procedures for the specific purpose
of identifying matters of governance interest.

RRRRRelevant Pelevant Pelevant Pelevant Pelevant Personsersonsersonsersonsersons
The auditor should determine the relevant persons who are charged
with governance and with whom audit matters of governance interest
are communicated.

The structures of governance vary from country to country reflecting
cultural and legal backgrounds. This diversity makes it difficult to
establish a universal identification of the persons who are charged with
governance and with whom the auditor communicates audit matters of
governance interest. The auditor uses judgement to determine those
persons with whom audit matters of governance interest are
communicated, taking into account the governance structure of the entity,
the circumstances of the engagement and any relevant legislation. The
auditor also considers the legal responsibilities of those persons. The
relevant persons in entities with supervisory boards or with audit
committees, could be those bodies.
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When the entity’s governance structure is not well defined, and/or those
charged with governance are not clearly identified by the circumstances
of the engagement, or by legislation, the auditor comes to an agreement
with the entity about whom to communicate audit matters of governance
interest with.  Examples of such entities include some owner-managed
entities, some not for profit organisations, and some government
agencies. To avoid misunderstandings, an audit engagement letter
should explain that the auditor will communicate only those matters of
governance interest, that come to attention as a result of the performance
of an audit and that the auditor is not required to design audit procedures
for the specific purpose of identifying matters of governance interest.
The engagement letter may also:
(a) Describe the form in which any communications on audit matters

of governance interest will be made;
(b) Identify the relevant persons with whom such communications

will be made; and
(c) Identify any specific audit matters of governance interest which

it has been agreed are to be communicated.

The effectiveness of communication is enhanced by developing a
constructive working relationship between the auditor and those charged
with governance. This relationship is developed while maintaining an
attitude of professional independence and objectivity.

Audit Matters of Governance Interest to be CommunicatedAudit Matters of Governance Interest to be CommunicatedAudit Matters of Governance Interest to be CommunicatedAudit Matters of Governance Interest to be CommunicatedAudit Matters of Governance Interest to be Communicated
The auditor should consider audit matters of governance interest that
arise from the audit of the financial statements and communicate them
with those charged with governance. Such matters include the following:
(a) The general approach and overall scope of the audit, including

any expected limitations thereon, or any additional requirements;
(b) The selection of, or changes in, significant accounting policies

and practices that have, or could have, a material effect on the
entity’s financial statements;

(c) The potential effect on the financial statements of any material
risks and exposures, such as pending litigation, that are required
to be disclosed in the financial statements;

(d) Audit adjustments, whether or not recorded by the entity that
have, or could have, a material effect on the entity’s financial
statements;

(e) Material uncertainties related to events and conditions that may
cast significant doubt on the entity’s ability to continue as a going
concern;

(f) Disagreements with management about matters that,
individually or in aggregate, could be significant to the entity’s
financial statements or the auditor’s report. This communication
include consideration of whether the matter has, or has not, been
resolved and the significance of the matter;
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(g) Expected modifications to the auditor’s report;
(h) Other matters warranting attention by those charged with

governance, such as material weaknesses in internal control,
questions regarding management integrity, and fraud involving
management; and

(i) Any other matters agreed upon in the terms of the audit
engagement.

All uncorrected mis-statements aggregated by the auditor during the
audit that were determined by management to be immaterial to the
financial statements taken as a whole, should be communicated to those
charged with governance.  The uncorrected misstatement communicated
to those charged with governance need not include the misstatement
below a designated amount.

As part of the auditor’s communication, those charged with governance
are informed that:
(a) The auditor’s communication of matters include only those audit

matters of governance interest that have come to the attention of
the auditor as a result of the performance of the audit; and

(b) An audit of financial statements is not designed to identify all
matters that may be relevant to those charged with governance.
Accordingly, the audit does not ordinarily identify all such
matters.

Timing of CommunicationTiming of CommunicationTiming of CommunicationTiming of CommunicationTiming of Communication
The auditor should communicate audit matters of governance interest
on a timely basis. This enables those charged with governance to take
appropriate action. In order to achieve timely communication, the
auditor discusses with those charged with governance the basis and
timing of such communication. In certain cases, because of the nature
of the matter, the auditor may communicate that matter sooner than
previously agreed.

FFFFForms of Communicationorms of Communicationorms of Communicationorms of Communicationorms of Communication
The auditor’s communication with those charged with governance may
be made orally or in writing. The auditor’s decision whether to
communicate orally or in writing is affected by factors such as the
following:
(a) The size, operating structure, legal structure, and communication

processes of the entity being audited;
(b) The nature, sensitivity and significance of the audit matters of

governance interest to be communicated; and
(c) The arrangements made with respect to periodic meetings or

reporting of audit matters of governance interest.
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When audit matters of governance interest are communicated orally,
the auditor documents in the working papers the matters communicated
and any responses to those matters. This documentation may take the
form of a copy of the minutes of the auditor’s discussion with those
charged with governance. In certain circumstances, depending on the
nature, sensitivity, and significance of the matter, it may be advisable
for the auditor to confirm in writing with those charged with governance
any oral communication on audit matters of governance interest.
Ordinarily, the auditor initially discusses audit matters of governance
interest with management, except where those matters relate to
questions of management competence or integrity. These initial
discussions with management are important in order to clarify facts
and issues, and to give management an opportunity to provide further
information. If management agrees to communicate a matter of
governance interest with those charged with governance, the auditor
may not need to repeat the communication, provided that the auditor is
satisfied that such communications has effectively and appropriately
been made.

ConfidentialityConfidentialityConfidentialityConfidentialityConfidentiality
The requirements of The Institute of Chartered Accountants of Nigeria
(ICAN) and/or other regulations may impose obligations of
confidentiality that restrict the auditor’s communication of audit matters
with third parties. The auditor should refer to such requirements, laws
and regulations before communicating with those charged with such
third parties. In some circumstances, the potential conflicts with the
auditor’s ethical and legal obligations of confidentiality and reporting
may be complex. In these cases, the auditor may wish to consult with
legal counsel.

8.68.68.68.68.6 NON-STNON-STNON-STNON-STNON-STAAAAATUTORY AUDITTUTORY AUDITTUTORY AUDITTUTORY AUDITTUTORY AUDIT

The audit of small business is influenced by a number of special  considerations,
which are due to:
(a) The intrinsic characteristics of small businesses;
(b) The nature of the professional relationship between such businesses

and their auditors; and
(c) Other factor, such as the small size of the audit team and any special

legal consideration affecting small businesses.

The impact of these considerations on the conduct of the audit can vary; some
can often be beneficial, resulting in increased efficiency and effectiveness of
the audit and, in turn, savings of cost to the client.  In particular, the assistance
with accountancy work normally provided to small businesses by their auditors
can often be a source of audit evidence and can significantly reduce the extent
of the work necessary purely for the sake of the audit.
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Auditors of small businesses can provide a cost-effective audit service to their
clients by planning their work to take full advantage of the opportunities afforded
by such engagements to obtain the audit evidence they require in the most
appropriate and economical manner.

Professional Relationship Between Small Businesses and theirProfessional Relationship Between Small Businesses and theirProfessional Relationship Between Small Businesses and theirProfessional Relationship Between Small Businesses and theirProfessional Relationship Between Small Businesses and their
AuditorsAuditorsAuditorsAuditorsAuditors
The owner-manager of a small business often needs professional advice and
assistance on a wide range of accounting and related financial and business
issues which are not available ‘in-house’. The accounting firm appointed to act
as auditors is therefore usually also engaged to provide other services, such
as:
(a) Accounting

(i) assisting with the keeping of accounting records;
(ii) advising on the selection and application of accounting policies;

and
(iii) assisting with the preparation of financial statements.

(b) Systems-advising on accounting systems and internal control
procedures:
(i) advising on computer systems

(c) Taxation
(i) assisting with the preparation of income and corporation tax

returns;
(ii) computations and preparation of VAT returns; and
(iii) general tax advice and tax planning advice.

(d) Other matters - advising on business and share valuations;
(i) advising on the owner-manager’s responsibilities as company

director;
(ii) assisting with preparation of budgets and forecasts;
(iii) assisting with obtaining finance; and
(iv) providing management consultancy services.

It is common for auditors to provide some or all of these services to a small
business. This can enable them to obtain useful information about the business
and about its owner-manager’s aims, management style and ethos. The auditors
also have the opportunity to keep up-to-date their knowledge of the business,
which will help them to plan and conduct audit.

FFFFFraud and Errraud and Errraud and Errraud and Errraud and Errororororor
Certain conditions or events may increase the risk of fraud or error.  One of the
examples given is “… management dominated by one person (or a small group)
and no effective oversight board or committee.” Although this situation applies
in virtually all small businesses, the guidance in the SAS 110, Fraud and Error,
is not intended to imply that all small businesses are to be regarded by their
auditors as necessarily involving a higher inherent risk of fraud or error than
larger businesses.
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Accordingly, whilst the presence of a dominant owner-manager is an important
factor in the overall control environment, the auditors’ assessment of its impact
is conditioned by their knowledge of the particular small business and of its
owner-manager.  The owner-manager’s attitude to control can have a significant
influence on the auditors’ approach.

Examples of conditions or events, which may increase the risk of fraud or error,
include:
(a) The owner-manager has a specific identifiable motive to distort the

financial statements, combined with the opportunity to do so;
(b) The owner-manger makes no distinction between personal and

business transaction;
(c) The owner-manager’s life-style is materially inconsistent with the level

of his or her remuneration;
(d) The owner-manager or key personnel have not taken annual leave for a

long period of time;
(e) Frequent changes of professional advisers;
(f) The start-date for the audit has been repeatedly delayed;
(g) Unexplained demands to prepare the accounts and complete the audit

in an unreasonable short period of time;
(h) Limitations placed on the scope of the audit, particularly if these appear

to be unreasonable or illogical;
(i) A significant level of cash transactions without adequate documentation;
(j) Numerous unexplained aspects of audit evidence (such as difference

between the accounting records and third-party confirmation, or
unexpected results of analytical procedures);

(k) Inappropriate use of accounting estimates;
(l) Unusual transactions around the year-end which have a material effect

on profit;
(m) Unusual related party transactions; and
(n) Payments of fees or commissions to agents and consultants which appear

excessive.

8.78.78.78.78.7 SUMMARY OF AUDITOR’S RESPONSIBILITIESSUMMARY OF AUDITOR’S RESPONSIBILITIESSUMMARY OF AUDITOR’S RESPONSIBILITIESSUMMARY OF AUDITOR’S RESPONSIBILITIESSUMMARY OF AUDITOR’S RESPONSIBILITIES

All entities have the same basic audit requirements; the difference is just in
matters of degree. Hence auditors’ responsibilities as regards the objective
and general principles governing statutory audit of financial statements prevail.

Auditors should:
(a) Obtain engagement letter.
(b) Obtain knowledge about the entity in sufficient quantity.
(c) Consider the law and regulations governing the entity. These are:

(i) Law and regulations which relate directly to the preparation of
the financial statements.

(ii) Laws and regulations which provide a framework for the conduct
of the business.
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(iii) Other laws and regulations.
(d) The going concern basis in financial statements.
(e) Review subsequent events.
(f) Consider other information contained in the financial statements.
(g) Degree of accuracy in preparing financial statements and materiality

in the audit.
(h) Evidence the work done by use of working papers.
(i) Ensure proper quality control of the audit work.
(j) Obtain representations by management as part of audit evidence.

8.88.88.88.88.8 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

The chapter has covered in fair detail, the structure and framework of statutory
audit reports as well as the incidence of non-statutory audit reports.

It also addressed the need or otherwise for Qualified Audit reports, after due
consideration of issues bordering on materiality, Inconsistencies, Client-imposed
Restrictions, observed departures from Generally Accepted Accounting Principles
(GAAP), Subsequent Events, and the Going Concern factor.

Finally the chapter briefly discusses the auditor’s relationship with Audit
Committees of Corporate Clients, and other stakeholders.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.

8.98.98.98.98.9 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

8.9.18.9.18.9.18.9.18.9.1 MULMULMULMULMULTIPLE CHOICE QUESTIONTIPLE CHOICE QUESTIONTIPLE CHOICE QUESTIONTIPLE CHOICE QUESTIONTIPLE CHOICE QUESTION

1. “Subsequent events” for reporting purposes are defined as events that
occur subsequent to the
(A) Balance sheet date
(B) Date of the auditor’s report
(C) Balance sheet date but prior to the date of the auditor’s report
(D) Date of the auditor’s report and concern contingencies that are not

reflected in the financial statements
(E) Incorporation date.

2. A written undertaking between the auditor and client concerning the
auditor’s responsibility for discovering illegal acts is usually set forth in a
(an)
(A) Client representation letter
(B) Management letter
(C) Letter of inquiry
(D) Engagement letter
(E) Disengagement Letter.

AUDIT REPORTING
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 3. When obtaining evidence regarding litigation against a client, ICAN would
be least interested in determining
(A) An estimate of when the matter will be resolved.
(B) The period in which the underlying cause of the litigation occurred.
(C) The probability of an unfavourable outcome.
(D) An estimate of the potential loss
(E) All the above.

4. In the course of an audit exercise, the auditor decides that modification of
the standard report is not adequate to indicate deficiencies in the financial
statements taken as a whole, and the client is not willing to correct the
deficiencies. The auditor should therefore
(A) Perform a review of the financial statements
(B) Issue a special report
(C) Withdraw from the engagement
(D) Express an adverse opinion
(E) Do nothing.

5. In an audit of contingent liabilities, which of the following procedure would
be least effective
(A) Reviewing a bank confirmation letter
(B) Examining customer confirmation
(C) Examination of invoices for professional services
(D) Reading the minutes of the board of directors
(E) Reviewing Assets Verification Procedure.

8.9.2 8.9.2 8.9.2 8.9.2 8.9.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

1. Explain the classification of potential losses due to uncertainties as
“probable,” “reasonably possible,” or “remote.”

2. What matters are usually covered in a representation letter? When, and by
whom, is it signed?

3. Name and describe the different types of subsequent events auditors must
consider in the audit of a client’s financial statements.

4. What procedures must the auditor follow where he intends to use the work
of an “expert”?
(a) Give the definition of an “expert” in relation to an audit?
(b) Under what circumstances will an auditor use the work of an

“expert”?
(c) What factors determine the need to use the work of an “expert”?

5. There are circumstances in which auditors should qualify their opinions in
reporting on financial statements and other circumstances in which they
should disclaim an opinion on the financial statements. Explain the general
nature of the circumstances that would make each course necessary.

Refer to suggested Solutions in Appendix I on page 301.
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INTRODUCTION TO ASSURANCEINTRODUCTION TO ASSURANCEINTRODUCTION TO ASSURANCEINTRODUCTION TO ASSURANCEINTRODUCTION TO ASSURANCE
SERSERSERSERSERVICESVICESVICESVICESVICES

9.09.09.09.09.0 LEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVESLEARNING OBJECTIVES

After studying this chapter, readers should be able to:

! Understand the difference between assurance and other professional services.

! Appreciate steps involved in carrying out an assurance service.

! Understand the basics of an assurance report.

! Understand the meaning of due diligence.

! Identify how to carry out a due diligence review.

! Understand the meaning of forensic audit and steps for carrying out a forensic

audit.

9.19.19.19.19.1 DEFINITION AND SCOPE OF ASSURANCE SERVICESDEFINITION AND SCOPE OF ASSURANCE SERVICESDEFINITION AND SCOPE OF ASSURANCE SERVICESDEFINITION AND SCOPE OF ASSURANCE SERVICESDEFINITION AND SCOPE OF ASSURANCE SERVICES

DefinitionDefinitionDefinitionDefinitionDefinition

Assurance has been defined as Independent Professional Services that improve
information quality or its context for decision makers. This broad concept
includes audit and attestation services and is distinct from consulting because,
it focuses primarily on improving information rather than on providing advice.
Assurance services reduce the information risk; risk that the information
provided is incorrect, on more than just financial data. The major purpose of
assurance services is to provide independent and professional opinions that
improve the quality of information to management as well as other decision
makers within a given firm. Audits can be considered a type of assurance
service. However audits are only designed to test the validity of the financial
statement. Under an assurance service, accountants can provide a variety of
services ranging from information systems, security reviews to customer
satisfaction surveys. Unlike audit and attestation services, that are often highly
structured, assurance services tend to be customised and implemented when
performed for a smaller group of decision makers within the firm. Often,
organisations should make decisions on matters which they have incomplete
or inaccurate data for, and decisions made on such data may be incorrect and
increase the overall business risk. In this respect, assurance services can be
very helpful in reducing such risk and help managers or decision makers to
take  more confident decisions within a given organisation.  Assurance services
can test financial and non-financial information; due to this, assurance services

99999
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are sometimes classified as consulting services. However, assurance services
are not consulting  because in consulting services generally accountants use
their professional knowledge to make recommendations for a future event or a
procedure. In contrast, assurance services are designed to test the validity of
past data of the business cycles.

Assurance services are intended to enhance the credibility of information about
a subject matter, by evaluating whether the subject matter conforms in all
material respects with suitable criteria. The International Standard on
Assurance Services issued by the International Auditing and Assurance
Standards Board, describes the objectives and elements of assurance services
to provide either a high or a moderate level of assurance. The International
Auditing and Assurance Standards Board has also issued specific standards
for certain assurance services. For example, International Standards on Auditing
provide specific standards for audit (high level assurance) and review
(moderate level assurance) of financial statements.

9.29.29.29.29.2 SCOPE OF ASSURANCE SERVICESSCOPE OF ASSURANCE SERVICESSCOPE OF ASSURANCE SERVICESSCOPE OF ASSURANCE SERVICESSCOPE OF ASSURANCE SERVICES

Whether a particular service is an assurance service or not will depend upon
exhibiting all the following elements:
(a) A three-party relationship involving:

(i) A professional accountant;
(ii) A client; and
(iii) An intended user;

(b) A subject matter;
(c) Suitable criteria;
(d) A service process; and
(e) A conclusion.

The client and the intended user will often be from separate organisations but
need not be. A client and an intended user may both be within the same
organisation. The relationship between the client and the intended user needs
to be viewed within the context of a specific assurance service.

There is a broad range of services to provide a high or moderate level of
assurance. Such services may include:
(a) Services to report on a broad range of subject matters covering financial

and non-financial information;
(b) Attest and direct reporting services;
(c) Services to report internally and externally; and
(d) Services in the private and public sector.

The subject matter of an assurance service may take many forms, such as the
following:
(a) Data (for example, historical or prospective financial information,

statistical information, performance indicators).
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(b) Systems and processes (for example, internal controls).
(c) Behaviour (for example, corporate governance, compliance with

regulation, human resource practices).

Not all services performed by professional accountants are assurance services.
Other services frequently performed by professional accountants that are not
assurance services include:
(a) Agreed-upon procedures;
(b) Compilation of financial or other information;
(c) Preparation of tax returns when no conclusion is expressed, and tax

consulting;
(d) Management consulting; and
(e) Other advisory services.

9.39.39.39.39.3 DEFINITION AND OBJECTIVE OF AN ASSURANCE SERVICEDEFINITION AND OBJECTIVE OF AN ASSURANCE SERVICEDEFINITION AND OBJECTIVE OF AN ASSURANCE SERVICEDEFINITION AND OBJECTIVE OF AN ASSURANCE SERVICEDEFINITION AND OBJECTIVE OF AN ASSURANCE SERVICE

“Assurance Service” means a service in which a professional accountant
expresses a conclusion designed to enhance the degree of confidence of the
intended users other than the client about the outcome of the evaluation or
measurement of a subject matter against criteria.
The outcome of the evaluation or measurement of a subject matter is the
information that results from applying the criteria to the subject matter. For
example:

The recognition, measurement, presentation and disclosure represented in the
financial statements (outcome) result from applying a financial reporting
framework for recognition, measurement, presentation and disclosure, such
as International Financial Reporting Standards (criteria) to an entity’s financial
position, financial performance and cash flows (subject matter).

In this section, the term “subject matter information” will be used to mean the
outcome of the evaluation or measurement of a subject matter. It is the subject
matter information about which the professional accountant gathers sufficient
appropriate evidence to provide a reasonable basis for expressing a conclusion
in an assurance report.

Subject matter information can fail to be properly expressed in the context of
the subject matter and the criteria, and can therefore be mis-stated, potentially
to a material extent. This occurs when the subject matter information does not
properly reflect the application of the criteria to the subject matter, for example,
when an organisation’s financial statements do not give a true and fair view of
its financial position, financial performance and cash flows, in accordance with
International Financial Reporting Standards, or when an entity’s assertion that
its internal control is effective is not fairly stated.

In some assurance services, the evaluation or measurement of the subject
matter is performed by the client, and the subject matter information is in the
form of an assertion by the client that is made available to the intended users.

INTRODUCTION TO ASSURANCE SERVICES
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These services are called “assertion-based services.” In other assurance
services, the professional accountant either directly performs the evaluation or
measurement of the subject matter, or obtains a representation from the client
that has performed the evaluation or measurement that is not available to the
intended users. The subject matter information is provided to the intended users
in the assurance report. These assurance services are called “direct reporting
assurance services.”

There are two types of assurance services a professional accountant can render
a reasonable assurance service and a limited assurance service. The objective
of a reasonable assurance service is a reduction in assurance service risk to an
acceptably low level in the circumstances of the service as the basis for a positive
form of expression of the professional accountant’s conclusion. The objective of
a limited assurance service is a reduction in assurance service risk to a level
that is acceptable in the circumstances of the service, but where that risk is
greater than for a reasonable assurance service, as the basis for a negative
form of expression of the professional accountant’s conclusion.

Acceptance of an Assurance Service By a Professional AccountantAcceptance of an Assurance Service By a Professional AccountantAcceptance of an Assurance Service By a Professional AccountantAcceptance of an Assurance Service By a Professional AccountantAcceptance of an Assurance Service By a Professional Accountant
A professional accountant can only accept an assurance service only where his
preliminary knowledge of the service circumstances indicates that:
(a) Relevant ethical requirements, such as independence and professional

competence will be satisfied; and
(b) The service exhibits all of the following characteristics:

(i) The subject matter is appropriate;
(ii) The criteria to be used are suitable and are available to the

intended users;
(iii) The professional accountant has access to sufficient appropriate

evidence to support the his conclusion;
(iv) The professional accountant’s conclusion, in the form appropriate

to either a reasonable assurance service or a limited assurance
service, is to be contained in a written report; and

(v) The professional accountant is satisfied that there is a rational
purpose for the service. If there is a significant limitation on the
scope of the accountants’ work, it may be unlikely that the service
has a rational purpose. Also, a professional accountant may
believe the client intends to associate the professional
accountant’s name with the subject matter in an inappropriate
manner.

Elements of an Assurance ServiceElements of an Assurance ServiceElements of an Assurance ServiceElements of an Assurance ServiceElements of an Assurance Service
The following elements of an assurance service are discussed in this section:
(a) A three party relationship involving a professional accountant, a client,

and intended users;
(b) An appropriate subject matter;
(c) Suitable criteria;
(d) Sufficient appropriate evidence; and
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(e) A written assurance report in the form appropriate to a reasonable
assurance service or a limited assurance service.

Three-party RelationshipThree-party RelationshipThree-party RelationshipThree-party RelationshipThree-party Relationship
Assurance services involve three separate parties: a professional accountant,
a client and intended users.

The client and the intended users may be from different entities or the same
entity. As an example of the latter case, in a two-tier board structure, the
supervisory board may seek assurance about information provided by the
management board of that entity.

The relationship between the client and the intended users needs to be viewed
within the context of a specific service and may differ from more traditionally
defined lines of responsibility. For example, an entity’s senior management
(an intended user) may engage a professional accountant to perform an
assurance service on a particular aspect of the entity’s activities that is the
immediate responsibility of a lower level of management (the client), but for
which the senior management is ultimately responsible.

Professional AccountantProfessional AccountantProfessional AccountantProfessional AccountantProfessional Accountant
The term “professional accountant” as used in this chapter is broader than the
term “auditor” as used in ISAs and ISREs, which relates only to professional
accountants performing audit or review services with respect to historical
financial information.  A professional accountant may be requested to perform
assurance services on a wide range of subject matters. Some subject matters
may require specialised skills and knowledge beyond those ordinarily possessed
by an individual professional accountant. A professional accountant does not
accept a service, if preliminary knowledge of the service circumstances
indicates that ethical requirements regarding professional competence will
not be satisfied. In some cases this requirement can be satisfied by the
professional accountant using the work of persons from other professional
disciplines, referred to as experts. In such cases, the professional accountant is
satisfied that those persons carrying out the service collectively possess the
requisite skills and knowledge, and that the professional accountant has an
adequate level of involvement in the service and understanding of the work for
which any expert is used.

ClientClientClientClientClient
The client is the person (or persons) who:
(a) In a direct reporting service, is responsible for the subject matter; or
(b) In an assertion-based service, is responsible for the subject matter

information (the assertion), and may be responsible for the subject
matter. An example of when the client is responsible for both the subject
matter information, and the subject matter, is when an entity engages a
professional accountant to perform an assurance service regarding a
report it has prepared about its own sustainability practices. An example

INTRODUCTION TO ASSURANCE SERVICES
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of when the client is responsible for the subject matter information but
not the subject matter, is when a government organisation engages a
professional accountant to perform an assurance service regarding a
report about a private company’s sustainability practices that the
organisation has prepared and is to distribute to intended users. The
client may or may not be the party who engages the professional
accountant (the engaging party).

The client ordinarily provides the professional accountant with a written
representation that evaluates or measures the subject matter against the
identified criteria, whether or not it is to be made available as an assertion to
the intended users. In a direct reporting service, the professional accountant
may not be able to obtain such a representation when the engaging party is
different from the client.

Intended UsersIntended UsersIntended UsersIntended UsersIntended Users
The intended users are the person, persons or class of persons for whom the
professional accountant prepares the assurance report. The client can be one
of the intended users, but not the only one.

Whenever practical, the assurance report is addressed to all the intended users,
but in some cases there may be other intended users. The professional
accountant may not be able to identify all those who will read the assurance
report, particularly where there is a large number of people who have access
to it. In such cases, particularly where possible readers are likely to have a
broad range of interests in the subject matter, intended users may be limited to
major stakeholders with significant and common interests. Intended users may
be identified in different ways, for example, by agreement between the
professional accountant and the client or engaging party, or by law.

Whenever practical, intended users or their representatives are involved with
the professional accountant and the client (and the engaging party if different)
in determining the requirements of the service. Regardless of the involvement
of others however, and unlike an agreed-upon procedures service (which
involves reporting findings based upon the procedures, rather than a conclusion):
(a) The professional accountant is responsible for determining the nature,

timing and extent of procedures; and
(b) The professional accountant is required to pursue any matter he becomes

aware of, that leads him to question whether a  material modification
should be made to the subject matter information.

In some cases, intended users (for example, bankers and regulators) impose a
requirement on, or request the client (or the engaging party if different) to
arrange for, an assurance service to be performed for a specific purpose. When
services are designed for specified intended users or a specific purpose, the
professional accountant considers including a restriction in the assurance report
that limits its use to those users or that purpose.



283

Subject MatterSubject MatterSubject MatterSubject MatterSubject Matter
The subject matter, and subject matter information, of an assurance service
can take many forms, such as:
(a) Financial performance or conditions (for example, historical or

prospective financial position, financial performance and cash flows)
for which the subject matter information may be the recognition,
measurement, presentation and disclosure represented in financial
statements;

(b) Non-financial performance or conditions (for example, performance of
an entity) for which the subject matter information may be key indicators
of efficiency and effectiveness;

(c) Physical characteristics (for example, capacity of a facility) for which
the subject matter information may be a specification document;

(d) Systems and processes (for example, an entity’s internal control or IT
system) for which the subject matter information may be an assertion
about effectiveness; and

(e) Behaviour (for example, corporate governance, compliance with
regulation, human resource practices) for which the subject matter
information may be a statement of compliance or a statement of
effectiveness.

Subject matters have different characteristics, including the degree to which
information about them is qualitative versus quantitative, objective versus
subjective, historical versus prospective, and relates to a point in time or covers
a period. Such characteristics affect the:
(a) Precision with which the subject matter can be evaluated or measured

against criteria; and
(b) The persuasiveness of available evidence.

The assurance report notes characteristics of particular relevance to the intended
users. An appropriate subject matter is:
(a) Identifiable, and capable of consistent evaluation or measurement

against the identified criteria; and
(b) Such that the information about it can be subjected to procedures for

gathering sufficient appropriate evidence to support a reasonable
assurance or limited assurance conclusion, as appropriate.

CriteriaCriteriaCriteriaCriteriaCriteria
Criteria are the benchmarks used to evaluate or measure the subject matter
including, where relevant, benchmarks for presentation and disclosure. Criteria
can be formal, for example in the preparation of financial statements, the criteria
may be International Financial Reporting Standards or International Public

Sector Accounting Standards: when reporting on internal control, the criteria
may be an established internal control framework or individual control
objectives specifically designed for the service; and when reporting on
compliance, the criteria may be the applicable law, regulation or contract.

INTRODUCTION TO ASSURANCE SERVICES
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Examples of less formal criteria are an internally developed code of conduct or
an agreed level of performance (such as the number of times a particular
committee is expected to meet in a year).

Suitable criteria are required for reasonably consistent evaluation or
measurement of a subject matter within the context of professional judgment.
Without the frame of reference provided by suitable criteria, any conclusion is
open to individual interpretation and misunderstanding. Suitable criteria are
context-sensitive, that is, relevant to the assurance service circumstances. Even
for the same subject matter, there can be different criteria. For example, one
client might select the number of customer complaints resolved to the
acknowledged satisfaction of the customer for the subject matter of customer
satisfaction; another client might select the number of repeat purchases in the
three months following the initial purchase.

Suitable Criteria Exhibit the FSuitable Criteria Exhibit the FSuitable Criteria Exhibit the FSuitable Criteria Exhibit the FSuitable Criteria Exhibit the Following Characteristics:ollowing Characteristics:ollowing Characteristics:ollowing Characteristics:ollowing Characteristics:
(a) RelevanceRelevanceRelevanceRelevanceRelevance: relevant criteria contribute to conclusions that assist

decision-making by the intended users.
(b) CompletenessCompletenessCompletenessCompletenessCompleteness: criteria are sufficiently complete when relevant factors

that could affect the conclusions in the context of the assurance service
circumstances are not omitted.  Complete criteria include, where relevant,
benchmarks for presentation and disclosure.

(c) ReliabilityReliabilityReliabilityReliabilityReliability: reliable criteria allow reasonably consistent evaluation or
measurement of the subject matter including, where relevant,
presentation and disclosure, when used in similar circumstances by
similarly qualified professional accountants.

(d) NeutralityNeutralityNeutralityNeutralityNeutrality: neutral criteria contribute to conclusions that are free from
bias.

(e) UnderstandabilityUnderstandabilityUnderstandabilityUnderstandabilityUnderstandability: understandable criteria contribute to conclusions
that are clear, comprehensive, and not subject to significantly different
interpretations.

The evaluation or measurement of a subject matter on the basis of the
professional accountant’s own expectations, judgments and individual
experience would not constitute suitable criteria.

The professional accountant assesses the suitability of criteria for a particular
service by considering whether they reflect the above characteristics. The
relative importance of each characteristic to a particular service is a matter of
judgment. Criteria can either be established or specifically developed.

Established criteria are those embodied in laws or regulations, or issued by
authorised or recognised bodies of experts that follow a transparent due process.
Specifically developed criteria, are those designed for the purpose of the
assurance service. Whether criteria are established or specifically developed
affects the work that the professional accountant carries out to assess their
suitability for a particular assurance service.
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Criteria need to be available to the intended users to allow them to understand
how the subject matter has been evaluated or measured. Criteria are made
available to the intended users in one or more of the following ways:
(a) Publicly;
(b) Through inclusion in a clear manner in the presentation of the subject

matter information;
(c) Through inclusion in a clear manner in the assurance report; and
(d) By general understanding, for example the criterion for measuring time

in hours and minutes.

Criteria may also be available only to specific intended users, for example the
terms of a contract, or criteria issued by an industry association that are
available only to those in the industry. When identified criteria are available
only to specific intended users, or are relevant only to a specific purpose, use of
the assurance report is restricted to those users or for that purpose.

EvidenceEvidenceEvidenceEvidenceEvidence
The professional accountant plans and performs an assurance service with an
attitude of professional scepticism to obtain sufficient appropriate evidence
about whether the subject matter information is free of material mis-statement.
The professional accountant considers materiality, assurance service risk, and
the quantity and quality of available evidence when planning and performing
the service, in particular when determining the nature, timing and extent of
evidence-gathering procedures.

Professional ScepticismProfessional ScepticismProfessional ScepticismProfessional ScepticismProfessional Scepticism
The professional accountant plans and performs an assurance service with an
attitude of professional scepticism recognising that circumstances may exist
that cause the subject matter information to be materially misstated. An attitude
of professional scepticism means the professional accountant makes a critical
assessment, with a questioning mind, of the validity of evidence obtained and
is alert to evidence that contradicts or brings into question the reliability of
documents or representations by the client. For example, an attitude of
professional scepticism is necessary throughout the assurance service process
for the professional accountant to reduce the risk of overlooking suspicious
circumstances, of over generalising when drawing conclusions from
observations, and of using faulty assumptions in determining the nature, timing
and extent of evidence gathering procedures and evaluating the results thereof.
An assurance service rarely involves the authentication of documentation, nor
is the professional accountant trained as or expected to be an expert in such
authentication. However, the professional accountant considers the reliability
of the information to be used as evidence, for example photocopies, facsimiles,
filmed, digitised or other electronic documents, including consideration of
controls over their preparation and maintenance where relevant.

INTRODUCTION TO ASSURANCE SERVICES
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MaterialityMaterialityMaterialityMaterialityMateriality
Materiality is relevant when the professional accountant determines the nature,
timing and extent of evidence-gathering procedures, and when assessing
whether the subject matter information is free of mis-statement. When
considering materiality, the professional accountant understands and assesses
what factors might influence the decisions of the intended users. For example,
when the identified criteria allow for variations in the presentation of the subject
matter information, the professional accountant considers how the adopted
presentation might influence the decisions of the intended users. Materiality is
considered in the context of quantitative and qualitative factors, such as relative
magnitude, the nature and extent of the effect of these factors on the evaluation
or measurement of the subject matter, and the interests of the intended users.
The assessment of materiality and the relative importance of quantitative and
qualitative factors in a particular assurance service are matters for the
professional accountant’s judgment.

Assurance Service RiskAssurance Service RiskAssurance Service RiskAssurance Service RiskAssurance Service Risk
Assurance service risk is the risk that the professional accountant expresses an
inappropriate conclusion when the subject matter information is materially
mis-stated. In a reasonable assurance service, the professional accountant
reduces assurance service risk to an acceptably low level in the circumstances
of the service to obtain reasonable assurance as the basis for a positive form of
expression of the professional accountant’s conclusion. The level of assurance
service risk is higher in a limited assurance service than in a reasonable
assurance service because of the different nature, timing or extent of evidence-
gathering procedures. However in a limited assurance service, the combination
of the nature, timing and extent of evidence gathering procedures is at least
sufficient for the professional accountant to obtain a meaningful level of
assurance as the basis for a negative form of expression. To be meaningful, the
level of assurance obtained by the professional accountant is likely to enhance
the intended users’ confidence about the subject matter information to a degree
that is clearly more than inconsequential.

In general, assurance service risk can be represented by the following
components, although not all of these components will necessarily be present
or significant for all assurance services:
(a) The risk that the subject matter information is materially misstated,

which in turn consists of:
(i) Inherent risk: the susceptibility of the subject matter information

to a material mis-statement, assuming that there are no related
controls;

(ii) Control risk: the risk that a material mis-statement that could
occur will not be prevented, or detected and corrected, on a timely
basis by related internal controls. When control risk is relevant
to the subject matter, some control risk will always exist because
of the inherent limitations of the design and operation of internal
control; and
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(b) Detection risk: the risk that the professional accountant will not detect a
material mis-statement that exists. The degree to which the professional
accountant considers each of these components is affected by the service
circumstances, in particular by the nature of the subject matter and
whether a reasonable assurance or a limited assurance service is being
performed.

Nature, Timing and Extent of Evidence-gathering ProceduresNature, Timing and Extent of Evidence-gathering ProceduresNature, Timing and Extent of Evidence-gathering ProceduresNature, Timing and Extent of Evidence-gathering ProceduresNature, Timing and Extent of Evidence-gathering Procedures
The exact nature, timing and extent of evidence-gathering procedures will vary
from one assurance service to the another. In theory, infinite variations in
evidence gathering procedures are possible. In practice, however, these are
difficult to communicate clearly and unambiguously. The professional
accountant attempts to communicate them clearly and unambiguously and
uses the form appropriate to a reasonable assurance service or a limited
assurance service.

“Reasonable assurance” is a concept relating to accumulating evidence
necessary for the professional accountant to conclude in relation to the subject
matter information taken as a whole. To be in a position to express a conclusion
in the positive form required in a reasonable assurance service, it is necessary
for the professional accountant to obtain sufficient appropriate evidence as
part of an iterative, systematic service process involving:
(a) Obtaining an understanding of the subject matter and other assurance

service circumstances which, depending on the subject matter, includes
obtaining an understanding of internal control;

(b) Based on that understanding, assessing the risks that the subject matter
information may be materially misstated;

(c) Responding to assessed risks, including developing overall responses,
and determining the nature, timing and extent of further procedures;

(d) Performing further procedures clearly linked to the identified risks, using
a combination of inspection, observation, confirmation, recalculation,
re-performance, analytical procedures and inquiry. Such further
procedures involve substantive procedures including, where applicable,
obtaining corroborating information from sources independent of the
client, and depending on the nature of the subject matter, tests of the
operating effectiveness of controls; and

(e) Evaluating the sufficiency and appropriateness of evidence.

“Reasonable assurance” is less than absolute assurance. Reducing assurance
service risk to zero is very rarely attainable or cost beneficial as a result of
factors such as the following:
(a) The use of selective testing;
(b) The inherent limitations of internal control;
(c) The fact that much of the evidence available to the professional

accountant is persuasive rather than conclusive;
(d) The use of judgment in gathering and evaluating evidence and forming

conclusions based on that evidence; and

INTRODUCTION TO ASSURANCE SERVICES
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(e) In some cases, the characteristics of the subject matter when evaluated
or measured against the identified criteria.

Both reasonable assurance and limited assurance services require the
application of assurance skills and techniques and the gathering of sufficient
appropriate evidence as part of an iterative, systematic service process that
includes obtaining an understanding of the subject matter and other service
circumstances. The nature, timing and extent of procedures for gathering
sufficient appropriate evidence in a limited assurance service are, however,
deliberately limited relative to a reasonable assurance service. For some subject
matters, there may be specific pronouncements to provide guidance on
procedures for gathering sufficient appropriate evidence for a limited assurance
service. In the absence of a relevant pronouncement, the procedures for
gathering sufficient appropriate evidence will vary with the circumstances of
the service, in particular, the subject matter, and the needs of the intended
users and the engaging party, including relevant time and cost constraints. For
both reasonable assurance and limited assurance services, if the professional
accountant becomes aware of a matter that leads the professional accountant
to question whether a material modification should be made to the subject
matter information, he pursues the matter by performing other procedures
sufficient to enable him to report.

Quantity and Quality of Available EvidenceQuantity and Quality of Available EvidenceQuantity and Quality of Available EvidenceQuantity and Quality of Available EvidenceQuantity and Quality of Available Evidence
The quantity or quality of available evidence is affected by:
(a) The characteristics of the subject matter and subject matter information.

For example, less objective evidence might be expected when
information about the subject matter is future oriented rather than
historical; and

(b) Circumstances of the service other than the characteristics of the subject
matter, when evidence that could reasonably be expected to exist is not
available because of, for example, the timing of the professional
accountant’s appointment, an entity’s document retention policy, or a
restriction imposed by the client. Ordinarily, available evidence will be
persuasive rather than conclusive.

An unqualified conclusion is not appropriate for either type of assurance service
in the case of a material limitation on the scope of the professional accountant’s
work, that is, when:
(a) Circumstances prevent the professional accountant from obtaining

evidence required to reduce assurance service risk to the appropriate
level; or

(b) The client or the engaging party imposes a restriction that prevents the
professional accountant from obtaining evidence required to reduce
assurance service risk to the appropriate level.
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Assurance ReportAssurance ReportAssurance ReportAssurance ReportAssurance Report
The professional accountant provides a written report containing a conclusion
that conveys the assurance obtained about the subject matter information. ISAs,
ISREs and ISAEs establish basic elements for assurance reports. In addition,
the professional accountant considers other reporting responsibilities, including
communicating with those charged with governance when it is appropriate to
do so.

In an assertion-based service, the professional accountant’s conclusion can be
worded either:
(a) In terms of the client’s assertion (for example: “In our opinion the client’s

assertion that internal control is effective, in all material respects, based
on XYZ criteria, is fairly stated”); or

(b) Directly in terms of the subject matter and the criteria (for example: “In
our opinion internal control is effective, in all material respects, based
on XYZ criteria”). In a direct reporting service, the professional
accountant’s conclusion is worded directly in terms of the subject matter
and the criteria.

In a reasonable assurance service, the professional accountant expresses the
conclusion in the positive form, for example: “In our opinion internal control is
effective, in all material respects, based on XYZ criteria.” This form of expression
conveys “reasonable assurance.” Having performed evidence-gathering
procedures of a nature, timing and extent that were reasonable given the
characteristics of the subject matter and other relevant service circumstances
described in the assurance report, the professional accountant has obtained
sufficient appropriate evidence to reduce assurance service risk to an acceptably
low level.

In a limited assurance service, the professional accountant expresses the
conclusion in the negative form, for example, “Based on our work described in
this report, nothing has come to our attention that causes us to believe that
internal control is not effective, in all material respects, based on XYZ criteria.”
This form of expression conveys a level of “limited assurance” that is
proportional to the level of the professional accountant’s evidence-gathering
procedures given the characteristics of the subject matter and other service
circumstances described in the assurance report.

A professional accountant does not express an unqualified conclusion for either
type of assurance service when the following circumstances exist and, in the
professional accountant’s judgment, the effect of the matter is or may be
material:
(a) There is a limitation on the scope of the professional accountant’s work.

The professional accountant expresses a qualified conclusion or a
disclaimer of conclusion depending on how material or pervasive the
limitation is. In some cases the professional accountant considers
withdrawing from the service.

INTRODUCTION TO ASSURANCE SERVICES
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(b) In those cases where:
(i) The professional accountant’s conclusion is worded in terms of

the client’s assertion, and that assertion is not fairly stated, in all
material respects; or

(ii) The professional accountant’s conclusion is worded directly in
terms of the subject matter and the criteria, and the subject matter
information is materially misstated, he expresses a qualified or
adverse conclusion depending on how material or pervasive the
matter is.

(c) When it is discovered after the service has been accepted, that the criteria
are unsuitable or the subject matter is not appropriate for an assurance
service. The professional accountant expresses:
(i) A qualified conclusion or adverse conclusion depending on how

material or pervasive the matter is, when the unsuitable criteria
or inappropriate subject matter is likely to mislead the intended
users; or

(ii) A qualified conclusion or a disclaimer of conclusion depending
on how material or pervasive the matter is, in other cases. In
some cases the professional accountant considers withdrawing
from the service.

Inappropriate Use of the Professional Accountant’s NameInappropriate Use of the Professional Accountant’s NameInappropriate Use of the Professional Accountant’s NameInappropriate Use of the Professional Accountant’s NameInappropriate Use of the Professional Accountant’s Name
A professional accountant is associated with a subject matter when the
professional accountant’s reports on information about that subject matter or
consents to the use of his name in a professional connection with that subject
matter. If he is not associated in this manner, third parties can assume no
responsibility of the professional accountant. If the professional accountant
learns that a party is inappropriately using his name in association with a
subject matter, he requires the party to cease doing so. The professional
accountant also considers what other steps may be needed, such as informing
any known third party users, of the inappropriate use of the professional
accountant’s name or seeking legal advice.

9.49.49.49.49.4 DUE DILIGENCEDUE DILIGENCEDUE DILIGENCEDUE DILIGENCEDUE DILIGENCE

Definition of Due DiligenceDefinition of Due DiligenceDefinition of Due DiligenceDefinition of Due DiligenceDefinition of Due Diligence
Due Diligence is a term used for a number of concepts involving either the
performance of an investigation of a business or person, or the performance of
an act with a certain standard of care. It can be a legal obligation, but the term
will more commonly apply to voluntary investigations. A common example of
due diligence in various industries is the process through which a potential
acquirer evaluates a target company or its assets for acquisition.

In business transactions, the due diligence process varies for different types of
companies. The relevant areas of concern may include the financial, legal,
labour, tax, IT, environment and market/commercial situation of the company.
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Other areas include intellectual property, real and personal property, insurance
and liability coverage, debt instrument review, employee benefits and labour
matters, immigration, and international transactions.

In the perspective of private-sector world of business and finance, the term due
diligence refers to the process through which an investor researches an
organisation’s financial and organisational health to guide an investment
decision. The decision to fund or not to fund is based upon a balance of objective
data analysis, insight into the general state of organisational health and
stability, and intuition. A due diligence review is the process through which all
the factors that make up that equation are uncovered and understood. It is the
process in which a program officer seeks the truth about an organisation.

Due diligence in civil litigation, is the effort made by an ordinarily prudent or
reasonable party to avoid harm to another party. Failure to make this effort
may be considered negligence. This is conceptually distinct from investigative
due diligence, involving a general obligation to meet a standard of behaviour.
Quite often a contract will specify that a party is required to provide due
diligence.  Due care should not be confused with Due diligence. Due care should
be spelt out in full as duty of care. It is a legal concept by itself. Duty of care
may be very wide, far reaching, and also a grey area subject to argument.
When read carefully, care is the passive mode; diligence is the active mode.
First the duty of care (due care) arises, making it a requirement. In order to
fulfil this duty, due diligence is exercised. The flow may be continuous, but
these two concepts are different. When due diligence is called for, then there
will be a set of demands to be complied with, depending on the context.

In criminal law, due diligence is the only available defence to a crime that is
one of strict liability. Once the criminal offence is proven, the defendant should
prove beyond a reasonable doubt that they did everything possible to prevent
the act from happening. It is not enough that they took the normal standard of
care in their industry - they should show that they took every reasonable
precaution.

Information security due diligence is often undertaken during the information
technology procurement process to ensure risks are known and managed, and
during mergers and acquisitions due diligence reviews to identify and assess
the business risks.

Due diligence is a somewhat technical phrase used to describe a range of
assignments, legal obligations, reports and investigations which take place in
business, manufacturing and law. Its most frequently heard version is the one
pertaining to business, where due diligence refers to the steps taken by venture
capitalists before investing a round of capital in a start-up, the ongoing
investigation as to how the funds are being distributed, or the precautionary
steps taken by a larger company in deciding to acquire a smaller company.

INTRODUCTION TO ASSURANCE SERVICES
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In venture capitalism, due diligence involves looking into the past and present
of the people and structure of a company requesting venture funding. For
instance, venture capitalists are cautious of investing in companies that lack
people with credentials or a proven track record. Depending on the overall
level of caution in the investment environment at the time, a due diligence
investigation may be more or less stringent. Typically a venture capital firm
will have a dozen or more investigators whose task is to research specific details
of the personal history of people in the company.  Of course, due diligence is
not a magic potion against investment failures. Even a company made up of
well-educated high achievers can falter due to unpredictable market conditions,
unforeseen competition, or technical setbacks. Due diligence generally refers
to the background checks conducted after a venture partner has already made
a decision about the company.

In law, due diligence refers to precautions that are supposed to be taken by a
person or company in some context. For example, did the company thoroughly
check its product beforehand to ensure it was non-toxic or was not a
strangulation hazard? If the company did not and bad results come of the
negligence, it can be held criminally liable

Objectives of Due DiligenceObjectives of Due DiligenceObjectives of Due DiligenceObjectives of Due DiligenceObjectives of Due Diligence
The first step in planning a due diligence program is to define its objectives.
There may be different interest groups with different objectives in the given
investments.  However some of the more common objectives are:
(a) Verification that the business is essentially what it seems to be.

Determining this, by means of interviews, document study and on-site
inspections, is the fundamental objective of due diligence.

(b) Verification that the investment complies with investors’ criteria.  Many
investors have vital criteria for businesses in which they will invest.
These criteria may involve historical earnings, financial ratios, projected
earning potential, tangible book value in relation to price, quality of
management and type of business. The criteria reflect what investors
hope to get for their money

The objective of the due diligence process should be to quantify major items
and monetary values, not simply to identify assets, liabilities, defects or
problems.

Responsibility of ProfessionalsResponsibility of ProfessionalsResponsibility of ProfessionalsResponsibility of ProfessionalsResponsibility of Professionals
Accountants, attorneys, investment bankers, loan officers and other
professionals involved in securities transactions have an obligation to conduct
independent due diligence. Full disclosure is not just their clients’ responsibility.
Accountants may be required to provide formal opinion letters regarding the
business. Investment bankers and others routinely write “fairness opinions”
outlining their view of the transaction. Their objective is not just to provide
competent professional service to their clients but to establish a record
demonstrating they conducted adequate due diligence under the circumstances.
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Scope of Due Diligence ProgrammeScope of Due Diligence ProgrammeScope of Due Diligence ProgrammeScope of Due Diligence ProgrammeScope of Due Diligence Programme
While planning the scope and nature of a due diligence program, an investor
should determine the degree of business and legal risk he will accept. Scope in
this context consists of the depth of questioning on any subject and the quantity
of original documents to be reviewed. A comprehensive and systematic due
diligence program is absolutely necessary because risk multiplies when all
aspects of a business are not objectively reviewed. One should however balance
the amount of due diligence against the resources available in terms of time
and cost.

An intense, well-run due diligence  program cannot guarantee success for the
investor, but it can most certainly reduce the chances of incurring losses.
Conversely, no amount of information appraisal will totally eliminate risk or
generate certainty that the contemplated transaction will succeed; however,
that is no excuse for carrying out less work in a due diligence engagement.

What can be Considered Adequate Due Diligence?What can be Considered Adequate Due Diligence?What can be Considered Adequate Due Diligence?What can be Considered Adequate Due Diligence?What can be Considered Adequate Due Diligence?
There can actually never be enough due diligence in evaluating an investment,
but there are certain essentials that can lessen the investor’s risk and possibly
justify reducing the scope of due diligence.  They include the following:
(a) Stable and proven management;
(b) Audited financial statements with short, easily understood notes;
(c) History of consistent earnings;
(d) Few subsidiaries, divisions or joint ventures;
(e) Strong market position;
(f) Absence of material litigation;
(g) No real estate or operations with potential environmental problems;
(h) Earnings primarily from operations;
(i) Not dependent upon one or few customers or clients;
(j) No intangible assets;
(k) No intercompany transactions;
(l) No discontinued operations or restructuring;
(m) Little or no extraordinary income or expenses;
(n) Strong internal controls; and
(o) Few and readily accessible locations.

The absence of the above list will increase the signal for maximum due diligence.
It would be necessary to conduct extensive due diligence if a number of
significant adverse risk factors arose. Reducing its scope of due diligence can
possibly be justified if key elements of the business are in favourable condition.

Constructing a Due Diligence QuestionnaireConstructing a Due Diligence QuestionnaireConstructing a Due Diligence QuestionnaireConstructing a Due Diligence QuestionnaireConstructing a Due Diligence Questionnaire
On commencement of a due diligence programme, a list of information and
documents that eventually may be required should be compiled. Such a large
quantity of information on so many subjects is needed that an effort should be
made to avoid matters of little importance or those that are irrelevant. The
objective of data collection is to obtain enough information to make an informed
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business decision. An exact amount of information cannot be recommended,
but the following questions can help develop a due diligence questionnaire:
(a) Is the information necessary to understand the business?
(b) Is it necessary for negotiations and to write the contracts to conclude the

deal?
(c) If the information is not requested now, will it be needed at a later date?
(d) Could mistakes be avoided by obtaining the information?
(e) Is the information necessary to affect a smooth transition and for those

managing the investment to be effective?
(f) Since it is impossible to predict which subject or document will prove to

be of great importance, it is better to include a subject than to delete it.

A due diligence checklist records answers and identifies what is missing. The
checklist should ask questions to cover the following areas of the proposed
investment;
! Capital structure
! Management
! R & D and Technology
! Real Estate facilities
! Markets, competitions and customers
! Marketing
! Pricing
! Advertising and public relations
! Purchasing
! Human resources
! Employees
! Compensations and benefits
! Corporate Culture
! Legal
! Information system
! Budgeting and Planning
! Insurance and bonding
! Environmental issues
! Debt and Banking
! Investments and Cash Management
! Taxes
! Accounting general questions
! Accounting policies
! Cash
! Accounts and notes receivables
! Inventories
! Fixed and other assets
! Liabilities
! Backlog and Income Recognition
! Cost of Sales, Selling and Administrative Expenses
! Intercompany transactions
! Investment Questions and Issues.
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9.59.59.59.59.5 FORENSIC AUDITFORENSIC AUDITFORENSIC AUDITFORENSIC AUDITFORENSIC AUDIT

Forensic audit is the specialty practice area of accountancy that describes
services which result from actual or anticipated disputes or litigation. Forensic
means suitable for use in a court of law, and it is to that standard and potential
outcome that forensic auditors generally have to work. Forensic auditors, also
referred to as forensic accountants or investigative auditors, often have to give
expert evidence at the eventual trial. It includes the audit of accounting records
to prove or disprove a fraud. Includes the interview process of all related parties
to a fraud, when applicable. It also includes the act of serving as an expert
witness when matters are brought up in court. The term forensic in the
accounting profession deals with the use or application of financial data in
resolving allegations of fraud. Forensic audit evidence is oriented to a court of
law.

The need of forensic audit is almost always reactive; this distinguishes it from
fraud audit, which is actively involved in prevention and detection in corporate
or regulatory environment. Forensic auditors are engaged to react to complaints
arising in criminal matters, statements of claims arising in civil litigations,
and rumours and inquiries arising in corporate investigations.

In contrast to financial audit, forensic audit put things together rather than
taking them apart.  The process of forensic auditing sometimes is more intuitive
than deductive, although intuition and deduction play important roles. Forensic
auditing is less procedural as it is intended to work more effectively in detecting
fraud. Professional scepticism is the basic mindset for forensic audit.

Need for FNeed for FNeed for FNeed for FNeed for Forororororensic Aensic Aensic Aensic Aensic Auditinguditinguditinguditinguditing
Complexities in business and changes in social and legal expectations have
enhanced the need for forensic auditing. Wherever a potential loss, real financial
loss, or risk of loss is perceived, a forensic audit may be commissioned. It can
be applied in the following areas
(a) Corporate InvestigationsCorporate InvestigationsCorporate InvestigationsCorporate InvestigationsCorporate Investigations:     Organisations frequently are faced with

circumstances of possible wrongdoings that may require investigations.
The forensic auditor assists in investigating allegations ranging from
kickbacks and wrongful dismissals to internal situations involving
allegations of management or employee wrongdoing.

(b) Litigation SupportLitigation SupportLitigation SupportLitigation SupportLitigation Support: In cases of loss of profit, construction claims, product
liability, shareholder disputes, bankruptcies and breach of contracts,
forensic auditors assist counsel in investigating and assessing the
integrity and amount relating to such cases.

(c) Criminal MattersCriminal MattersCriminal MattersCriminal MattersCriminal Matters: In criminal matters, forensic auditors as expert
witnesses are increasingly important in court cases in variety of
situations such as arson, scams, fraud, vendor frauds, customer frauds,
investment scams, and stock market manipulations.

(d) Insurance claimsInsurance claimsInsurance claimsInsurance claimsInsurance claims: To assess the integrity and the quantum of claim,
the assistance of the forensic auditor is often required.
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(e) GovernmentGovernmentGovernmentGovernmentGovernment: Forensic accountants assist Governments to achieve
regulatory compliance by ensuring that companies follow the appropriate
legislation.

Qualities of a FQualities of a FQualities of a FQualities of a FQualities of a Forororororensic Aensic Aensic Aensic Aensic Auditoruditoruditoruditoruditor
Most aspects of forensic audit fall outside the normal training of financial
auditors. The following qualities are necessary to perform adequately as a
forensic auditor:
(a) Ability to identify fraud with minimal initial information;
(b) Identification of financial issues. When confronted with situations arising

from a complain, allegation, rumour, etc., he should be able to quickly
identify the financial issues significant to the matter;

(c) Knowledge of investigation techniques;
(d) Knowledge of evidence. He should understand what constitutes evidence.

For example, the meaning of “best” and “primary” evidence, the rules
of evidence in court, and what constitute evidence in court;

(e) Interpretation of financial information;
(f) Presentation of financial findings. He should have the ability to

communicate in findings in a language that is understandable by a lay
person and without any ambiguity;

(g) Investigative skills.  Investigative skills are needed for litigation support;
(h) Investigative mentality. The forensic auditor should, along with

accounting skills, develop an investigative mentality that allows him to
go beyond the limits established in generally accepted auditing
standards;

(i) Scope is not restricted as a result of materiality;
(j) Sampling is not recommended; and
(k) Non-assumption of integrity of management.

Steps in FSteps in FSteps in FSteps in FSteps in Forororororensic Aensic Aensic Aensic Aensic Auditinguditinguditinguditinguditing
The following steps are adopted by the forensic auditor in performing an audit:
(a) Verify compliance with regulatory, legal and evidential matters;
(b) Review documents related to legal and general business functions;
(c) Test the organisation’s motivational and ethical climate;
(d) Document management, administrative, and organisational policies,

procedures, and practices;
(e) Gather and preserve evidence to corroborate asset losses, fraudulent

transactions;
(f) Establish accounting, audit, and internal control;
(g) Conduct a review of internal controls;
(h) Assess the strengths and weaknesses of those controls;
(i) Design scenarios of potential fraud losses based on identified

weaknesses in internal controls;
(j) Identify questionable and exceptional transactions;
(k) Identify questionable and exceptional account balances and variations;
(l) Distinguish between simple and human errors and omissions in entries

and fraudulent entries;
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(m) Follow the flow of funds that support documents;
(n) Follow the flow of funds into and out of an organisation’s bank account;
(o) Search for underlying support documents for questionable transactions;
(p) Review such documents for peculiarities; examples are fake billings,

destruction of data, improper account classification, irregularities in
financial data, substitution of copies of documents for the original;  and

(q) Document and report fraud loss for criminal, civil, or insurance claims.

DifferDifferDifferDifferDifferences Between Fences Between Fences Between Fences Between Fences Between Forororororensic Aensic Aensic Aensic Aensic Audit and Financial Audit and Financial Audit and Financial Audit and Financial Audit and Financial Audituditudituditudit
The procedure for financial audits are designed to detect material
mis-statements, not material frauds. Financial auditors depend on a sample
and rely on examination of audit trail instead of the examination of the events
and activities behind the documents. Financial audit procedures are based on
uncovering material deviations in financial data and significant variances from
acceptable accounting and auditing standards. Forensic auditors look behind
and beyond the transactions and audit trail to focus on substance of the
transactions instead.  Unlike the financial auditor, the forensic auditor asks the
following questions:
(a) Where are the weakest links in the system chain of controls?
(b) How are offline transactions handled, and who authorises them?
(c) What possible deviations can occur in the system different from

conventional good accounting practice?
(d) What simple way exists to compromise the system?
(e) What is the nature of work environment in the organisation?
(f) How can higher management bypass the control systems in the

organisation?

Forensic audit has the following peculiar characteristics:
(a) It is more a mindset than a mythology;
(b) Forensic audit approach is different from financial audit approach;
(c) Forensic audit is learned from experience not from text books; and
(d) Forensic audit views fraud as an intentional misrepresentation of

material financial facts; financial audit views fraud as an intentional
misrepresentation of financial fact of a material nature.

9.69.69.69.69.6 SUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONSSUMMARY AND CONCLUSIONS

The chapter makes an introduction to assurance services. Elements and scope
of assurance services were discussed, including the various forms of assurance
reports. Issues on due diligence as an aspect of audit and assurance, were
covered.

Similarly forensic services as distinct from financial audit was explained, with
steps required for an effective forensic investigation, provided.

Refer to Comprehensive Questions and Suggested Solutions in Appendix II, on
page 321.
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9.79.79.79.79.7 REVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONSREVISION QUESTIONS

9.7.19.7.19.7.19.7.19.7.1 MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS

1. The various elements which are peculiar to an assurance engagement do
not include the following:
(A) Existence of a three party relationship involving the practitioner

the responsible party and the intended user
(B) Non-existence of suitable criteria
(C) Identification of the subject matter
(D) Written assurance report in appropriate form to include appropriate

conclusion
(E) Availability of sufficient appropriate evidence.

2. Which of the following is not an example of assurance engagements
(A) A statutory audit
(B) Reports and statements of Accounting Policies
(C) Reports on Corporate Social Responsibility Performance
(D) Reports on Environmental Performance
(E) Report for Lenders and Other Investors.

3. One of the following is not a peculiar characteristics of forensic audit
(A) It is more a mind set than a mythology
(B) Forensic audit approach is different from financial audit approach
(C) Forensic audit is learned from experience not from text books
(D) Forensic audit is the same as assurance service
(E) Forensic audit views fraud as an intentional misrepresentation of

material financial facts; financial audit views fraud as an intentional
misrepresentation of financial fact of a material nature.

4. One of the following questions is not necessary in developing a due
diligence questionnaire
(A) Is the information necessary to understand the business
(B) Is it necessary for negotiations and to write the contracts to

conclude the deal
C. If the information is not requested now, will it be needed at a

later date
D. Could mistakes be avoided by obtaining the information
E. The academic qualifications of management staff.

9.7.29.7.29.7.29.7.29.7.2 SHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONSSHORT ANSWER QUESTIONS

5. It is noted that there can actually be enough due diligence when evaluating an
investment, however there are certain essentials that can lessen the investor’s risk
and possibly reduce the scope of due diligence.  List these essentials.

6. The term “Due Diligence” may mean different things in different professions and
industries; what do you understand by the term Due Diligence in the
perspective of private sector world of business and finance.

7. Complexities in business and changes in social and legal expectations have
enhanced the need for forensic auditing. What are the areas where forensic audit
can be applied?
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8. What are the qualities that are required of a good forensic auditor?

9. List the steps necessary by a forensic auditor to perform a forensic audit.

Refer to suggested solution in Appendix I on page 301.
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APPENDIX IAPPENDIX IAPPENDIX IAPPENDIX IAPPENDIX I

SUGGESTED SOLSUGGESTED SOLSUGGESTED SOLSUGGESTED SOLSUGGESTED SOLUTIONS TO REVISIONUTIONS TO REVISIONUTIONS TO REVISIONUTIONS TO REVISIONUTIONS TO REVISION
QUESTIONSQUESTIONSQUESTIONSQUESTIONSQUESTIONS

CHAPTER 1CHAPTER 1CHAPTER 1CHAPTER 1CHAPTER 1

1. A

2. C

3. D

4. C

5. D

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. Fundamental principles of independent auditing:
The Auditors’ Code, published by APB, prescribes nine fundamental principles of
independent auditing as follows:

(a) AccountabilityAccountabilityAccountabilityAccountabilityAccountability
Auditors act in the interests of primary stakeholders, whilst having regard
to the wider public interest. The identity of primary stakeholders is
determined by reference to the statute or agreement requiring an audit: in
the case of companies, the primary stakeholder is the general body of
shareholders.

(b) IntegrityIntegrityIntegrityIntegrityIntegrity
Auditors act with integrity, fulfilling their responsibilities with honesty,
fairness and truthfulness.
Confidential information obtained in the course of the audit isdisclosed
only when required in the public interest, or by  operation of law.

(c) Objectivity and independenceObjectivity and independenceObjectivity and independenceObjectivity and independenceObjectivity and independence
Auditors are objective. They express opinions independently of the entity
and its directors.

(d) CompetenceCompetenceCompetenceCompetenceCompetence
Auditors act with professional skill, derived from their qualification, training
and practical experience.

This demands an understanding of financial reporting and business issues,
together with expertise in accumulating and assessing the evidence
necessary to form an opinion.

(e) RigourRigourRigourRigourRigour
Auditors approach their work with thoroughness and with an attitude of
professional scepticism. They assess critically the information and
explanations obtained in the course of their work and such additional
evidence as they consider necessary for the purposes of their audit.

(f) JudgementJudgementJudgementJudgementJudgement
Auditors apply professional judgement taking account of materiality in the
context of the matters on which they are reporting.

(g) Clear CommunicationClear CommunicationClear CommunicationClear CommunicationClear Communication
Auditors’ reports contain clear expressions of opinion and set out information
necessary for a proper understanding of that opinion.
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(h) AssociationAssociationAssociationAssociationAssociation
Auditors allow their reports to be included in documents containing other
information only if they consider that the additional information is not in
conflict with the matters covered by their report and they have no cause to
believe it to be misleading.

(i) PPPPPrrrrroviding Voviding Voviding Voviding Voviding Valuealuealuealuealue
Auditors add to the reliability and quality of financial reporting; they provide
to directors and officers constructive observations arising from the audit
process; and thereby contribute to the effective operation of business, capital
markets and the public sector.

2. ScopeScopeScopeScopeScope
The auditor considers the following matters in determining the scope of work:
(a) the relevant statements of accounting standards,
(b) the auditing standards,
(c) the requirements of relevant professional bodies,
(d) legislation and regulations and
(e) the terms of the audit engagement

3. Ethical principlesEthical principlesEthical principlesEthical principlesEthical principles
In the conduct of any audit of financial statements auditors should comply with the
ethical guidance issued by their relevant professional bodies.

The ethical principles which govern auditors’ professional responsibilities include:
(a) integrity;
(b) objectivity;
(c) independence;
(d) professional competence and due care;
(e) professional behaviour; and
(f) confidentiality.

In Nigeria, the auditor should comply with the ‘Rules of Professional Conduct for
Members issued by the Institute of Chartered Accountants of Nigeria and accounting
standards issued by the Nigerian Accounting Standards Board. The ‘Rules of
Professional Conduct for Members’ covers the following matters:
(a) fundamental principles
(b) integrity, objectivity and independence
(c) conflicts of interest
(d) confidentiality
(e) changes in professional appointment
(f) consultancy
(g) association with non-members
(h) fees
(i) obtaining professional work
(j) the names and letterheads of practicing firms
(k) second and other opinions
(l) members in business
(m) enforcement of ethical standards

4. Independence of mind:Independence of mind:Independence of mind:Independence of mind:Independence of mind:
The state of mind that permits the provision of an opinion without being affected
by influences that compromise professional judgement, allowing an individual to
act with integrity, and exercise objectivity and professional scepticism.
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5. Matters which should be considered in determining whether confidential
information may be disclosed are as follows:
(a) When disclosure is authorised.  When authorisation to disclose isgiven by

the client or the employer the interests of all the parties including those
third parties whose interests might be affected should be considered.

(b) When disclosure is required by law. Examples of when a professional
accountant is required by law to disclose confidential information are:

(c) To produce documents or to give evidence in the course of legal
proceedings; and

(d) To disclose to the appropriate public authorities infringements of the law
which come to light.

When there is a professional duty or right to disclose:
(a) To comply with technical standards and ethics requirements; such disclosure

is not contrary to this section;
(b) To protect the professional interests of a professional accountant in legal

proceedings;
(c) To comply with the quality (or peer) review of a member body or professional

body; and
(d) To respond to an inquiry or investigation by a member body or regulatory

body.

When the professional accountant has determined that confidential information
can be disclosed, the following points should be considered:
(a) Whether or not all the relevant facts are known and substantiated,to the

extent it is practicable to do so; when the situation involves unsubstantiated
fact or opinion, professional judgement should be used in determining
the type of disclosure to be made, if any;

(b) What type of communication is expected and the addressee; in particular,
the professional accountant should be satisfied that the parties to whom
the communication is addressed are appropriate recipients and have the
responsibility to act on it; and

(c) Whether or not the professional accountant would incur any legal liability
having made a communication and the consequences thereof.

In all such situations, the professional accountants should consider the
need to consult legal counsel and/or the professional organisation(s)
concerned. The ‘Rules of Professional Conduct for Members’ issued by the
Institute of Chartered Accountants of Nigeria provides, in relation to
confidentiality, that:
 ! information confidential to a client or employer acquired in the

course of professional work should not be disclosed except where
consent has been obtained from the client, employer or other proper
source, or where there is a legal right or duty to disclose.

! Where a legal right or duty of disclosure does exist, the client or
employer should normally be notified in advance of the disclosure
being made.

CHAPTER 2CHAPTER 2CHAPTER 2CHAPTER 2CHAPTER 2

1. C

2. A

3. A

4. A

5. E

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. Remuneration of auditors
(a) The remuneration of the auditors of a company-

(i) in the case of an auditor appointed by the directors, may be fixed
by the directors; or

(ii) shall be fixed by the company in general meeting or in such manner
as the company in general meeting may determine.

(b) “Remuneration” includes sums paid by the company in respect of the
auditors’ expenses. (Section 361).

2. Liability of auditors for negligence
(a) A company’s auditor shall in the performance of his duties, exercise all

such care, diligence and skill as is reasonably necessary in each particular
circumstance.

(b) Where a company suffers loss or damage as a result of the failure of its
auditor to discharge the fiduciary duty imposed on him the auditor shall
be liable for negligence and the directors may institute an action for
negligence against him in the court.

(c) If the directors fail to institute an action against the auditor any member
may do so after the expiration of 30 days’ notice to the company of his
intention to institute such action. (Section 368)

3. Any person:
(a) having any interest in a bank otherwise than as a depositor; or
(b) who is a director, officer or agent of a bank; or
(c) which is a firm in which a director of a bank has any interest as partner or

director; or
(d) who is indebted to a bank, shall not be eligible for appointment as the

approved auditor for that bank;
(e) and a person appointed as such auditor who subsequently – acquires

such interest; or becomes a director, officer or agent of the bank; or becomes
indebted to a partner in a firm in which a director of a bank is interested as
partner or director, shall cease to be such auditor.

4. NASB Act 2003 prescribes stiff penalties for non-compliance with accounting
standards issued by the NASB. These include
(a) Fines at the discretion of the Board
(b) 5 million fine
(c) One year imprisonment, or both, on conviction
(d) Proscription or delisting of the firm of accountants

5. Family and Personal Relationships
The Code of Ethics for Professional Accountants issued by the International
Federation of Accountants further provides that “Family and personal relationships
between a member of the assurance team and a director, an officer or certain
employees, depending on their role, of the assurance client, may create self-interest,
familiarity or intimidation threats. It is impracticable to attempt to describe in detail
the significance of the threats that such relationships may create. The significance
will depend upon a number of factors including the individual’s responsibilities
on the assurance engagement, the closeness of the relationship and the role of the
family member or other individual within the assurance client. Consequently, there
is a wide spectrum of circumstances that will need to be evaluated and safeguards
to be applied to reduce the threat to an acceptable level”.
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When an immediate family member of a member of the assurance team is
(a) a director, an officer or an employee of the assurance client in a  position to

exert direct and significant influence over the subject matter of the assurance
engagement, or

(b) in such a position during any period covered by the engagement, the
threats to independence can only be reduced to an acceptable level by
removing the individual from the assurance team. The closeness of the
relationship is such that no other safeguard could reduce the threat to
independence to an acceptable level.

If application of this safeguard is not used, the only course of action is to withdraw
from the assurance engagement. For example, in the case of an audit of financial
statements, if the spouse of a member of the assurance team is an employee in a
position to exert direct and significant influence on the preparation of the audit
client’s accounting records or financial statements, the threat to independence
could only be reduced to an acceptable level by removing the individual from the
assurance team.

When a close family member of a member of the assurance team is a director, an
officer, or an employee of the assurance client in a position to exert direct and
significant influence over the subject matter of the assurance engagement, threats
to independence may be created.  The significance of the threats will depend on
factors such as:
(a) The position the close family member holds with the client; and
(b) The role of the professional on the assurance team.

The significance of the threat should be evaluated and, if the threat is other than
clearly insignificant, safeguards should be considered and applied as necessary
to reduce the threat to an acceptable level.  Such safeguards might include:
(a) Removing the individual from the assurance team;
(b) Where possible, structuring the responsibilities of the assurance team so

that the professional does not deal with matters that are within the
responsibility of the close family member; or

(c) Policies and procedures to empower staff to communicate to senior levels
within the firm any issue of independence and objectivity that concerns
them.

CHAPTER 3CHAPTER 3CHAPTER 3CHAPTER 3CHAPTER 3

1. E

2. A

3. E

4. C

5. C

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. The scope and objectives of internal audit vary widely and depend on the size and
structure of the entity and the requirements of its management and directors.
Generally, internal audit activities include one or more of the following:
(a) review of the accounting and internal control systems: the establishment

of adequate accounting and internal control systems is a responsibility of
management and the directors which demands proper attention on a
continuous basis. Often internal audit is assigned specific responsibility
for reviewing the design of the systems, monitoring their operation and
recommending improvements thereto.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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(b) Examination of financial and operating information: this may include review
of the means used to identify, measure, classify and report such information
and specific enquiry into individual items including detailed testing of
transactions, balances and procedures;

(c) Review of the economy, efficiency and effectiveness of operations including
non financial controls of an organisation;
Review of compliance with laws, regulations and other external
requirements and with internal policies and directives and other
requirements including appropriate authorisation of transactions; and

(d) Special investigations into particular areas, for example suspected fraud.

2. The internal audit function’s objectives vary
(a) according to the requirements of management and the directors and,
(b) generally, less emphasis is placed on materiality consideration.

3. In some cases, after considering the activities of internal audit, the external auditors
may decide that internal audit work will have no effect on external audit procedures.
Nevertheless, external auditors normally find it helpful to be aware of conclusions
drawn by internal audit.

In the event that the external auditors conclude that the internal audit work is not
adequate for their purposes,
(a) they should extend their procedures beyond those original planned and
(b) ensure that sufficient appropriate audit evidence is obtained to support

the conclusions reached.

4. To assess inherent risk
(a) Auditors use their professional judgement to evaluate numerous factors
(b) Having regard to their experience of the entity from previous audits
(c) Any controls established by management  to compensate for a  high level

of inherent risk and
(d) Their knowledge of any significant changes which have taken place.

Examples of the factors are:
At the entity level

(a) The integrity of directors and management
(b) Management experience and knowledge and changes in management

during the period,
(c) Unusual pressures on directors or management, such as tight reporting

deadlines, market expectations or other circumstances might predispose
them to misstate the financial statements,

(d) The nature of the entity’s business
(e) Factors affecting the industry in which the entity operates

5. Control risk in the small business
(a) Auditors must obtain an appropriate level of audit evidence to support

their audit opinion regardless of the size of the entity.
(b) However, many internal controls relevant to large entities are not practical

in the small business; for example, in small businesses accounting
procedures may be performed by few persons who may have both operating
and custodial responsibilities and, consequently, segregation of duties
may be severely limited.

(c) Inadequate segregation of duties may, in some cases, be offset by other
control procedures and close involvement of an owner or manager in strong
supervisory controls where they have direct personal knowledge of the
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entity and involvement in transactions though this in itself may introduce
other risks.

(d) In circumstances where segregation of duties is limited and evidence of
supervisory controls is lacking, the audit evidence necessary to support
the auditors’ opinion on the financial statements may have to be obtained
entirely through the performance of substantive procedures and any audit
work carried out in the course of preparing the financial statements.

CHAPTER 4CHAPTER 4CHAPTER 4CHAPTER 4CHAPTER 4

1. A

2. E

3. E

4. F

5. E

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. Planning the work
Planning is necessary for audits of entities of all sizes.  The objectives of planning
the audit work, which takes place before the detailed audit work begins, include:
(a) Ensuring that appropriate attention is devoted to the different areas of the

audit;
(b) Ensuring that potential problems are identified; and
(c) Facilitating review.

Planning also assists
(a) in the proper assignment of work to members of the audit team and
(b) their briefing, and
(c) in the co-ordination of work done by other auditors and experts, so that

the audit may be performed in an efficient and timely manner.
(d) In obtaining an understanding of the entity’s affairs and,
(e) all members of the audit team in understanding the nature and scope of

the work they are to carry out before the audit field work starts.

Obtaining knowledge of the entity’s business is required as an important part of
planning the work.  The auditors’ experience with the entity and knowledge of its
business assist in the identification of events,transactions and practices which
may have a material effect on the financial statements.

Planning varies according to the size of the entity and the complexity of the audit.

2. Auditors need to discuss elements of the overall audit plan and certain audit
procedures with
(a) the entity’s management and staff, and
(b) with any audit committee in order to improve the effectiveness of the audit

and to co-ordinate audit procedures with work of the entity’s personnel,
including internal auditors.

The overall audit plan and the detailed audit procedures to be performed, however,
remain the auditors’ responsibility.  When such discussions occur, care is required
not to compromise the independence and validity of the audit.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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3. Work performed by audit staff is reviewed by other more senior audit staff or the
audit engagement partner. Reviewers consider whether:
(a) the work has been performed in accordance with the firm’s procedures

and in accordance with the audit programme.
(b) The work performed is adequate in light of the results obtained and has

been adequately documented;
(c) Significant audit matters have been raised for further consideration;
(d) Appropriate consultations have taken place and the results of such

consultations have been documented;
(e) The objectives of the audit procedures have been achieved; and
(f) The conclusions are consistent with the results of the work performed.

Audit engagement partners perform an overall review of working papers. The
review is sufficient for them to be satisfied that the working papers contain sufficient
appropriate evidence to support the conclusions reached and for the auditors’
report to be issued.

Although the review may not cover all working papers, it covers:
(a) all critical areas of judgement, especially any relating to difficult or

contentious matters identified during the audit.
(b) audit evidence relating to high risk areas;
(c) any other areas which the audit engagement partner considers important.

Audit engagement partners document the extent of their review and its timing so
as to demonstrate that is was completed before the auditors’ report was signed.
Review notes recording questions or points raised in the course of the audit need
not be retained at the end of the audit provided that the working papers have
been updated thereto and, in particular, record the reasoning on all significant
matters which require the exercise of judgement.

4. MonitoringMonitoringMonitoringMonitoringMonitoring
Firms should appoint a senior audit partner to take responsibility for monitoring
the time aspects of audits carried out by the firm.

The responsibility for monitoring the time aspects of audit performance is different
from the responsibility for the establishment of quality control policy and processes.
Wherever possible, the two responsibilities are undertaken by different senior
audit partners.

The objective of monitoring time and costs to provide an independent assessment
of:
(a) the appropriateness of the time cost, billing and recovery of costs on audit;
(b) whether the firm’s own time and cost policy and processes have been

applied.

The senior audit partner responsible for the monitoring process
(a) develops procedures for the systematic review of time cost, billing and

recovery on completed audit engagements.
(b) develops appropriate course of action where significant variances between

estimated time cost and actual cost are identified.  Courses of action may
involve communication of the findings within the firm and additional
training.

(c) ensures changes to the firm’s policies and procedures and disciplinary
action against those who repeatedly fail to comply with the firm’s standards.
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5. Auditors should apply analytical procedures at the planning stage to assist in:
(a) understanding the entity’s business,
(b) identifying areas of potential audit risk and
(c) planning the nature, timing and extent of other audit procedures.....

Analytical procedures at this stage are usually based on interimfinancial information,
budgets and management accounts. Discussions with management, focused on
identifying significant changes in the business since the prior financial period,
may also be useful.

Application of analytical procedures may indicate
(a) aspects of the entity’s business of which the auditors were previously

unaware and
(b) assist in determining the nature, timing and extent of other audit procedures.

CHAPTER 5CHAPTER 5CHAPTER 5CHAPTER 5CHAPTER 5

1. D

2. B

3. C

4. D

5. E

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. (a) The auditor should keep in mind the objectives of observing a physical
inventory, namely:

(b) To ascertain that the inventory exists.
(c) To observe that the count are accurate.
(d) Ensure the description of the inventory are accurate; and
(e) Its condition properly recorded.

The auditor makes and records test counts of inventory for the following purposes:
(a) Confirm the accuracy of the client’s counting and
(b) Record evidence to corroborate the existence of the inventory for later

tracing to the inventory summary sheet.
(c) Random selection, independent counting and comparison with quantities

recorded by the clients, provide evidence that all items on hand are
accurately included in the client’s recorded counts.

If the auditor’s test counts disclose an unacceptable number of errors in a particular
location, the client would ordinarily perform a recount of the inventory.

2. The factors that would influence the timing of the inventory are:
(a) When the inventory is subject to significant volatility of movement of

quantities, or if the control procedures for accounting for movement are
ineffective, it should be counted at year-end;

(b) If those procedures are effective, the count can be taken before year-end
or, if the client used cycle counts, on a staggered basis throughout the
year;

(c) If the inventory is taken at one time, both client and auditor usually prefer
a month in the last quarter of the fiscal year.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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3. “Goodwill is the difference between the value of a business as a whole and the
aggregate of the fair values of its separable net assets”. Separable net assets are
those assets (and liabilities) which can be identified and sold (or discharged)
separately without necessarily disposing of the business as a whole. They include
 identifiable intangibles. Other Definitions Include:
(a) The value attributable to a company’s average strength in areas such as

technical skill and knowledge;
(b) The value of the business community’s attitudes to the entity;
(c) That part of the value of a business which arises from all its advantageous

circumstances which generate earnings above an assumed norm (super
profits).

4. Auditors should consider the following factors before observing the year-end
inventories:
(a) Timing of inventories at various locations,
(b) Difficulty of observing them, and
(c) Number of counting teams the client provides.

The auditor should also observe inventory exercise so as to ascertain:
(a) Whether supervisory personnel are present,
(b) How planned recounting procedures are executed,
(c) Whether cut-off procedures are performed,
(d) How inventory count documents are controlled,
(e) How individual areas or departments are controlled and cleared, and
(f) Whether instructions are followed.

The auditor’s assessment of how effective the client’s reconciliations are would
determine the nature, timing, and extent of many of the substantive tests of cash.
Other factors are:
(a) The adequacy of the accounting system,
(b) The competence of employees conducting the reconciliations, and
(c) The segregation of duties.

The more effective the auditor finds the client’s reconciliations to be, that is, the
lower the assessed level of control risk, the less detailed the auditor’s reconciliation
procedures have to be. Those procedures may range from simply reviewing the
client’s reconciliations at year-end, if control risk has been assessed as low, to
performing independent reconciliations covering the entire year using the proof
of cash form.  Generally, performing proof of cash reconciliation for the entire year
is considered necessary only in special situations, such as when a defalcation is
believed to have occurred. Between those two extremes falls the auditor’s judgmental
discretion.

5. Kiting is a way of concealing cash shortages caused by a defalcation, such as
misappropriating cash receipts that were perpetrated previously.  It involves the
careful and deliberate use of the “float” (the time necessary for a cheque to clear
the bank it was drawn on). Drawing a cheque on one bank, depositing it in another
bank just before year-end, so that deposit appears on the bank statement and the
recording of the transfer in the receipts is not done until after year-end amounts to
kiting. The float period will cause the cheque not to clear the bank it was drawn on
until after year-end, and the amount transferred is included in the balances of
both bank accounts. Since the transfer is not recorded as a receipt or a disbursement
until the following year, it will not appear as an outstanding cheque or a deposit in
transit on the reconciliation of either bank account. The effect is to increase receipts
per the bank statement; if the misappropriation of cash receipts and the kiting take
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place in the same period, receipts per the bank statement will agree with receipt
per the cash receipts journal at the date of the bank reconciliation. (If the
misappropriation of cash receipts takes place in the period before the kiting, a
proof of cash may also reveal the kiting).  Kiting requires that the transfer process
be repeated continually until the misappropriated funds have been restored.  Kiting
could have a wider meaning to encompass writing cheques against inadequate
funds with the intent of depositing sufficient funds later, but before the cheques
clear the book.

CHAPTER 6CHAPTER 6CHAPTER 6CHAPTER 6CHAPTER 6

1. C

2. E

3. A

4. D

5. B

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. Internal control

2. Online

3. Roles

4. Information Technology General Controls or IT General Controls or ITGC

5. Completeness check control

CHAPTER 7CHAPTER 7CHAPTER 7CHAPTER 7CHAPTER 7

1. C

2. D

3. D

4. D

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. The Auditor-General for the Federation is appointed by the President on the
recommendation of the Federal Civil Service Commission subject to confirmation
by the Senate. He is appointed in accordance with the provision of Sec 86 of the
Constitution of Federal Republic of Nigeria.

2. A person shall act in the office of the Auditor-General for a period not exceeding six
months.  Any extension of the acting period must be with the sanction of a resolution
of the Senate.

3. Public Accounts Committee is empowered to:
(a) Examine such audited accounts of the Federation and of all offices and

courts of the Federation and the Auditor-General report thereon as may be
referred to it.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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(b) Examine:
(i) The Accounts and reports of ministries and Departments of the

Government of the Federation.
(ii) The Audited Accounts of statutory corporations, boards and such

other government bodies.
(iii) The causes which led to, or might have led to, any excess over

approved appropriations.

In the performance of the above-named functions, the PAC is further empowered
to:
(a) Procure all such evidence, oral or written and examine such persons as it

may deem necessary or desirable.
(b) Require any person to produce any books, documents or records, as it may

deem necessary and desirable.

The composition of PAC is geared towards functioning like a court of enquiry
empowered to look into civil and criminal cases as regards allocation and
disbursement and use of public funds by public officers who have been entrusted
with the responsibility of judiciously using the funds, carrying out government
programmes, and recommending appropriate actions against officers fund wanton
in carrying out his duties.

4. VVVVValue-foralue-foralue-foralue-foralue-for-money audit-money audit-money audit-money audit-money audit
This is also known as Performance Audit by British classification.  It is also called
Economy and Efficiency Audit. The essence is to determine whether an entity is
acquiring, managing or utilizing its resources (staff, building materials space etc.)
in an economical and efficient manner and the causes of any inefficiencies or
uneconomical practices.Value for Money Audit is defined as an objective professional
and systematic assessment of:
(a) The nature and function of an authority’s managerial systems and

procedures.
(b) The economy and efficiency with which its services are processed.
(c) The effectiveness of its performance in achieving objectives.

Phases of value-for-money auditPhases of value-for-money auditPhases of value-for-money auditPhases of value-for-money auditPhases of value-for-money audit
(a) Proposal Phase which aims at justifying the study of a particular area,

authorise, initial resources and determine further considered initial analysis
of financial statistics, audit costs and other performance indicators.

(b) The Scooping Phase, which aims at gathering sufficient details. It embraces,
gathering working information, studying related legislations, testing
controls act. At this stage there will be comprehensive management systems
and objective review.

(c) Planning Phase, aims at planning to fully develop identified potentials.
The planning and control processes are properly analysed and methods of
reviewing operating results are examined through analysis of control and
reporting systems.

(d) Implementation Phase: aims at reporting the audit results to those
responsible for receiving or acting on them.

(e) Evaluation Phase: is to evaluate the audit result, methodology and
performance of the audit staff. The focus here will be assessment of efficiency
and effectiveness review. Value-for-money audit aims to identify
ineffectiveness in the system and underutilisation of resources.
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5.5 .5 .5 .5 . An internal auditor in the public sector is responsible for:
(a) Reviewing, evaluating and reporting on the adequacy or otherwise of the

controls installed and operated and the extent to which they assure
propriety, security, completeness and accuracy of operations of the
establishment;

(b) Performing the responsibility imposed by the Civil Service Reforms. The
Reforms state that he shall carry out complete and continuous audit of
accounts and records of revenue and expenditure, plant stores and assume
the duty of Stock Verifier where none exists in an establishment;

(c) Confirmation of reliability and accuracy of extracted financial information
to management.

CHAPTER 8CHAPTER 8CHAPTER 8CHAPTER 8CHAPTER 8

1. C

2. D

3. D

4. D

5. C

SHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONSSHORT ANSWER SOLUTIONS

1. Accounting Standards require that potential losses due to uncertainties be classified
as “probable,” “reasonably possible,” or “remote.”:
(a) If a loss is probable, management must provide for it in the financial

statements, either by accruing it if the amount is susceptible to reasonable
determination or by disclosing it if the amount cannot be reasonably
estimated. No explanatory language is needed in the auditor’s standard
report if the auditor agrees that the provision or disclosure is appropriate;
if the amount cannot be reasonably estimated, however, the auditor should
add an explanatory paragraph to the report because of the uncertainty.

(b) Likewise, a “remote” uncertainty would not require an explanatory
paragraph in the standard report.

(c) If a material loss is “reasonably possible,” however, management is required
to disclose the uncertainty in the notes to the financial statements, including
an estimate of the amount, and the auditor would normally add an
explanatory paragraph to the report.

For instance, if the outcome of a matter having an impact on the financial statements
depends on the decisions of others, it may be impossible for management and the
auditor to reach a valid conclusion about it because competent evidential matter
simply does not exist. The most common events of that kind are lawsuits and tax
disputes. The mere existence of an unresolved question does not relieve management
or the auditor of the responsibility for forming a judgement about the outcome.

The outcome of many tax disputes, for instance, can be reasonably determined by
an informed analysis. In some cases, however, the best possible efforts result in a
judgement that no valid conclusion can be formed. In that event, the auditor should
describe the uncertainty in a separate explanatory paragraph following the opinion
paragraph of the report, along with an indication that its outcome cannot presently
be determined. The separate paragraph may be shortened to refer to disclosures
made in a note to the financial statements.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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2. When Required
The representation letter should be addressed to the auditor and should be dated
no earlier than the date of the auditor’s report, but no later than the report release
date. Both the chief executive and chief financial officers should ordinarily sign
representation letters.  Other members of management may sign the letter instead,
however, if the auditor is satisfied that they are responsible for and knowledgeable
about the matters covered by the representations.

3. Subsequent Events an Auditor Must Consider
After the financial statements and audit report have been issued an auditor may
become aware of new information regarding the client. If the new information
refers to:
(a) A condition that did not exist at the date of the audit report, or
(b) Final resolutions of contingencies or other matters disclosed in the financial

statements or in the auditor’s report, then the auditor has no further obligation.

If, however, the new information:
(i) Relates to facts existing at the date of the audit report; and
(ii) Would have affected the financial statements or
(iii) Would have affected the auditor’s report had the auditor been aware of

them, the auditor is obligated to pursue the matter.

The auditor has obligation in those circumstances even if he has resigned or has
been discharged.

While the distinction between the two kinds of new information is conceptually
clear, in practice it is often difficult to tell, at least initially, whether the new
information refers to a new or a pre-existing condition. The auditor should ordinarily
discuss the information with the client and request that the client make any
necessary investigations.

4. Definition of an Expert
An expert is a person or firm possessing special skill, knowledge and experience
in a particular field other than accounting and auditing. An expert is synonymous
with a “specialist”. The expert may be engaged by the client or by the auditor.
(a) Circumstances under which the Auditor may use the work of an Expert,

(any four):
(i) Where the auditor has difficulty in ascertaining the value of certain

assets; e.g. land and buildings, plant and machinery, works of art,
precious stones and other solid minerals.

(ii) Where the auditor is unable to determine qualities or physical
conditions of assets e.g. minerals in stockpiles, underground
mineral and petroleum resources and the remaining useful life of
plant and machinery.

(iii) Where determination of values of certain assets is by means of
special techniques or methods outside the training of the auditor
e.g. an actuarial valuation.

(iv) Where there is need for measurement of work completed and work
in progress for the purpose of revenue recognition and the
techniques for measurement are outside the accounting profession.

(v) Where the auditor is unable to interpret legal documents such as
agreements, statutes and regulations.

A general outline of the specific items the auditor expects the
expert’s report to cover
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! the intended use of the expert’s work by the auditor
including the possible communication to the client of the
expert’s identify and extent of involvement.

! documentation or further information required as audit
evidence.

(vi) Evaluation of the work of the expert: the auditor should ensure
that the expert’s work constitutes appropriate audit evidence in
support of the financial information. In this regard, he should
consider:
! The source of the data – To ensure it is appropriate in the

circumstances
! The assumptions and methods used – to ensure their

consistency with prior period. The results of the expert’s
work – in the light of the auditor’s overall knowledge of
the business and of the result of his audit procedures.

(vii) Audit Reporting: The auditor should satisfy himself that the
substance of the Expert’s findings, advice or opinion is properly
reflected in the financial statements.

(b) Factors determining the need for an expert
(i) The materiality of the item being examined in relation to the financial

information as a whole. The persuasion to use the work of an expert
will be greater where the item is material.

(ii) The nature and complexity of the item including the risk of error
therein.

(iii) The availability of other audit evidence available with respect to
the item.

(iv) The time and cost of obtaining the expert advice in relation to the
value to be derived.

(v) The skills and competence of the expert – the expert’s professional
certification, license or membership of appropriate professional
body and the experience and reputation of the expert in the relevant
field.

(vi) the objectivity of the expert – the risk that an expert’s objectivity
will be impaired increases when the expert is employed by the
client or is related in some other manner to the client.  For example,
by being financially dependent on the client or having an
investment in the client organisation.

(c) Procedures to be followed by the auditor when the works of others is required
(i) Communication with the Expert: If while planning the audit, the

auditor intends to use the work of an expert, he should communicate
with the expert to confirm the terms of the expert’s engagement.
In particular, the auditor should ascertain the following:
! The scope and objective of the expert’s work
! The expert’s relationship, if any, with the client
! The extent of the expert’s access to appropriate records

and files.
! The assumptions and methods intended to be used by the

expert and if appropriate their consistency with those used
in a prior period.

! The auditor should also provide the expert with the
following relevant information.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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5. Circumstances for departure from unqualified opinions
SAS 58, Reports on Audited Financial Statements, classifies departures from the
standard unqualified report as qualified opinions, adverse opinions, and disclaimers
of opinion.  These departures are:

Qualified opinions
There are two basic reasons for qualifying an opinion, viz:
(a) Limitations on the scope of the audit and
(b) Departures from GAAP.

Scope limitations
An audit can be limited:
(a) by circumstances beyond the client’s control that preclude the auditor from

employing the auditing procedures that would otherwise be considered
necessary, or

(b) by client-imposed restrictions.

Circumstances precluding necessary auditing procedures
Sometimes an auditor is not able to carry our procedures that customarily are
considered necessary in the circumstances as a basis for rendering unqualified
opinion.  In most instances, the auditor is able to design and perform alternative

procedures that provide sufficient assurance that the relevant audit objectives
procedures have been achieved.  Those common instances in which the auditor
might not be able to perform alternative procedures are when conditions make it
impracticable or impossible to confirm accounts receivable or observe inventories.
If an auditor cannot obtain satisfaction by means of alternative auditing procedures,
the auditor should:
(a) describe the problem and
(b) modify the standard report, or
(c) if the auditor decides to express a qualified opinion (rather than disclaim

an opinion), the problem should be described in a separate paragraph
and referred to in both the scope paragraph and the opinion paragraph.

Client-Imposed restrictions
The most common client-imposed restrictions are imitations preventing observation
of physical inventories, confirmation of accounts receivable, or examination of a
subsidiary. Usually, if scope is limited by client-imposed restrictions, auditors should
disclaim an opinion because the client’s election to limit the auditor’s scope implies
also an election to limit the auditor’s responsibility.  On rare occasions, if a client-
imposed scope limitation applies to an isolated transaction or a single account, a
qualified opinion may be acceptable.

8. Auditor’s evaluation of doubt about a client going concern status     If the auditor
concludes there is substantial doubt about the entity tocontinue as a going concern
for a reasonable period of time the auditor should:
(a) determine that this fact is appropriately disclosed in the financial statements,

and
(b) reflect that conclusion in explanatory paragraph.

In a properly planned audit, it should not be necessary to design auditing
procedures specifically directed at the going concern issue.  The results of auditing
procedures designed and performed to achieve other audit objectives should be
sufficient for that purpose.
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For example, conditions and events that could raise doubts may be identified through
some of the following procedures:
(a) analytical procedures;
(b) review of subsequent events;
(c) review of compliance with the terms of debt and loan agreements;
(d) reading of minutes of meetings of stockholders, board of directors, and

important committees of the board;
(e) inquiry of the entity’s lawyers about litigation, claims and assessments;

and
(f) confirmation with related and third parties of the details of arrangements

to provide or maintain financial support.

In considering the evidence provided by those procedures, it may be necessary for
the auditor to obtain additional information about conditions and events identified
that could create substantial doubt about the entity’s ability to continue as a going
concern. SAS 59, The Auditor’s Consideration of an Entity’s Ability to Continue as a
Going Concern, gives the following examples of such conditions and events, some
of which are interrelated:

Negative trends: Characterised by recurring operating losses, working capital
deficiencies, negative cash flows from operating activities and adverse key financial
ratios are the order of the day.

Other indications of possible financial difficulties – Examples are: default on loan
or similar agreements, arrearages in dividends, denial of usual trade credit from
suppliers, restructuring of debt, non-compliance with statutory capital requirements,
need to seek new sources or methods of financing or to dispose of substantial
assets (outside the course of business).

Internal matters – Examples: work stoppages or other labour difficulties, substantial
dependence on the success of a particular project, uneconomic long-term
commitments, needs to overhaul operations.

External matters that have occurred –

Examples are:
Legal proceedings, legislation, or similar matters that might jeopardise an entity’s
ability to operate,
(a) loss of a key franchise, license, or patent; loss of a principal customer or

supplier;
(b) uninsured or underinsured catastrophe such as fire, flood, drought,

earthquake.
(c) If substantial doubt exists about the entity’s ability to continue as a going

concern for a reasonable period of time, auditors should:
(d) obtain information about management’s mitigation plans and
(e) assess the likelihood that such plans can be effectively implemented.

Management’s plans might include:
(a) plans to dispose of assets, reduce or
(b) delay expenditures, borrow money or
(c) restructure debt, or increase ownership equity.

The auditor should:
(a) evaluate those plans;
(b) consider whether there is adequate evidence supporting management’s

ability to carry out the plans.  For example, plans to dispose of assets could
be difficult or impossible to accomplish;

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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(c) ascertain if there are restrictive covenants in loan agreements limiting
such disposals;

(d) request management to provide information about significant
management’s plans and

(e) consider whether there is adequate support for the significant assumptions
underlying the plans.

After evaluating management’s plans, auditor should conclude whether substantial
doubt exists about the entity’s ability to continue as a going concern for a reasonable
period of time.

If the auditor concludes there is substantial doubt, he or she should then consider
(a) the adequacy of financial statement disclosure about the entity’s possible

inability to continue as a going concern and
(b) include an explanatory paragraph (following the opinion paragraph) in

the audit report to reflect that conclusion.

CHAPTER 9CHAPTER 9CHAPTER 9CHAPTER 9CHAPTER 9
1. B
2. B
3. (a) An assertion based engagement

(b) A direct reporting engagement.
4. D
5. E.

6. There can actually never be enough due diligence in evaluating an investment,
but there are certain essentials that can lessen the investor’s risk and possibly
justify reducing the scope of due diligence. They include the following:
(a) Stable and proven management.
(b) Audited financial statements with short, easily understood notes.
(c) History of consistent earnings.
(d) Few subsidiaries, divisions or joint ventures.
(e) Strong market position.
(f) Absence of material litigation.
(g) No real estate or operations with potential environmental problems.
(h) Earnings primarily from operations.
(i) Not dependent upon one or few customers or clients.
(j) No intangible assets.
(k) No inter-company transactions.
(l) No discontinued operations or restructuring.
(m) Little or no extraordinary income or expenses.
(n) Strong internal controls.
(o) Few and readily accessible locations.

The absence of the above list will increase the signal for maximum due diligence.

7. In the perspective of private-sector world of business and finance, the term “due
diligence” refers to the process through which an investor researches an
organisation’s financial and organisational health to guide an investment decision.
The decision to fund or not to fund is based upon a balance of objective data
analysis, insight into the general state of organisational health and stability, and
intuition. A due diligence review is the process through which all the factors that
make up that equation are uncovered and understood. It is the process in which a
program officer seeks the truth about an organisation.
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Due diligence is a somewhat technical phrase used to describe a range of
assignments, legal obligations, reports and investigations which take place in
business, manufacturing and law. Its most frequently heard version is the one
pertaining to business, where due diligence refers to the steps taken by venture
capitalists before investing a round of capital in a start-up, the ongoing investigation
as to how the funds are being distributed, or the precautionary steps taken by a
larger company in deciding to acquire a smaller company.

8. Complexities in business and changes in social and legal expectations have
enhanced the need for forensic auditing. Wherever a potential loss, real financial
loss, or risk of loss is perceived, a forensic audit may be commissioned. It can be
applied in the following areas;
(a) Corporate investigations. Organisations frequently are faced with

circumstances of possible wrongdoings that may require investigations.
The forensic auditor assists in investigating allegations ranging from
kickbacks and wrongful dismissals to internal situations involving
allegations of management or employee wrongdoing.

(b) Litigation Support. In cases of loss of profit, construction claims, product
liability, shareholder disputes, bankruptcies and breach of contracts,
forensic auditors assist counsel in investigating and assessing the integrity
and amount relating to such cases.

(c) Criminal matters.  In criminal matters, forensic auditors as expert witnesses
are increasingly important in court cases in verity of situations such as
arson, scams, fraud, vendor frauds, customer frauds, investment scams,
and stock market manipulations.

(d) Insurance claims. To assess the integrity and the quantum of claim, the
assistance of the forensic auditor is often required.

(e) Government.  Forensic accountants assist governments to achieve regulatory
compliance by ensuring that companies follow the appropriate legislation.

9. Most aspects of forensic audit fall outside the normal training of financial auditors.
The following qualities are necessary to perform adequately as a forensic auditor.
(a) Ability to identify fraud with minimal initial information.
(b) Identification of financial issues.  When confronted with situations arising

from a complain, allegation, rumour, etc., he should be able to quickly
identify the financial issues significant to the matter.

(c) Knowledge of investigation techniques.
(d) Knowledge of evidence.  He must understand what constitute evidence.

For example the meaning of “best” and “primary” evidence, the rules of
evidence in court, and what constitute evidence in court.

(e) Interpretation of financial information.
(f) Presentation of financial findings.  He must have the ability to communicate

findings in a language that must be understandable by a layperson and
without any ambiguity.

(g) Investigative skills. Investigative skills are needed for litigation support.
(h) Investigative mentality. The forensic auditor must, along with accounting

skill, develop an investigative mentality that allows him to go beyond the
limits established generally accepted auditing standards. For example;
(i) Scope is not restricted as a result of materiality.
(ii) Sampling is not recommended.
(iiii) Non assumption of integrity of management.

SUGGETSED SOLUTIONS TO REVISION QUESTIONS
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10. The following steps are adopted by the forensic auditor in performing an audit:
(a) Verify compliance with regulatory, legal and evidential matters;
(b) Review documents related to legal and general business functions;
(c) Test the organisation’s motivational and ethical climate;
(d) Document management, administrative, and organisational policies,

procedures, and practices;
(e) Gather and preserve evidence to corroborate asset losses, fraudulent

transactions;
(f) Establish accounting, audit, and internal control;
(g) Conduct a review of internal controls;

Assess the strengths and weaknesses of those controls;
(h) Design scenarios of potential fraud losses based on identified weaknesses

in internal controls;
(i) Identify questionable and exceptional transactions;
(j) Identify questionable and exceptional account balances and variations;
(k) Distinguish between simple and human errors and omissions in entries

and fraudulent entries;
(l) Follow the flow of funds that support documents;
(m) Follow the flow of funds into and out of an organisation’s bank account;
(n) Search for underlying support documents for questionable transactions;
(o) Review such documents for peculiarities, examples are fake billings,

destruction of data, improper account classification, irregularities in financial
data, substitution of copies of documents for the original; and

(p) Document and report fraud loss for criminal, civil, or insurance claims.
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APPENDIX  IIAPPENDIX  IIAPPENDIX  IIAPPENDIX  IIAPPENDIX  II

COMPREHENSIVE QUESTIONS ANDCOMPREHENSIVE QUESTIONS ANDCOMPREHENSIVE QUESTIONS ANDCOMPREHENSIVE QUESTIONS ANDCOMPREHENSIVE QUESTIONS AND
SUGGESTED SOLSUGGESTED SOLSUGGESTED SOLSUGGESTED SOLSUGGESTED SOLUTIONSUTIONSUTIONSUTIONSUTIONS

MULMULMULMULMULTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONSTIPLE CHOICE QUESTIONS
AND SOLUTIONSAND SOLUTIONSAND SOLUTIONSAND SOLUTIONSAND SOLUTIONS

SECTION A: Multiple-choice questionsSECTION A: Multiple-choice questionsSECTION A: Multiple-choice questionsSECTION A: Multiple-choice questionsSECTION A: Multiple-choice questions

Candidates are required to choose the single most appropriate answer from the following:

(1) The responsibility for the fairness of the representations made in financial statements is
that of
(a) Independent auditor
(b) Audit committee
(c) Client’s management
(d) External auditor.

Answer ccccc

(2) An auditor, while performing an audit, strives to achieve independence in appearance in
order to
(a) Maintain public confidence in the profession
(b) Comply with the generally accepted standards of field work
(c) Become independent in fact
(d) Reduce audit risk and liability.

Answer bbbbb

(3) An independent auditor must act without bias in relation to the financial statements of a
client in order to
(a) Comply with the Companies and Allied Matters Act
(b) Attain the impartiality necessary for an expression of the auditor’s opinion
(c) Maintain the appearance of separate interests on the part of the auditor and the

client
(d) Avoid criticism and possible litigation from creditors and stockholders.

Answer bbbbb

(4) Prior to accepting an audit engagement, an incoming auditor should make specific inquiries
of the outgoing auditor regarding the outgoing auditor’s
(a) Understanding as to the reasons why the audit appointment should not be accepted
(b) Understanding of all matters of continuing accounting significance
(c) Awareness of departure in the application of generally accepted accounting

principles over time
(d) Update of any subsequent events since the outgoing audit report was issued.

Answer aaaaa
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(5) In relation to maintaining its quality-control objectives on assigning personnel to
engagements, a firm of independent auditors may use policies and procedures such as
(a) Having for new entrants a recruitment policy that includes minimum standards of

academic preparation and accomplishment
(b) Retaining senior qualified personnel to provide advice on accounting or auditing

questions for the entire duration of the engagement
(c) Making available to auditing personnel current accounting and auditing literature

for research and reference purposes throughout the engagement
(d) Requiring timely identification of the staffing requirements of specific engagements

so that appropriate levels of qualified personnel can be allocated.

Answer ddddd

(6) Roberts & Co., a  large international accounting firm, is to have an “external peer review.”
The peer review will most likely be performed by
(a) Audit review staff of the Institute of Chartered Accountants of Nigeria
(b) Employees and partners of Roberts & Co., who are not associated with the particular

audits being reviewed
(c) Employees and partners of another firm of chartered accountants
(d) Audit review staff of the Securities and Exchange Commission.

Answer ccccc

(7) It is the responsibility of an independent auditor to design the audit to provide reasonable
assurance of detecting errors and irregularities that are material to the financial statements.
Which of the following, if material, constitutes an irregularity as defined in Statements on
Auditing Standards
(a) Mistakes in the application of accounting principles
(b) Clerical mistakes in the accounting data underlying the financial statements
(c) Misappropriation of an asset or groups of assets during the period covered by the

audit
(d) Misinterpretation of facts that existed when the financial statements were prepared.

Answer aaaaa

(8) There have been regular discussions on the auditor’s responsibility in relation to material
errors and irregularities. Which of the following statements best describes the auditor’s
responsibility regarding the detection of material errors and irregularities

(a) The auditor needs to extend auditing procedures to detect material errors and
irregularities if the audit indicates that they may exist

(b) The auditor may be held responsible for the failure to detect material errors and
irregularities only when such failure results from the non-application of generally
accepted accounting principles

(c) The auditor needs to extend auditing procedures to detect unrecorded transactions
even if there is no evidence that material errors and irregularities may exist

(d) The auditor may be held responsible for the failure to detect material errors and
irregularities only when the auditor fails to confirm receivables or observe
inventories.

Answer aaaaa
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(9) If in the course of an audit, an auditor believes that the client may have committed illegal
acts, which of the following actions should be taken immediately by the auditor
(a) Extend the planned auditing procedures to ascertain whether the suspected illegal

acts may have a material effect on the financial statements
(b) Communicate the findings to members of the audit committee of the board of directors

of the nature of the acts and request that they give guidance with respect to the
approach to be taken by the auditor

(c) Obtain the client’s counsel and the auditor’s counsel to determine how the suspected
illegal acts will be communicated to the stockholders and other interested parties

(d) Communicate with the client’s management and consult with the client’s legal
counsel or other specialists, as necessary, to obtain an understanding of the nature
of the acts and their possible effects on the financial statements.

Answer aaaaa

(10) An auditor would most likely withdraw from an engagement where the client has committed
an illegal act when the
(a) Illegal act has material financial statement implications
(b) Illegal act has received widespread publicity
(c) Illegal act affects the auditor’s ability to rely on management representations
(d) The auditor cannot reasonably estimate the effect of the illegal act on the financial

statements.

Answer ddddd

(11) In the course of an audit, audit evidence may come in different forms with different degrees
of persuasiveness.  Which of the following audit evidences is the least persuasive type of
evidence
(a) Vendor’s invoice
(b) Bank statement obtained from the client
(c) Computations made by the auditor
(d) Pre numbered sales invoice of client

Answer bbbbb

(12) Which of the following statements is generally correct about the competence of evidential
matter
(a) Accounting data alone may be considered sufficient competent evidential matter

for the auditor to issue an unqualified opinion on financial statements
(b) In order to be competent, evidential matter must be either valid or relevant, but

need not be both
(c) The auditor’s direct personal knowledge, obtained through observation and

inspection, is more persuasive than information obtained indirectly from
independent outside sources

(d) Competence of evidential matter refers to the amount of corroborative evidence to
be obtained.

Answer ddddd

(13) Which of the following procedures would an auditor most likely rely on to verify
management’s assertion of completeness
(a) Compare a sample of vendors’ invoices with related purchase orders
(b) Compare a sample of shipping documents with related sales invoices
(c) Observe the client’s distribution of payroll checks
(d) Confirm a sample of recorded receivables by direct communication with the debtors.

Answer ddddd

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(14) An example of an analytical procedure is the comparison of
(a) Computer generated data with similar data generated by a manual accounting

system
(b) Financial information with similar information regarding the industry in which the

entity operates
(c) Results of a statistical sample with the expected characteristics of the actual

population
(d) Recorded amounts of major disbursements with appropriate invoices.

Answer bbbbb

(15) The auditor’s working paper that reflects the major components of an amount reported in
the financial statements is referred to as
(a) Extended trial balance
(b) Audit control workbook
(c) Lead schedule
(d) Supporting schedule.

Answer ccccc

(16) Working papers which record the procedures used by the auditor to gather evidence should
be
(a) Designed to meet the circumstances of the particular engagement
(b) Considered the primary support for the financial statements being audited
(c) Destroyed when the audited entity ceases to be a client
(d) Viewed as the connecting link between the books of account and the financial

statements.
Answer aaaaa

(17) The independent auditor’s principal reason for understanding the internal control structure
is
(a) To maintain a state of independence in mental attitude in all matters relating to

the audit
(b) To obtain a measure of assurance of management’s efficiency
(c) To comply with generally accepted accounting principles
(d) To determine the nature, timing, and extent of tests to be performed.

Answer ddddd

(18) Which of the following might, in itself, not form a valid basis for an auditor to decide to
omit a test
(a) Difficulty and expense involved in testing a particular item
(b) Auditor’s assessment of control risk
(c) Relative risk involved
(d) Relationship between the cost of obtaining evidence and its usefulness.

Answer aaaaa

(19) Which of the following is not a typical analytical procedure
(a) Study of relationships for the financial information with relevant non financial

information
(b) Comparison of the financial information with similar information regarding the

industry in which the entity operates
(c) Comparison of recorded amounts of major disbursements with appropriate invoices
(d) Comparison of the financial information with budgeted amounts.

Answer ccccc
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(20) A basic premise underlying analytical procedures is that
(a) These procedures can not replace tests of balances and transactions
(b) Statistical test of financial information may lead to the discovery of material

misstatements in the financial statements
(c) The study of financial ratios is an acceptable alternative to the investigation of

unusual fluctuations
(d) Relationships among data may reasonably be expected to exist and continue in the

absence of known conditions to the contrary.

Answer bbbbb

SECTION BSECTION BSECTION BSECTION BSECTION B

Some of the questions in this section are reproduced or adapted from past examinations of the
Institute of Chartered Accountants of Nigeria, as indicated.

QUESTION 1QUESTION 1QUESTION 1QUESTION 1QUESTION 1

Tee & Co., an internationally affiliated firm of Chartered Accountants, act as a firm of auditors to two
major insurance companies, which are in cut-throat competition with each other.

Required:Required:Required:Required:Required:
(a) Comment on the above scenario in line with the rules of professional conduct of members

as regards conflict of interest.    (9 Marks)

(b) State in detail what your opinion would be if it were discovered that the engagement
partner had 20,000 ordinary shares in one of the companies. These shares were acquired
before the firm commenced the audit of the company.  The partner also held a life assurance
policy taken out before the audit engagement. (5 Marks)

  (T(T(T(T(Total 14 Marks) – May 2002 QUESTIONotal 14 Marks) – May 2002 QUESTIONotal 14 Marks) – May 2002 QUESTIONotal 14 Marks) – May 2002 QUESTIONotal 14 Marks) – May 2002 QUESTION

ANSWER TO QUESTION 1ANSWER TO QUESTION 1ANSWER TO QUESTION 1ANSWER TO QUESTION 1ANSWER TO QUESTION 1

(a) The Chartered Accountant should, according to the rules of professional conduct of members,
take all reasonable steps to manage any possible conflict of interest of the two clients
thereby avoiding any adverse circumstances. Meanwhile sufficient disclosure should be
made to the two clients of safeguards proposed to avoid the interest of one client adversely
affecting that of the other.  Some of the safeguards include:
(i) Use of different partners and staff for different engagements.
(ii) Standing instructions and other steps necessary to prevent the leakage of

confidential information between different teams and sections within the firm.
(iii) Regular review of the audits by a senior partner not personally involved with

either client audit.

It is believed that nothing per se is wrong with Tee & Co being the auditors to the two
Insurance Companies but where the continuance of the engagement would, even with
safeguards, materially prejudice the interest of any or the two clients, the engagement of
one or both should be discontinued.

On the other hand, the clients themselves may make an informed decision of retaining the
firm considering the disclosure or safeguards.  But where adequate disclose is not possible,
mainly by reason of constraints or confidentiality the firm should discontinue with one or
both engagements.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(b) Apart from the fact that if the information about the shareholding comes to the knowledge
of the competing company, there is bound to be belief of conflict of interest and undue
advantage, holding shares in a client company would amount to insider dealing or a
“related party transaction”. But since the shares had been required before the audit
engagement the shares should be disposed of by the engagement partner otherwise it
would also constitute an “insurmountable self interest threat”

In similar manner since the partner held the life insurance policy before the commencement
of the engagement, it is believed that there is nothing wrong with him continuing to hold
the policy if it is in the normal course of business and on normal commercial terms. The
engagement partner cannot take out a new policy with such a client. This will be unethical.

QUESTION 2QUESTION 2QUESTION 2QUESTION 2QUESTION 2

(a) Clients have an undisputable right to appoint their auditors or choose their professional
advisers. They may seek professional advice from even more than one professional accounting
firm, as required. However, there are legitimate professional reasons why a professional
accounting firm might not wish to accept an appointment as Auditors to a prospective
client.  Enumerate these reasons.
(6 Marks).

(b) Hamzat, Chukwu & Co. a big auditing firm has been appointed Joint auditors to a commercial
bank.  Some years later, the bank decided to maintain Hamzat, Chukwu & Co as the sole
firm of auditors.  State the professional duty required of Hamzat, Chukwu & Co. before
accepting the appointment on each occasion. (4 Marks)

(c) Section 360 (3) of the Companies and Allied Matters Act 1990 confers on the auditors the
right to require from the officers of a company any information and explanations deemed
necessary for the performance of the audit.  In addition, the auditor can obtain third party
certificates to complement evidence he has obtained.

Required:Required:Required:Required:Required:
(i) What are third party certificates? (2 Marks)

(ii) Briefly state reasons why certificates are obtained from third parties. (2 Marks)

(iii) Describe three types of third party certificates. (6 Marks)
 (T(T(T(T(Total 20 Marks) – May 2003 QUESTION 1)otal 20 Marks) – May 2003 QUESTION 1)otal 20 Marks) – May 2003 QUESTION 1)otal 20 Marks) – May 2003 QUESTION 1)otal 20 Marks) – May 2003 QUESTION 1)

ANSWER TO QUESTION 2ANSWER TO QUESTION 2ANSWER TO QUESTION 2ANSWER TO QUESTION 2ANSWER TO QUESTION 2

(a)       Acceptance of new appointment as auditorsAcceptance of new appointment as auditorsAcceptance of new appointment as auditorsAcceptance of new appointment as auditorsAcceptance of new appointment as auditors
It has been established that in the interest of the investing public and professional practice,
prospective auditors should communicate with the existing auditors whether there is any
consideration, which may affect his decision to take up appointment as the new auditors or
advisers.

The reasons why a professional firm may decide not to accept appointment as auditor
include.
(i) If permission is refused by the client for communication with the existing

auditor.
(ii) If the existing auditor informs the prospective firm that he is not  authorised to

discuss the client’s affairs with him.
(iii) The reasons for the change as highlighted by the client are not in accordance with

the facts.
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(iv) The proposal to replace the existing auditor arose because he has carried out his
duties in the face of opposition or the existence of important difference of principle,
or practice between him and the client.

(v) The client, its directors or employees might have been guilty of some unlawful act
or default, or that any aspect of their conduct which is relevant to the carrying out
of the audit assignment ought in the opinion of the existing auditor, to be
investigated further by an appropriate authority.

(vi) The prospective auditor has serious doubts regarding the integrity of the directors
and/or senior managers of the company.

(vii) The client’s directors or staff had deliberately hindered the performance of the
existing auditor or limited or attempted to limit the scope of the audit.

(viii) If any partner, staff or close relation of the new firm has financial and/or any
beneficial interest in the prospective client.

(ix) The client’s directors and staff had defrauded or attempted to defraud government
departments e.g. the Federal Inland Revenue Services, the Nigerian Customs Service
etc. and wanted to cover up by changing the existing auditor.

(b) Addition to or change of AuditorsAddition to or change of AuditorsAddition to or change of AuditorsAddition to or change of AuditorsAddition to or change of Auditors
With the appointment of Messrs Hamzat, Chukwu & Co. as joint auditors, the first professional
duty required of them is to formally communicaite with the existing auditors (joint auditors)
seeking information which could influence their decision as to whether or not they may
accept the appointment as if they have been nominated to “take over” an existing audit
assignment.

If a joint audit appointment becomes a sole appointment, the surviving auditor should
communicate formally with the other joint auditor as in the case of a new appointment.

(c) Third Party CertificatesThird Party CertificatesThird Party CertificatesThird Party CertificatesThird Party Certificates

(i) Third party certificate is external audit evidence obtained by the auditor from an
independent outside source.  It is normal practice for the auditor to accept certificates
in respect of certain classes of assets, liabilities and other representations made
by management in respect of the affairs of a company.  These certificates provide
more assurance in respect of verification work.

(ii) Reasons why third party certificates are obtainedReasons why third party certificates are obtainedReasons why third party certificates are obtainedReasons why third party certificates are obtainedReasons why third party certificates are obtained
The auditor obtains third party certificates to complement/corroborate evidence he
has obtained because evidence obtained from independent third party is more
reliable.  By the auditor’s operational standards, he is required to obtain relevant,
reliable and sufficient evidence to enable him draw valid conclusion relating to
the audit.

(iii) TTTTTypes of Certificatesypes of Certificatesypes of Certificatesypes of Certificatesypes of Certificates
(a) Bankers’ CertificatesBankers’ CertificatesBankers’ CertificatesBankers’ CertificatesBankers’ Certificates

Bankers’ certificates of balances are usually obtained in respect of all bank
balances and other commitments of the client. These certificates confirm
the existence and ownership of the account balances as well as confirm
the right of the company to draw from the account and the limit of any
overdraft facilities and other commitments. Bank certificates must be sent
directly to the auditor by the bank, stating clearly the date in respect of
which they were issued.

(b) Stock CertificatesStock CertificatesStock CertificatesStock CertificatesStock Certificates
The problems inherent in stocks make it very difficult for the auditor to
form a conclusive opinion as to the value at which stock was stated. Hence
when stocks are held with third party the auditor often requires the holder

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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to confirm in writing that stocks are held by them and under what condition
such stocks are held.

(c) Certificate of InvestmentCertificate of InvestmentCertificate of InvestmentCertificate of InvestmentCertificate of Investment
Investment certificates and other vital documents of title are often lodged with
bankers or other third parties for direct evidence of the existence of such
investments. It is therefore, the usual practice for the auditor to accept the banker’s
or holder’s certificate to the effect that the investment certificates are held on
behalf of the client and are free from any charges/lien whatsoever.

(e) SolicitorSolicitorSolicitorSolicitorSolicitor ’s Certificate’s Certificate’s Certificate’s Certificate’s Certificate
Sometimes companies are engaged in one type of litigation or another as at the
balance sheet date. This may give rise to a contingent liability which might be
difficult to ascertain. The auditor therefore obtains a solicitor’s certificate which
would contain details of the possible outcome of the litigation and the extent, if
any of the costs that may arise there from.

(f) VVVVValuers’ Certificatesaluers’ Certificatesaluers’ Certificatesaluers’ Certificatesaluers’ Certificates
Certificates are at times required from architects, estate valuers, engineers and
other professional experts to confirm completion level of construction work in
progress, machinery installation, research and development project, special
products work in progress, jewellery and other solid mineral products etc.

QUESTION 3QUESTION 3QUESTION 3QUESTION 3QUESTION 3

Auditing firms do not always describe themselves as auditors. They describe themselves as
“Chartered Accountants” because apart from auditing, they also render other services to their
clients.

Describe FIVE other services, which audit firms provide for their clients in addition to auditing.
(16 Marks) - November 2003 QUESTION 1)(16 Marks) - November 2003 QUESTION 1)(16 Marks) - November 2003 QUESTION 1)(16 Marks) - November 2003 QUESTION 1)(16 Marks) - November 2003 QUESTION 1)

ANSWER TO QUESTION 3ANSWER TO QUESTION 3ANSWER TO QUESTION 3ANSWER TO QUESTION 3ANSWER TO QUESTION 3

Candidates should consider the latest pronouncements on conflicts of interest in situations where
auditors provide services to their clients.

The other services which an audit firm may render, provided the issue of conflict of interest is
properly considered, include any five of the following:

(a)(a)(a)(a)(a) TTTTTaxationaxationaxationaxationaxation
(i) Preparation of tax and capital allowances computations
(ii) Rendition of advisory services regarding tax matters e.g. minimization of taxes

payable and tax planning.
(iii) Filing of tax returns and collection of tax clearance certificates on behalf of

clients.
(iv) Investigation of PAYE, VAT and corporation tax frauds on behalf of tax authorities.

(b )(b )(b )(b )(b ) Financial ConsultingFinancial ConsultingFinancial ConsultingFinancial ConsultingFinancial Consulting
(i) Advising on investment options and optimum returns.
(ii) Monitoring liquidity management and budgetary control for clients
(iii) Reorganisation and restructuring.

( c )( c )( c )( c )( c ) RRRRReceivership, Liquidation and Teceivership, Liquidation and Teceivership, Liquidation and Teceivership, Liquidation and Teceivership, Liquidation and Trusteeshiprusteeshiprusteeshiprusteeshiprusteeship
(i) Handling the winding up of companies to settle creditors and shareholders.
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(ii) Receivership for debenture holders and other creditors of a company in insolvency
situations.

(iii) Acting as trustees.

(d )(d )(d )(d )(d ) InvestigationInvestigationInvestigationInvestigationInvestigation
(i) Investigating alleged frauds.
(ii) Valuation of shares and businesses.
(iii) Preparing prospectus reports for public issues.
(iv) Reporting on profit forecasts.
(v) Due diligence

(e )( e )( e )( e )( e ) Accounting ServicesAccounting ServicesAccounting ServicesAccounting ServicesAccounting Services
(i) Writing up books of accounts from source documents
(ii) preparing financial statements from books of accounts
(iii) Advising on:

! Accounting and internal control systems,
! Budgeting,
! Costing,
! Computerisation,
! Internal audit set up, and
! Financial management.

( f )( f )( f )( f )( f ) Manpower Planning, RManpower Planning, RManpower Planning, RManpower Planning, RManpower Planning, Recruitment and Tecruitment and Tecruitment and Tecruitment and Tecruitment and Trainingrainingrainingrainingraining
(i) Audit firms help their clients in planning manpower development strategies.
(ii) They also function in the area of staff recruitment, training and retraining

NB:NB:NB:NB:NB: Where chartered accountants provide secretarial and registrar services, they offer
such services under corporate umbrellas different and distinct from the firm of
chartered accountants.

QUESTION 4QUESTION 4QUESTION 4QUESTION 4QUESTION 4

An auditor is expected to be independent, competent and of high integrity.
(a) Write short notes on each of the above qualities.
(b) List FIVE factors that may impair the independence of an auditor.

(15Marks) - November 2003 QUESTION 2)(15Marks) - November 2003 QUESTION 2)(15Marks) - November 2003 QUESTION 2)(15Marks) - November 2003 QUESTION 2)(15Marks) - November 2003 QUESTION 2)

ANSWER TO QUESTION 4ANSWER TO QUESTION 4ANSWER TO QUESTION 4ANSWER TO QUESTION 4ANSWER TO QUESTION 4

(a) Qualities required of an auditorQualities required of an auditorQualities required of an auditorQualities required of an auditorQualities required of an auditor

(i) IndependenceIndependenceIndependenceIndependenceIndependence
Professional independence is fundamental to the accountancy profession.  An auditor
cannot give an unbiased opinion unless he is independent of all the parties involved.
Not only must the auditor be independent, he must also be seen to be independent.
He must ensure that there are no circumstances that can reduce the degree of the
exercise of his independence.  As a guide, he must avoid financial dependence,
financial involvement, close personal relationship and conflict of interest.

(ii) CompetenceCompetenceCompetenceCompetenceCompetence
An auditor must be properly trained and must have acquired competence before
he can sign an audit report. The Companies and Allied Matters Act, 2004 states
that, to be qualified for appointment as an auditor of a company, a person must be
a member of a body of accountants recognised for that purpose by the Act.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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These bodies ensure that their members pass requisite examinations that will make
them competent. They also need to acquire practical experience before they can be
issued with licence to practice. In addition, they should also ensure that they
attend Mandatory Continuing Professional Education (MCPE) programmes to update
their knowledge and experience.

Furthermore, members have to be familiar with accounting and auditing standards,
guidelines and other materials in order to enhance their competence.

(iii) IntegrityIntegrityIntegrityIntegrityIntegrity
Chartered Accountants are renowned for their honesty, discretion and tactfulness.
In ICAN rules of professional conduct to members, it is a fundamental requirement
that a member should exhibit a high level of integrity in all professional and
business relationships.  Integrity implies not merely honesty but also fair dealing
and truthfulness.

The auditor should conduct himself or herself with courtesy and consideration towards all
with whom he/she comes into contact during the course of performing his/her work.

FFFFFactors that may impair the independence of the auditor includeactors that may impair the independence of the auditor includeactors that may impair the independence of the auditor includeactors that may impair the independence of the auditor includeactors that may impair the independence of the auditor include:
(i) Where the fee is material in relation to total fee his total fee income.
(ii) Where the auditor provides other services to the client which may lead to conflict

of interest.
(iii) If the auditor owns material shares in the client company.
(iv) If the auditor receives loans from the company
(v) If the auditor is in partnership with an officer of the company.
(vi) If the auditor is related to management staff of the company (by blood or marriage)
(vii) If the auditor is employed by the company or employs an employee of the company.
(viii) If the auditor receives material gifts or gratification from the company.

N.B.N.B.N.B.N.B.N.B. any five of the above will satisfy the requirements of the question.

QUESTION 5QUESTION 5QUESTION 5QUESTION 5QUESTION 5

The auditing guidelines “Audit evidence” suggests that techniques of audit testing fall into
some broad categories.

Required:Required:Required:Required:Required:
List and discuss FOUR of these categories giving TWO examples of each.

 (12 Marks) - November 2003 QUESTION 4)(12 Marks) - November 2003 QUESTION 4)(12 Marks) - November 2003 QUESTION 4)(12 Marks) - November 2003 QUESTION 4)(12 Marks) - November 2003 QUESTION 4)

ANSWER TO QUESTION 5ANSWER TO QUESTION 5ANSWER TO QUESTION 5ANSWER TO QUESTION 5ANSWER TO QUESTION 5

The categories of audit evidence (only four required)
(a) InspectionInspectionInspectionInspectionInspection

Inspection as a technique of audit test involves reviewing or examining of records, documents
or tangible assets.

Examples of inspection include (only two required):Examples of inspection include (only two required):Examples of inspection include (only two required):Examples of inspection include (only two required):Examples of inspection include (only two required):
(i) Review of tangible assets to ascertain their existence and service condition

though not necessarily their ownership, cost or value.
(ii) Examination of records and other documents to ensure evidence of Board

authorisation and approval for assets acquisition and/or disposal.
(iii) Review of minutes of board meetings will provide evidence of existence

of capital commitments and/or contingent liabilities.
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(b) ObservationObservationObservationObservationObservation
Observation involves witnessing an operation or procedure being performed by others
with a view to determining the manner of its performance at a point in time.  Examples are:
(i) Observing stock-counts in action.
(ii) Attending wages payout in progress
(iii) Observing receipt of goods into the warehouse
(iv) Witnessing physical cash count.

(c) EnquiryEnquiryEnquiryEnquiryEnquiry
The auditor ensures that the accounting system and the related system of internal controls
are effective in operation. This may be done by
(i) the auditor enquiring from knowledgeable persons in the organisation either

formally or informally, orally or in written form.
(ii) Due to unclear nature of audit evidence in some situations, enquiry will be

necessary to ascertain strength of such evidence.
(iii) Enquiries can also be from third parties.

Examples are:Examples are:Examples are:Examples are:Examples are:
! Letter of confirmation of balances from the bank or debtors/creditors
! Confirmation of goods held by third parties on behalf of the client.

The degree of reliability that the auditor attaches to the evidence obtained is dependent
on his opinion of the competence, experience, independence and integrity of the
respondent.

(d) ComputationsComputationsComputationsComputationsComputations
There may be a necessity for the auditor to establish evidence by undertaking computations
and re-computations of data provided by the client.

Examples are:Examples are:Examples are:Examples are:Examples are:
(i) Payroll deductions
(ii) Sales men’s commission
(iii) Interest and dividend payable
(iv) Withholding taxes.

(e) Analytical reviewAnalytical reviewAnalytical reviewAnalytical reviewAnalytical review
The auditor reviews figures and ratio and financial statements to check the fairness of the
items or the need for additional explanation for unusual features in the accounts.

QUESTION 6QUESTION 6QUESTION 6QUESTION 6QUESTION 6

“Audit evidence” refers to the information obtained by the auditor and used in arriving at the
conclusion on which he bases his opinion on the financial statements.

Required:Required:Required:Required:Required:
List and describe FIVE sources of audit evidence.

                                                            (12 Marks) - November 2003 QUESTION 5(12 Marks) - November 2003 QUESTION 5(12 Marks) - November 2003 QUESTION 5(12 Marks) - November 2003 QUESTION 5(12 Marks) - November 2003 QUESTION 5

ANSWER TO QUESTION 6ANSWER TO QUESTION 6ANSWER TO QUESTION 6ANSWER TO QUESTION 6ANSWER TO QUESTION 6

Sources of audit evidence (only five required)Sources of audit evidence (only five required)Sources of audit evidence (only five required)Sources of audit evidence (only five required)Sources of audit evidence (only five required)
(a) Observation
(b) Confirmation by independent parties
(c) Authoritative external documents
(d) Authoritative internal documents

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(e) Testimony from directors and officers of the company
(f) Calculations performed by the auditor
(g) Subsequent events
(h) Expected Relationships
(i) External events.

(a) ObservationObservationObservationObservationObservation
This consists of:
(i) Observation of the internal control system and book-keeping procedures.
(ii) Witnessing of processing of transaction to ensure that book keeping and internal

control procedures are effectively carried out.
(iii) attendance at stock taking/cash counts
(iv) Observation of payment procedures of salary/wages on pay days
(v) Observation of procedures for receiving into and issuing out of stores

(b) Confirmation by Independent PartiesConfirmation by Independent PartiesConfirmation by Independent PartiesConfirmation by Independent PartiesConfirmation by Independent Parties
This refers to the evidence the auditor can obtain from reliable third parties in confirmation
of audit information available within the client organisation e.g. Debtors/Creditors
circularisation, bank confirmation letters.

(c) Authoritative external documentsAuthoritative external documentsAuthoritative external documentsAuthoritative external documentsAuthoritative external documents
These are documents issued by other individuals or organisations in evidence of transactions
undertaken with client organisation.  Examples are: title documents, share and loan
certificates, lease and contract agreement and invoices.

(d) Authoritative internal documentsAuthoritative internal documentsAuthoritative internal documentsAuthoritative internal documentsAuthoritative internal documents
These are documents raised and authenticated within the organisation by persons with
authority in evidence of decision reached or transactions undertaken with third parties
e.g. minutes, copy invoices, Board resolutions, journal vouchers, memos and letters.

(e) Testimony from directors and officers of the company.  This may be formal, for example
letter of representation, or informal, for example replies to Internal Control Questionnaires
(ICQ).

(f) Calculations performed by the auditor evidence of the correctness of many. Figures can be
obtained this way.

(g) Subsequent eventsSubsequent eventsSubsequent eventsSubsequent eventsSubsequent events:
The audit is usually performed well after the year end and many assertions can be verified
by reference to subsequent events.

(h) Expected relationship evidenceExpected relationship evidenceExpected relationship evidenceExpected relationship evidenceExpected relationship evidence:
Evidence confirming the truth about one item may tend to confirm the truth about another
e.g. investment and investment income, loan and loan interest payable.

(i) External eventsExternal eventsExternal eventsExternal eventsExternal events:
These refer to the events in the external environment of the business being audited which
affect the result shown in the financial statements. Knowledge of these events assists the
auditor in reaching a more informed conclusion on the figures shown in the financial
statements e.g. government restriction, economic recession, industry trends or news analysis
and gazettes.

QUESTION 7QUESTION 7QUESTION 7QUESTION 7QUESTION 7

What are the audit objectives applicable to inventories?
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ANSWER TO QUESTION 7ANSWER TO QUESTION 7ANSWER TO QUESTION 7ANSWER TO QUESTION 7ANSWER TO QUESTION 7

The audit objectives applicable to inventories are:The audit objectives applicable to inventories are:The audit objectives applicable to inventories are:The audit objectives applicable to inventories are:The audit objectives applicable to inventories are:

CompletenessCompletenessCompletenessCompletenessCompleteness
! Inventories represent all raw materials, work-in-progress, and finished goods that the

entity owns, including those on hand, in transit or on the premises of others.
! All shipments of goods during the period covered by the financial statements.

AccuracyAccuracyAccuracyAccuracyAccuracy
! The detailed perpetual inventory records are correct and agree with the general ledger

inventory control account.
! Costs associated with inventories have been properly classified and accumulated.
! Cost of sales is based on correct costs and quantities, is properly summarised and posted

to the costs of sales and inventory control accounts, and, where appropriate, is credited in
the perpetual inventory records.

Existence/OccurrenceExistence/OccurrenceExistence/OccurrenceExistence/OccurrenceExistence/Occurrence
! Recorded inventories physically exist in saleable condition and represent property held

for sale in the ordinary course of business.
! Recorded cost of sales represents goods actually shipped during the period covered by the

financial statements.

Cut-offCut-offCut-offCut-offCut-off
! Production costs incurred and charged to work-in-progress, transfers to finished goods,

and cost of sales are recorded in the proper period.

VVVVValuationaluationaluationaluationaluation
! Costs associated with inventories and costs of sales are determined and accumulated using

generally accepted accounting principles consistently applied.
! Inventories are stated at not more then their net realisable value.
! Rights and Obligation
! The entity has legal title or ownership rights to the inventory; inventory excludes goods

that are the property of others or have been billed to customers.

Presentation and DisclosurePresentation and DisclosurePresentation and DisclosurePresentation and DisclosurePresentation and Disclosure
! Inventories and cost of sales area properly described and classified in the financial

statements.
! All encumbrances against inventory are adequately disclosed.

The auditor achieves these objectives by performing substantive tests or a combination of
substantive tests and tests of control structure policies and procedures.

QUESTION 8QUESTION 8QUESTION 8QUESTION 8QUESTION 8

What alternative procedures should an auditor follow if physical inventory observation is
impracticable?

ANSWER TO QUESTION 8ANSWER TO QUESTION 8ANSWER TO QUESTION 8ANSWER TO QUESTION 8ANSWER TO QUESTION 8

Alternative procedures when observation is impracticableAlternative procedures when observation is impracticableAlternative procedures when observation is impracticableAlternative procedures when observation is impracticableAlternative procedures when observation is impracticable
The auditor should not readily accept that the observation of inventories is impracticable or
impossible. In a situation where the client does not or cannot take a physical inventory, or if the
auditor cannot be present at the inventory-taking, the auditor may be able to form an opinion
regarding the reasonableness of inventory quantities by applying any of the following alternative
procedures:

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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( i )( i )( i )( i )( i ) Examining other physical evidence that may be tantamount to observingExamining other physical evidence that may be tantamount to observingExamining other physical evidence that may be tantamount to observingExamining other physical evidence that may be tantamount to observingExamining other physical evidence that may be tantamount to observing
physical inventoriesphysical inventoriesphysical inventoriesphysical inventoriesphysical inventories
If the auditor is engaged after the physical inventory has been taken, subsequent physical
tests may be a satisfactory substitute for observing in the inventory-taking.  The auditor
may also examine written instructions for the inventory-taking, review the original tags or
sheets, and make other suitable tests.

In any event, the auditor must:
! Examine or observe some physical evidence of the existence of the inventory and
! Make appropriate tests of intervening transactions or control procedures applied

to them.

If the auditor is satisfied that inventories are fairly stated; he or she is in a position to
express an unqualified opinion. Otherwise, there may be no practicable substitute for
observation of inventory-taking, and an auditor may have to express a qualified opinion or
disclaimer, depending on the materiality of the inventories and on whether failure to
observe was unavoidable or resulted from management’s decision to limit the scope of the
audit.

Substantiating through further examination of accounting documentsSubstantiating through further examination of accounting documentsSubstantiating through further examination of accounting documentsSubstantiating through further examination of accounting documentsSubstantiating through further examination of accounting documents
Sometimes procedures for substantiating inventories must be based on examining other
accounting documents and records.  For example, in an initial audit, the auditor generally
will not have observed the physical inventory at the previous year-end, which is a principal
factor in determining cost of sales for the current year.  If reputable independent accountants
expressed an unqualified opinion on the prior-year statements, a successor auditor may
accept that opinion and perhaps merely review the predecessor auditor’s working papers
supporting the prior-year balances. If no audit was made for the preceding year, the auditor
may have no alternative but to substantially expand the tests of accounting records to
attempt to obtain reasonable assurance about the beginning inventories in order to be
able to express an opinion on the current year’s results of operations.

Those expanded tests may include a detailed examination of physical inventory sheets
and summaries, including review and testing of cut-off data, examination of perpetual
inventory records and production records, and review of individual product and overall
gross profit percentages.  In connection with the latter procedures, cost accumulations for

selected inventory items should be tested and significant changes in unit costs directly
traced to factors such as technological changes, mass buying economies, changes in labour
costs, and changes in overhead rates.  Changes in gross profit percentages should be
further related to changes in unit sales prices and changes in the profitability of the sales
mix, if applicable.

An auditor who is unable to form an opinion on the opening inventory may decide to
qualify the audit opinion or disclaim an opinion with respect to results of operations for
the year under audit.

QUESTION 9QUESTION 9QUESTION 9QUESTION 9QUESTION 9

The audit objectives in the verification of liabilities should focus on ascertaining that
accrued liabilities are not understated, but not ignoring the possibility of the opposite may
occur.  What are some possible auditing procedures that would help the auditor address
the completeness audit objective for liabilities?
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ANSWER TO QUESTION 9ANSWER TO QUESTION 9ANSWER TO QUESTION 9ANSWER TO QUESTION 9ANSWER TO QUESTION 9

VVVVVerification prerification prerification prerification prerification procedurocedurocedurocedurocedureseseseses
Some of the auditing procedures that would help the auditor address the completeness of audit
objectives for liabilities are:
I. Schedule.  Obtain or make detailed schedules of liabilities, showing the movement in each

account during the period.
II. Cut-off.  Verify cut-off. For example a trade creditor should not be included unless the

goods were acquired before the year-end.
III. Reasonableness. Exercise professional scepticism in determining the reasonableness of

the liability.
IV. Internal control.  Determine, evaluate and test internal control procedure. This is particularly

important for trade creditors.
V. Previous date clearance.  Consider and review opening balances.
VI. Review terms and conditions of loans. The auditor should determine that all terms and

conditions agreed when accepting a loan have been complied with.
VII. Authorisation. The authority for all liabilities should be sought.  This will be found in the

company minutes or directors’ minutes and for some items the authority of the Memorandum
and Articles may be needed.

VIII. Description. The auditor must see that the description in the accounts of each liability is
adequate.

IX. Documents. The auditor must examine all relevant documents - invoices, correspondences,
debenture deeds etc., according to the type of liability.

X. Security.  Some liabilities are secured in various ways, usually by fixed or floating charges.
The auditor must enquire into these and ensure that they have been registered.  The
Companies Act requires, for secured liabilities, that an indication of the general nature of
the security be given and also the aggregate amount of debts included under the item
covered by the security.
! Vouching. The creation of each liability should be vouched, for example the receipt

of a loan.
! Accounting policies. The auditor must satisfy himself that appropriate accounting

policies have been adopted and applied consistently.
XI. Letter of representation. Management must explicitly assert the existence, rights and

obligations completeness and appropriate presentation and disclosure in the financial
statements.

XII. Interest and other ancillary evidence.  Corroborative evidence about the existence of the
loan must be obtained, for example, evidence of payments of interest and other activities.

XIII. Disclosure.  All matters, which need to be disclosed, are disclosed, to enable a true and
fair view to be expressed on the financial statements. The Companies Act provisions must
be complied with.

XIV. External verification. With many liabilities it is possible to verify the liability directly with
the creditor. This action will be taken with short-term loan creditors, bank over drafts and,
by a similar technique to that used with trade debtors and trade creditors.

XV. Materiality.  Materiality is a factor in all accounting and auditing issues.

Inclusion of All Liabilities
It is not enough for the auditor to be satisfied that all the liabilities recorded in the books are
correct and are incorporated in the financial statements. Auditors must be satisfied that there are
no unrecorded liabilities transactions or undisclosed items.

QQQQQUESTION 10UESTION 10UESTION 10UESTION 10UESTION 10

The auditor’s tests of controls help to identify weaknesses which constitute threats to data security,
reliability and loss. Discuss.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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ANSWER TO QUESTION 10ANSWER TO QUESTION 10ANSWER TO QUESTION 10ANSWER TO QUESTION 10ANSWER TO QUESTION 10

The auditor’s tests of controls help to identify weaknesses which constitute threats to data security,
reliability, and loss; some of these weaknesses are:
! Fraud and abuse, including viruses.
! Error and loss due to negligence.
! Natural and manmade disasters (tornadoes, floods. Terrorism, etc.)
! Losses due to poor IT project management.

FFFFFraud and abuseraud and abuseraud and abuseraud and abuseraud and abuse
Computer fraud is:
! Using a computer to steal funds, or
! Theft of confidential computer files or
! Unauthorised use of a company computer for private business

Abuse on other hand is the deliberate destruction of computer files or equipment.

How to prevent fraud and abuseHow to prevent fraud and abuseHow to prevent fraud and abuseHow to prevent fraud and abuseHow to prevent fraud and abuse
This can be effected by:
! Transfer of disgruntled employees to positions off from the computer area.
! Change of all locks, passwords, or other entry means available or known to those persons.
! Strengthening policies regarding the assignment of password privileges.
! Implementing policies and procedures essential for controlling insider

Computer fraud has become an area of significant concern to all organisations, including governments
and their agencies. The increased risk of computer fraud, amongst others, prompted the establishment
of Economic and Financial Crime Commission (EFCC). The law establishing the Commission requires
all financial institutions operating in Nigeria and other Financial Institutions, to report the discovery
of any of the following to their regulatory authority within 30 days of initial discovery:
! Insider abuse involving any amount.
! Transactions aggregating N50,000 or more that involve potential money laundering or

violations of the Bank and Other Financial Institutions Act.

Error and lossError and lossError and lossError and lossError and loss
Data destruction cannot always be ascribed to malicious attacks. Poorly trained or unmotivated
employees and unclear or nonexistent policies and procedures can cause data error and loss.  Risk
of data problems can be reduced through an effective organisational
structure that take cognisance of management’s involvement.

Natural or manmade disastersNatural or manmade disastersNatural or manmade disastersNatural or manmade disastersNatural or manmade disasters
All organisations that require computers to operate and conduct business on a daily basis, or
otherwise lose revenue in the event of a computer shutdown, must have disaster-recovery plans
that include off-site data storage.  A chain of command for notification of a disaster (or pending
disaster), agreements for off-site processing during an emergency, and detailed procedures for
recovery should be considered.

Poor IT project managementPoor IT project managementPoor IT project managementPoor IT project managementPoor IT project management
Inadequate controls during the design, development, and implementation of IT projects have cost
organisations whopping sums in excess project costs.  In extreme cases, poorly managed IT projects
end up having to be completely abandoned to avoid further losses.  IT project management controls
should include a strong project leader and project steering committee. There should be detailed
project design requirements, milestones and tasks, detailed project budget estimates. Detailed
and accurate accounting of costs paid to outside vendors and contractors and of hours spent by all
internal staff on the project should be factored into the cost. There should be frequent comparisons
of budgeted with actual costs during the life of the project to prevent cost overrun.  Quality assurance
of completed programming and documentation must be performed, so also is the monitoring of the
project to ensure it meets design requirements.
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QUESTION 11QUESTION 11QUESTION 11QUESTION 11QUESTION 11

What are the basic steps to Computer-Assisted Audit Techniques’ (CAATs) developments?

AAAAANSWER TO QUESTION 11NSWER TO QUESTION 11NSWER TO QUESTION 11NSWER TO QUESTION 11NSWER TO QUESTION 11

Basic steps to the development of Computer-Assisted Audit Techniques (CAAT) are:

Definition of needsDefinition of needsDefinition of needsDefinition of needsDefinition of needs
Fully understanding and documenting the precise audit objectives that the CAAT will test is essential
to success.  For example, a CAAT-based test of an inventory file could include the following types of
objective:
! Valuation: Recheck or extend the Naira value per item (quantity x price) and select a sample

of inventory items for price testing (invoice value to vendor).
! Summarisation: Foot the re-extended Naira value.....
! Completeness: Compare the gaps in the numeric sequence of an automated count tag

against those observed in a physical inventory.

A test of a receivable file could have these types of objectives:
! Existence: Select a statistical sample of account balances or invoices for confirmation.
! Valuation; Test the ageing of receivables by recalculating the number of days in receivables

using the invoice date.
! Summarisation:  Foot the Naira value of balances.

Determine feasibilityDetermine feasibilityDetermine feasibilityDetermine feasibilityDetermine feasibility
An important consideration in performing automated audit techniques is that the equipment is
able to process the available types of backup media.  Data are stored in different types of backup
formats.  In many cases, especially in mainframe environments, the auditor must depend on the IT
department to initially develop an extract programme to map all auditable fields to an extract
database or electronic report.  The data can then be downloaded
to a file server or PC for use by the auditor.

If IT department help is required, the auditor should be alert to the possibility of data manipulation
by unscrupulous IT staff.   For this reason, the auditor should always balance the extracted data to
the corresponding source system totals when possible.  If an extract database of a bank contains all
loans with a non-zero balance, for example, the auditor should balance the total amount of loans in
the extract database to the total amount of loans in the general ledger.  Balancing the count of
loans to the source system should also be performed.  These controls also help ensure that there
was not some other operational problem with the extract programme.  Despite these measures,
unauthorised changes could still be made that would not affect the total Naira amount or total
count of loans.  Therefore, auditors should be alert to:
! IT personnel who have system access capabilities that enable them to perform changes to

extract programmes and the associated output.
! Compensating controls should be in place to monitor the activities of such IT personnel.  In

this wise, all changes to extract programmes and databases could be logged to a secure
location accessible only by IT security personnel.

! The logs should be reviewed frequently by the IT security staff or designated audit staff.

The timely availability of data is another concern.  For example, period closing date requirements
affect availability. Coordination may require the input of MIS. MIS cooperation can play a key role
in the successful execution of a CAAT, especially when the technique deals with complex data types
or has complex programme logic.

Automating procedures for the sake of automation is hardly ever a successful strategy.  CAATs are
subject to cost/benefit analyses. Although CAATs may improve the effectiveness of a procedure

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(e.g., testing 100 percent of a report rather than a sample), or the efficiency of a procedure (e. g,
footing a large report using a CAAT rather than an adding machine), they are primarily a tool to
improve overall audit effectiveness. In the time it takes to write and test CAATs, obtain and download
files, and document the results, many CAATs end up being only marginally more effective than
manual procedures in the long-term. In general, CAATs are best used when more than one query is
to be performed.  If just one query is performed, it may be more cost-effective to simply have the IT
staff generate the query. However, if multiple queries and “what if” analyses are to be performed,
they best are performed by the auditor. This adds to the independence of results and also frees the
IT staff to concentrate on running the IT operations.

Plan the workPlan the workPlan the workPlan the workPlan the work
Develop the Code.
It is beneficial to develop a CAAT beforehand, by using a prior period’s data to ensure that the live
data will be in a usable format. Programme code that follows a structured format saves time during
the debugging and review stages.

Run and Analyse the Results.
The final results of a CAAT are analysed in terms of the stated audit objectives and whether they
meet them. There is a difference between CAATs that have a predictive result, which can be checked
against footed totals, extended prices, and market values, for example, and CAATs that produce
unpredictable results, such as analytical review reports. Predictive CAATs are always proven out by
cross-referencing and reconciling them to expected results.
The accuracy of unpredictable CAATs is checked by:
! Logic testing, which ensures that the correct results are being achieved.
! Comparison of them with the original data file on a random basis.

Document the Results.
Auditor should document evidence of work performed to support CAATs conclusion.

QUESTION 12QUESTION 12QUESTION 12QUESTION 12QUESTION 12

What do you understand by audit queries and alarms in the public sector?

ANSWER TO QUESTION 12ANSWER TO QUESTION 12ANSWER TO QUESTION 12ANSWER TO QUESTION 12ANSWER TO QUESTION 12

Audit queries are observations or points raised by the audit in a particular transaction seeking
further clarifications.  Such queries raised by Internal Auditor are pre-audit queries while those
raised by the Auditor-General are termed post-audit queries.

Queries serve as an important part of the mechanism of financial control as well as valuable means
of detecting and preventing errors, fraud etc.

The guidelines on Civil Service Reforms gave prominence to queries by specifying time limit for
replying audit queries and possible sanctions for failure to respond.

Offences on which queries may be raised can be classified as:
1. Irregularities resulting in losses to the government due to either fraudulent activity of the

functionaries or their negligence or incompetence.
2. Irregularities not directly or immediately resulting in losses to government but which

infringe upon budgetary and proper financial management.
3. Irregularities arising through poor or inefficient management and accounting, which may

lead to losses to the government.
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QUESTION 13QUESTION 13QUESTION 13QUESTION 13QUESTION 13

What are the contents of auditor’s disclosure about the entity’s ability to continue as a going
concern?

ANSWER TO QUESTION 13ANSWER TO QUESTION 13ANSWER TO QUESTION 13ANSWER TO QUESTION 13ANSWER TO QUESTION 13

Auditors’ disclosures about the entity’s ability to continue as a going concern might include the
following information:
! Pertinent conditions and events giving rise to the assessment of substantial doubt about

the entity’s ability to continue as a going concern for a reasonable period of time.
! The possible effects of such conditions and events.
! Management’s evaluation of the significance of those conditions and events and mitigating

factors.
! Possible discontinuance of operations.
! Management’s plans (including relevant prospective financial information).
! Information about the recoverability or classification of recorded asset amounts or the

amounts or classification of liabilities.

If, after considering management’s plans, substantial doubt about the entity’s ability to continue
as a going concern does NOT exist, the auditor should still consider whether the principal conditions
and events that initially generated the doubt need to be disclosed.  The consideration of disclosure
should include the possible effects of those conditions and events and any mitigating factors,
including management’s plans.  It should be noted that:

“The auditor is not responsible for predicting future conditions or events.  The fact that the
entity may cease to exist as a going concern subsequent to receiving a report from the
auditor that does not refer to substantial doubt, even within one year following the date of
the financial statements, does not, in itself, indicate inadequate performance by the auditor.
Accordingly, the absence of reference to substantial doubt in an auditor’s report should
not be viewed as providing assurance as to an entity’s ability to continue as a going
concern” (SAS 59).

QUESTION 14QUESTION 14QUESTION 14QUESTION 14QUESTION 14

If auditor has assessed control risk as low, then merely reviewing the client’s reconciliations at
year-end may be appropriate. What steps should an auditor take in reviewing a client’s bank
reconciliation?

ANSWER TO QUESTION 14ANSWER TO QUESTION 14ANSWER TO QUESTION 14ANSWER TO QUESTION 14ANSWER TO QUESTION 14

An auditor should take the following steps in reviewing a client’s bank reconciliation:
! Obtain copies of the client’s bank reconciliations and establish their mathematical accuracy.
! Reconcile the total of the bank balances on the reconciliations to the general ledger balance.

This will generally require using a summary of the individual cash account balances in
the general ledger account.

! Scan the bank reconciliation for significant unusual reconciling items and adjustments,
and obtain evidence to support them by inquiry or examination of appropriate documents.

In addition to the review procedures the auditor may decide to test the client’s reconciliations. The
tests may be performed at an interim date, if the auditor has assessed that the client’s reconciliations
are subject to effective supervisory control procedures. If supervision during the intervening period
is not considered effective, the auditor would probably perform the tests at year-end.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS



340

AUDIT AND  ASSURANCE

The following procedures in addition to the first two steps above are typically performed in testing
the client’s reconciliations:
! Determine that paid cheques, deposits, and debit and credit advices appearing on the cut-

off bank statements and issued on or before the balance sheet date appear on the year-
end reconciliations.

! Trace to the cash disbursements records outstanding checks listed on bank reconciliations
but not returned with the cut-off statements.

! Trace deposits in transit on the bank reconciliations to the cut-off bank statements and the
cash receipts records, and determine whether there are any unusual delays between the
date received per the books and the date deposited per the bank statements.

! Trace other reconciling items to supporting documentation and entries in the cash records.
! Investigate old or unusual reconciling items.  If checks remain uncashed after a specified

period of time, the reason should be determined and the amounts either restored to the
cash account.

! Determine the exact nature of items on the year-end bank statements not accounted for by
the reconciliation procedures, such as debits or credits followed by offsetting entries of
identical amounts that appear to be, or are represented by the client to be, bank errors and
corrections not so coded.  If information in the client’s records is inadequate, clarification
should be requested from the bank.  In these circumstances, the auditor should consider
performing a “proof of cash” reconciliation (described below) if the client’s reconciliation
process does not include one.

These procedures assume that the testing is performed as of the balance sheet date and that cut-
off statements for a reasonable period after the balance sheet date are obtained from the bank.

QUESTION 15QUESTION 15QUESTION 15QUESTION 15QUESTION 15

The Chairman of XYZ LTD, a small scale enterprise has been advised by his accountant to appoint
an external auditor, but he disagreed with his accountant that since he has a qualified accountant
in his employment, there is no need appointing an external auditor.

As a consultant, explain to the chairman:-
(a) (i) The difference between auditing and accountancy work;

(ii) The objects of an external audit
           (iii) The advantages of an external audit

(b) List five essential features of systems audit
(T(T(T(T(Total 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)

ANSWER TO QUESTION 15ANSWER TO QUESTION 15ANSWER TO QUESTION 15ANSWER TO QUESTION 15ANSWER TO QUESTION 15

(a) (i) Difference Between Auditing and Accounting WorkDifference Between Auditing and Accounting WorkDifference Between Auditing and Accounting WorkDifference Between Auditing and Accounting WorkDifference Between Auditing and Accounting Work
An audit can only commence after the necessary accounting work has been
completed. Accountancy work involves keeping proper accounting books from which
a trial balance can be extracted and thereafter the preparation of final accounts. It
should be clearly understood that the keeping of accounting books and preparation
of the financial statements are not part of the audit work.

An audit on the other hand entails the examination of the financial statements by
a professionally qualified accountant in his capacity as an external auditor with a
view to expressing an independent opinion on the truth and fairness of the state of
affairs, the profit or loss, and cash flow of the business entity being reported on.
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(ii) The objects of an External AuditThe objects of an External AuditThe objects of an External AuditThe objects of an External AuditThe objects of an External Audit
There are three main objects viz:
! To examine and report on financial statements prepared by a client. This is

the primary object.
! To ensure that the correctness of the accounts is not impaired by fraud,

error other misstatements that should have been detected in the normal
course of the audit.

! To prevent errors and frauds by the deterrent and moral effect of the audit.

If an audit is well planned and conducted with reasonable skill and care, materials
errors and fraud should be discovered in the process of the audit work. The auditor
must not be regarded as a detective. He is not expected to carry out on his duties
suspecting fraud or error. Nevertheless, if in the course of his examination of the
books and records, suspicious circumstances are brought to light, he must do
everything that may be reasonably necessary to probe such circumstances in order
to either confirm or allay his suspicion.

(iii) The Advantages of an External AuditThe Advantages of an External AuditThe Advantages of an External AuditThe Advantages of an External AuditThe Advantages of an External Audit
! It facilitates the agreement of tax assessments with the Revenue

Departments.
! It facilitates claims for loss profit from an insurance company; including

consequential loss.
! Application to banks and other parties for the purpose of raising finance or

credit are greatly enhanced if supported by audited accounts.
! It helps to reduce fraud and error, through objective review and evaluation

of the effectiveness of the internal control system etc.
! Disputes between partners and other business associates may be avoided

especially where complicated profit-sharing arrangements are in force.
! It enables the client to obtain general and sound financial advice.
! Users of financial statements would have more confidence in the audited

financial statements.

(b) Essential FEssential FEssential FEssential FEssential Featureatureatureatureatures of System Aes of System Aes of System Aes of System Aes of System Audituditudituditudit
(i) To ascertain, record, assess and evaluate the adequacy of the accounting and

internal control system on which the auditor wished to place reliance.
(ii) To test the accounting records and perform compliance tests on the effectiveness of

the internal control as basis for determination of other audit procedures.
(iii) To compare the financial statements with the accounting records in order to ensure

that they are in agreement.
(iv) To carry out a review of the financial statements e.g. by use of analytical review

procedures etc.
(v) To send preliminary report on the financial statements to the management with

respect to observed weakness in the system.  In compliance with any relevant
statutory requirements and professional standards.

QUESTION 16QUESTION 16QUESTION 16QUESTION 16QUESTION 16

(a) Explain the term “Audit Committee” considering the provision of the Companies and Allied
Matters Act, 1990   (4 Marks)

(b) What are the functions of the Audit Committee? (12 Marks)
(T(T(T(T(Total 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)otal 16 Marks) May 2002)

ANSWER TO QUESTION 16ANSWER TO QUESTION 16ANSWER TO QUESTION 16ANSWER TO QUESTION 16ANSWER TO QUESTION 16

(a) The Audit Committee is a body established under Section 359 (3) of the Companies and
Allied Matters Act. 1990 to which the Auditor of a Public Company will report in addition to
the Auditor’s duty to report to the members of the company in accordance with Section 359
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(1) of the Act. The Audit Committee shall consist of equal number of directors and
representatives of the shareholders of the public company with a maximum number of six
members. Any member of a Company may nominate a shareholder as a member of the
Audit Committee if a notice is given to the Company Secretary at least 21 days before the
Annual General Meeting. The members of the Audit Committee are not entitled to
remuneration.

(b) According to Section 359 (4) the Audit Committee shall examine the auditors’ report and
make recommendations thereon on the Annual General Meeting.  Section 359 (6) states
that subject to such other additional function and powers that the company’s Articles of
Association may stipulate, the objectives and functions of the audit Committee shall be to:
(i) ascertain whether the accounting and reporting policies of the company with legal

requirements and agreed ethical practices.
(ii) Review the scope and planning of audit requirements.
(iii) Review the findings on management letters in conjunction with the external auditor

and departmental responses thereon.
(iv) Keep under review the effectiveness of the company’s system of accounting and

internal control.
(v) Make recommendations to the Board in regard to the appointment, removal and

remuneration of the External Auditors of the company.
(vi) Authorise the Internal Auditor to carry out investigations into any activities of the

company, which may be of interest or concern to the Committee.

QUESTION 17QUESTION 17QUESTION 17QUESTION 17QUESTION 17

Your client of over five     years – ABC Rubber Products Limited, is proposing to change over to a
computer-based accounting system.
(a) How would this impact on your approach to the audit? (10 Marks)
(b) Enumerate the major differences between manual and computer-based accounting system.

(10 Marks)
     (T(T(T(T(Total 20 Marks) May 2002)otal 20 Marks) May 2002)otal 20 Marks) May 2002)otal 20 Marks) May 2002)otal 20 Marks) May 2002)

ANSWER TO QUESTION 17ANSWER TO QUESTION 17ANSWER TO QUESTION 17ANSWER TO QUESTION 17ANSWER TO QUESTION 17

(a) ABC Rubber Products LimitedABC Rubber Products LimitedABC Rubber Products LimitedABC Rubber Products LimitedABC Rubber Products Limited
The approach of the auditor to a computerised system is considered not fundamentally
different from that of the manual system.  The auditors’ duties and responsibilities actually
do not change. The only thing that would change is the method of gathering of relevant,
reliable and sufficient audit evidence to support the expression of an opinion by him on
the financial statements.

The method of gather audit evidence would change because of special characteristics of
processing data on the computer system.  Some of the characteristics include:
! The complex nature of computer system vis-à-vis the manual system.
! Centralisation of processing operations in the computer department or section.

The auditor has to ascertain, evaluate and test the system to determine if it produces
records, which form a reliable basis for the preparation of the financial statements
and safeguards the organisation’s assets.
It is important that the auditor takes due cognizance of special computer control
problems to aid him in the determination of the audit techniques to be applied.

Some of the control problems include:
(i) the records and files are in the form of densely packed magnetic media making it

difficult to identity their contents visually.
(ii) Processing is done in the “black box” creating loss of visible processing trail in the

course of computer processing.
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(iii) Too much dependence on the electronic data processing department – because of
the specialized nature of processing financial data.  This results in loss of recording
autonomy by user departments.

(iv) Where auditor is not consulted during planning and installation stages some vital
in-built controls could be ignored.

(v) Programmes reliability can only be inferred indirectly as opposed to being capable
of direct observation while functioning.

(vi) Computer hardware and programmes are vulnerable to atmospheric and
environmental conditions, electric and magnetic interference, accidental damage
or destruction and human manipulation.

(vii) Loss of audit trail due to certain records which give no breakdown for checking
purpose or for cross-referencing to original documents.

(viii) There is often a change in documentation on the audit files necessitating the
redrafting of standard questionnaire and check-lists to record client data processing
documentation and details of major controls included in programmes, systems
flow diagrams, etc.

(b) Differences between manual and computer–based accounting systemsDifferences between manual and computer–based accounting systemsDifferences between manual and computer–based accounting systemsDifferences between manual and computer–based accounting systemsDifferences between manual and computer–based accounting systems
These include:
(i) Complexity of the computerised system vis-à-vis the manual system is a major

difference.  Less skill is required to operate the manual system while operation of
a computer-based system requires special skill.

(ii) In the manual accounting system internal checks which the duty of one officer
bears to the duty of the other in the transactions processing chain is absent in a
computerised environment.

(iii) There is lack of visible evidence since records are stored in the hard disc, magnetic
disc and tape “files” whereas all records are visible in the manual system
consequently errors and frauds could be more difficult to discover in a computerised
system.

(iv) In a computer-based system, organisation may use an outside agency – like a
computer service bureau to maintain and process their records.  This is hardly
often done in a manual system.

(v) Data processing is faster in a computerised system than a manual system.
(vi) Even though a computerised system is more expensive to install, in the long run,

the benefit derivable outweighs the installation and establishment cost.
(vii) Information retrieval is faster in a computer-based system that in a manual system.

QUESTION 18QUESTION 18QUESTION 18QUESTION 18QUESTION 18

It is common practice for auditors to send a letter of engagement to new clients and increasingly to
existing clients. Matters usually included range from definition of scope to audit fees.

Required:Required:Required:Required:Required:
(a)   Briefly describe an engagement letter. (2 Marks)
(b)   List the purpose of the engagement letter (4 Marks)
(c)   List some of the principal contents of an engagement letter. (10 Marks)

(T(T(T(T(Total 16 Marks) November 2003)otal 16 Marks) November 2003)otal 16 Marks) November 2003)otal 16 Marks) November 2003)otal 16 Marks) November 2003)

ANSWER TO QUESTION 18ANSWER TO QUESTION 18ANSWER TO QUESTION 18ANSWER TO QUESTION 18ANSWER TO QUESTION 18

(a) An engagement letter is a letter showing the auditor’s understanding of the agreement
between the auditor and his client written before the commencement of any professional
work detailing the precise scope and nature of work to be undertaken.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(b) The purpose of the letter is to:
(i) define clearly the extent of the auditor’s responsibilities
(ii) minimise misunderstanding between the auditor and the client
(iii) confirm verbal agreement in writing.
(iv) confirm details of the auditor’s engagement
(v) inform and educate the client on what the audit process entails
(vi) state client’s responsibilities for preparing the financial statements.
(vii) state the form and contents of the audit report
(viii) state other services the practice firm provides apart from audit.
(ix) state basis for computation of audit fees.

(c) The principal contents of the engagement letter are:
(i) The Auditor’s responsibility to report on the financial statements prepared by the

directors.
(ii) The scope of the auditor’s work based on:

! auditing standards and guideline
! accounting systems review
! collection of audit evidence
! test of and reliance on internal control

(iii) The letter of weakness to the Management
(iv) Special areas such as:

! relationship with internal audit, if any
! audit of branches
! relationship with other auditors, if any
! significant reliance on directors’ supervision in small companies

(v) Need for a letter of representation from the Management.
(vi) Any agreement for the auditors to carry out work of a book keeping and accounting

nature and the additional charges.
(vii) Any agreement for the auditor to provide taxation services – this could be a separate

letter.
(viii) The fees and the basis on which they are charged.
(ix) A request for a letter of acknowledgement signed on behalf of the Board or a direct

authentication signature as acceptance of the auditor’s letter.

QUESTION 19QUESTION 19QUESTION 19QUESTION 19QUESTION 19

Most large companies have both internal and external auditors.

Required:Required:Required:Required:Required:
(a) Distinguish between the internal audit and external audit. (4 marks)
(b) Describe the scope and objectives of internal audit. (4 Marks)
(c) Explain the criteria employed by the external auditor to assess the likely effectiveness and

relevance of the internal audit functions (4 Marks)
(d) State four areas where the Internal Audit function can be of assistance to the External

Audit. (3 Marks)
(T(T(T(T(Total 15 Marks) - May 2003)otal 15 Marks) - May 2003)otal 15 Marks) - May 2003)otal 15 Marks) - May 2003)otal 15 Marks) - May 2003)

ANSWER TO QUESTION 19ANSWER TO QUESTION 19ANSWER TO QUESTION 19ANSWER TO QUESTION 19ANSWER TO QUESTION 19

(a) Internal audit and external auditInternal audit and external auditInternal audit and external auditInternal audit and external auditInternal audit and external audit
Internal audit has been defined as an independent appraisal activity within the organisation
for a review of operation as a service to management. It is usually carried out by specially
assigned staff of the enterprise known as internal auditors and it primarily involves a
continuous review and evaluation of the accounting and internal control systems. External
audit on the other hand, is an independent examination of the evidence supporting the
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financial statements of an enterprise by a qualified person who is not an officer or servant
of the company, with a view to forming and expressing an opinion as to whether the
financial statements present a true a fair view of the results for the period in question and
the financial position as at the period end.

(b) Scope and objectives of internal auditScope and objectives of internal auditScope and objectives of internal auditScope and objectives of internal auditScope and objectives of internal audit
The scope and objectives of internal audit vary widely and are dependent upon the
responsibilities assigned to it by management, the size and structure of the enterprise,
and the skills and experience of the internal auditor.  Normally, internal audit operates in
one or more of the following areas:
(i) Review of accounting systems and related internal control;
(ii) Examination of financial and operating statements for management including

detailed examination of transactions and balances;
(iii) Review of the economy, efficiency and effectiveness of operations and of the

functioning of non-financial controls;
(iv) Review of the implementation of corporate policies, plans and procedures;
(v) Special investigations.

Following the scope of internal audit functions listed above. Objectives of internal audit
include:
(i) the attainment of corporate goal
(ii) Elimination of waste or avoidable loss
(iii) Ensuring the effective operation of internal control

(c) The criteria for assessing effectiveness and relevanceThe criteria for assessing effectiveness and relevanceThe criteria for assessing effectiveness and relevanceThe criteria for assessing effectiveness and relevanceThe criteria for assessing effectiveness and relevance
The criteria employed by the external auditor to assess the likely effectiveness and relevance
of the internal audit function include:
( i )( i )( i )( i )( i ) The degree of independenceThe degree of independenceThe degree of independenceThe degree of independenceThe degree of independence

The external auditor should evaluate the status and reporting responsibilities of
the internal auditor and consider any constraints or restrictions placed upon him.
Although an internal auditor is an employee of the enterprise and cannot therefore
be totally independent of it, he should be able to plan and carry out his work as he
wishes and have access to the highest level of management.

( i i )( i i )( i i )( i i )( i i ) The Scope and Objectives of the Internal audit FThe Scope and Objectives of the Internal audit FThe Scope and Objectives of the Internal audit FThe Scope and Objectives of the Internal audit FThe Scope and Objectives of the Internal audit Functionunctionunctionunctionunction
The external auditor should examine the internal auditor’s formal scope of duties
and should ascertain the set objectives of the internal audit function.

( i i i )( i i i )( i i i )( i i i )( i i i ) Due Professional CareDue Professional CareDue Professional CareDue Professional CareDue Professional Care
The external auditor should consider whether the work of the internal auditor is
properly planned controlled, and comprehensively documented.

( iv )( iv )( iv )( iv )( iv ) TTTTTechnical Competenceechnical Competenceechnical Competenceechnical Competenceechnical Competence
The external auditor should ascertain whether the work of the internal audit is
performed by persons having adequate training and proficiency as auditors.
Indication of technical competence includes membership of relevant professional
body and possession of relevant practical experience and skills.

( v )( v )( v )( v )( v ) Internal Audit ReportsInternal Audit ReportsInternal Audit ReportsInternal Audit ReportsInternal Audit Reports
The external auditor should consider the quality of reports issued by internal audit
and consider the response of and action taken by the management.

(v i )(v i )(v i )(v i )(v i ) Level of Resources AvailableLevel of Resources AvailableLevel of Resources AvailableLevel of Resources AvailableLevel of Resources Available
The external auditor should consider whether the internal audit department has
the resources required to do the job effectively.

(d) Assistance to the external auditorAssistance to the external auditorAssistance to the external auditorAssistance to the external auditorAssistance to the external auditor
The internal audit function can be of assistance to the external audit in the following ways:
(i) Attendance at stock taking and cash counts of the enterprise where external auditor

is not able to do them himself.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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(ii) Conducting compliance tests on accounting controls, on a continuous basis to
provide assurance that such controls have operated satisfactorily throughout the
period.

(iii) Documentation of the accounting and internal control systems.
(iv) Testing of transactions and balances such as sales, purchases, fixed assets and

debtors.

QUESTION 20QUESTION 20QUESTION 20QUESTION 20QUESTION 20

(a) As the audit manager in charge of an audit of a large multinational company, draw up an
audit programme for fixed assets for the use of the field staff. (10 Marks)

(b) What are the shortcomings of using standardised audit programmes? (5 Marks)
(T(T(T(T(Total 15 Marks) November 2003)otal 15 Marks) November 2003)otal 15 Marks) November 2003)otal 15 Marks) November 2003)otal 15 Marks) November 2003)

ANSWER TO QUESTION 20ANSWER TO QUESTION 20ANSWER TO QUESTION 20ANSWER TO QUESTION 20ANSWER TO QUESTION 20

   (a) Audit programme for fixed assetsAudit programme for fixed assetsAudit programme for fixed assetsAudit programme for fixed assetsAudit programme for fixed assets
                  Auditors Auditors Auditors Auditors Auditors

Details of WorkDetails of WorkDetails of WorkDetails of WorkDetails of Work         W/P        W/P        W/P        W/P        W/P. R. R. R. R. Ref  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Date

i. Obtain or prepare a summary of Fixed Assets
and schedule of each type or category to – (a)
reconcile the summary with the figures in the
Balance Sheet and the opening figure with
the balance brought forward, (b) cast and
cross cast summary and the schedules.

ii. Obtain or extract schedules of additions
during the year for all classes of asset, to-
test-vouch items with suppliers invoices or
other supporting documents like debit notes,
architect’s or surveyor’s certificate and
completion statements
! check directors’ minutes and budgets for

capital expenditure authorisations and
approvals.

! check appropriateness of capitalisation policy
considering effect of accounting standards
provisions.

iii. Obtain or extract schedules of disposals to
! check minutes for authority for disposals.
! test–vouch proceeds of sale with independent

external and internal evidence like sales
agreement or correspondence as well as
receipts.

! check if assets are scrapped or
written off.

! verify that the original cost (or valuation) and
related accumulated depreciation have been
eliminated from the fixed assets accounts.

!  check that the profit or loss on disposal agree
 with the amount in the profit and loss account.
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Details of WorkDetails of WorkDetails of WorkDetails of WorkDetails of Work           W/P          W/P          W/P          W/P          W/P. R. R. R. R. Ref  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Date

 i v.   Obtain and examine certificates of title Deeds
  And leases of landed properties to
! Confirm that beneficial ownership is in the

company.
!  If held by a bank for safekeeping confirm from

 the bank, the status regarding encumbrance or
 lien, the bank to confirm directly to the auditors.

!  Confirm directly from other third parties if they
 hold title documents as a result of charge on
 properties, details of the liability or
 indebtedness and nature of the charge.

v. In the case of leasehold properties, to
! verify that provision has been made for

dilapidation in accordance with the terms of the
lease, and

! ensure that adequate amortisation is regularly
effected.

vi.  If assets have been revalued during the year,
 (a)  obtain a copy of the valuation report.
       If valuation is to be incorporated into the
       accounts, to:
! verify the independence and qualification of

the valuers
! verify the basis of valuation from the report

and ensure that it is acceptable
! ensure adequate disclosure and agreement

 with accounting standards.

vii. Reconcile fixed assets register with accounts
balances

viii. Verify that depreciation rate is as approved by
the Board and is consistently applied in
accordance with accounting policy.

ix Obtain explanation for any change in depreciation
rate, test reasonableness and highlight for possible
disclosure in the accounts.

x Check repairs and maintenance accounts for
possible capital expenditure items.

xi. Physically inspect material items of all types of
assets.

xii. Verify adequacy of insurance cover for the assets.

xiii. Inspect motor vehicle registration documents.

xiv Ascertain if approved user certificates have been
obtained from the Inspectorate Division of the
Federal Ministry of Industry.

xv. Request and obtain representations from
management.

COMPREHENSIVE QUESTIONS AND SUGGETSED SOLUTIONS
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Details of WorkDetails of WorkDetails of WorkDetails of WorkDetails of Work         W/P        W/P        W/P        W/P        W/P. R. R. R. R. Ref  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Dateef  Initial  Date

xvi Write a conclusion memo on the work done,
problems encountered and solutions proffered.

  (b) The shortcomings of using standardised audit
programmes may:
(i) lead to a perfunctory approach on the part of audit

staff and this may lead to poor quality work.
(ii) Impair audit staff’s spontaneous response to changing

situations in client system or management.
(iii) Stifle audit staff initiatives.
(iv) Encourage speculation of audit procedures by the

client’s staff.
 (v) Parts of the audit programme may be executed

without due regard to other sections of the assignment.
(vi) If changes in client’s system and personnel are not

taken into consideration when preparing audit
programmes certain area  of the assignment may be left out.

QUESTION 21QUESTION 21QUESTION 21QUESTION 21QUESTION 21

(a) Define and explain what is meant by analytical review procedures.
(b) Mention four types of general analytical review procedures.
(c) What is the purpose of performing preliminary analytical review procedures at the audit

planning stage? (T(T(T(T(Total 18 Marks) November 2003otal 18 Marks) November 2003otal 18 Marks) November 2003otal 18 Marks) November 2003otal 18 Marks) November 2003

ANSWER TO QUESTION 21ANSWER TO QUESTION 21ANSWER TO QUESTION 21ANSWER TO QUESTION 21ANSWER TO QUESTION 21

(a) ‘Analytical review procedure’ is defined as audit procedure which systematically analyses
and compares related figures, trends, ratios and other data with the aim of providing
evidence to support the audit opinion on the financial statements.

The data used in such examination may be financial or non-financial and may originate
from within or outside the client organisation. Analytical review procedures range from
simple comparisons such as current with the prior year figures or accounting ratios; to
complex analysis using advanced statistical techniques and computer audit programmes.

(b) Four types of general analytical review procedures:
(i) Comparison of current-year account balances to balances for one or more comparable

periods.
(ii) Comparison of the current year account balances to anticipated results found in

the company’s budget and forecasts.
(iii) Comparison of current year account balances and financial relations (e.g. rations)

with similar information for the industry in which the company operates.
(iv) Study of the relationship of current year account balances with relevant non-financial

information (e.g. physical production statistics relating to input and out, energy
consumption etc.

(c) Purpose of performing preliminary analytical review procedures in the audit planning
stage:
The main purpose is to discover any misstatement in financial statement presentation, to
confirm information supplied, to apply reasonableness test, estimates and judgements
and to perform a cursory review of financial statements at the audit planning state. The
auditor will endeavour to identify areas of potential risk or new development so that he
can plan his other procedures in these areas.
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APPENDIX IIIAPPENDIX IIIAPPENDIX IIIAPPENDIX IIIAPPENDIX III

ESSAESSAESSAESSAESSAY TYPE QUESTIONS ANDY TYPE QUESTIONS ANDY TYPE QUESTIONS ANDY TYPE QUESTIONS ANDY TYPE QUESTIONS AND
SOLSOLSOLSOLSOLUTIONSUTIONSUTIONSUTIONSUTIONS

QUESTION 1QUESTION 1QUESTION 1QUESTION 1QUESTION 1

Mr. Adalat George, the staff Partner of Binitie, George and Co., a firm of Chartered Accountants
based in Port Harcourt, is conducting a recruitment interview, as a prelude to the employment of
some Audit Staff into his firm.

As one of the applicants, you were requested to come to the interview venue with a report addressed
to the staff Partner, detailing the Audit steps necessary, to verify the values appearing for the
following assets, in a clients financial statements for an accounting year end.
(a) Freehold Land and Buildings
(b) Plant and Machinery
(c) Motor Vehicles

SOLUTION TO QUESTION 1SOLUTION TO QUESTION 1SOLUTION TO QUESTION 1SOLUTION TO QUESTION 1SOLUTION TO QUESTION 1

The Staff Partner, Date: 16th May 2009
Binitie, George and Co.
Horsefall Street,
Port Harcourt.

Dear Sir,

AUDIT STEPS TO BE TAKEN, IN VERIFYING LISTED ASSETSAUDIT STEPS TO BE TAKEN, IN VERIFYING LISTED ASSETSAUDIT STEPS TO BE TAKEN, IN VERIFYING LISTED ASSETSAUDIT STEPS TO BE TAKEN, IN VERIFYING LISTED ASSETSAUDIT STEPS TO BE TAKEN, IN VERIFYING LISTED ASSETS

I write in response to your request that I present a report stating the audit steps necessary to verify
the values appearing for the following assets, in a client’s Financial Statements, for an accounting
year end.

The Steps are as follows:

FFFFFrrrrreehold land and buildingseehold land and buildingseehold land and buildingseehold land and buildingseehold land and buildings

FFFFFrrrrreehold landeehold landeehold landeehold landeehold land
! Obtain and examine title documents and costs relating to the land.
! Ensure that title is registered in the name of the company at the Lands Registry.

BuildingsBuildingsBuildingsBuildingsBuildings
! Agree balance to the General  ledger
! Verify significant additions with relevant Invoices, Architects and Quantity Surveyor’s

Certificates
! Check and agree depreciation charges and ensure consistency of rate applied
! Obtain Board’s approval relating to construction handled internally
! Trace to fixed assets register
! Verify insurance policy relating thereto
! In case of revaluation, obtain valuation report done by a professional value
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Plant and machineryPlant and machineryPlant and machineryPlant and machineryPlant and machinery
! Agree balance to the general ledger
! Verify additions by checking related purchase invoices
! Re-check and agree depreciation figures, and rates applied
! Check to fixed assets register
! Verify insurance policies relating thereto
! If there are disposals, confirm authorisation  and proceeds
! If construction is done internally, check and agree cost sheets
! Carry out a physical verification of material items

Motor vehiclesMotor vehiclesMotor vehiclesMotor vehiclesMotor vehicles
! Agree figures to the general ledger
! Verify purchase invoices
! Check that registration of vehicles with the licensing authorities are done in the name of

company rather than individuals
! Check and agree depreciation figures; rates applied and its consistent application.
! Carry out physical verification of motor vehicles
! Verify and agree insurance policies relating thereto
! Check items to fixed assets register
! Confirm authorisation in respect of disposals where applicable and trace proceeds to bank

statement/ cash book.

Once the above steps are followed painstakingly, the authenticity of the values stated against, the
listed assets, can either be affirmed or otherwise.

Thanks You,
Yours faithfully

Mr. O. A. Alainishe.

QUESTION 2QUESTION 2QUESTION 2QUESTION 2QUESTION 2

Mr. Yekini Sofola, an Audit Senior in Sekibo Achike Gamba and Co. a firm of Practicing Accountants
has recently been commissioned by the Managing Partner of the firm to:

(a) Briefly outline the nature of the
(i) Application controls and
(ii) General Controls, expected in a computer-based accounting system

(b) List and briefly comment on 5 (five) components of audit planning documentation as an
important aspect of the audit process.

(c) You are required to provide what you consider should be the content of Mr. Yekini Sofola’s
response

SOLUTION TO QUESTION 2SOLUTION TO QUESTION 2SOLUTION TO QUESTION 2SOLUTION TO QUESTION 2SOLUTION TO QUESTION 2

The contents of Mr. Yekini Sofola’s response, should include:
(a)  Description of Controls
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(i) Application ControlsApplication ControlsApplication ControlsApplication ControlsApplication Controls
These relate to the transactions and standing data pertaining to each computer-
based accounting system and are therefore specific to each such application. The
objectives of application controls are to ensure the completeness and accuracy of
the accounting records and the validity of the entries made in these records resulting
from both manual and programmed processing.

(ii) General ControlsGeneral ControlsGeneral ControlsGeneral ControlsGeneral Controls
These are controls, which relate to the environment within which computer-based
accounting systems are developed, maintained and operated and are therefore
applicable to all the applications.

The objectives are to ensure the proper development and implementation of
applications and the integrity of program as well as data files and computer
operations. They may be manual or programmed.

Five Components of Audit Planning DocumentationFive Components of Audit Planning DocumentationFive Components of Audit Planning DocumentationFive Components of Audit Planning DocumentationFive Components of Audit Planning Documentation

Background InformationBackground InformationBackground InformationBackground InformationBackground Information
! Meeting with client
! Brief history of the organisation
! Nature of Business
! Organisational Structure
! Accounting and internal control systems
! Audit Objectives
! Terms of engagement
! Financial Trends

Audit StrategyAudit StrategyAudit StrategyAudit StrategyAudit Strategy
! Audit approach
! Analysis of audit risks
! Outline of audit emphasis

Job AdministrationJob AdministrationJob AdministrationJob AdministrationJob Administration
! Timing of audit work
! Staff requirement
! Work Allocation
! Job review
! Reporting deadline
! Interim audit
! Attendance at stock-taking

Audit Budget
! Time
! Cost

Audit Programmes
! For all areas of the business

Audit Briefing (Pre-audit conference)
! Date of Meeting
! Name and level of staff to be briefed
! Specific matters requiring particular attention such as changes in management structure,

technology, etc.

ESSAY TYPE QUESTIONS AND SOLUTIONS
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QUESTION 3QUESTION 3QUESTION 3QUESTION 3QUESTION 3

Audit is “An independent examination of and the expression of opinion on the financial statements
of an enterprise by an appointed auditor in purauance of that appointment”.
Required:

(a) List FIVE types of audit
(b) State ONE advantage of an audit to each of five different users of the audit report.
(c) Write short notes on the following:

! Compliance tests
! Substantive tests
! Vouching

SOLUTION TO QUESTION 3SOLUTION TO QUESTION 3SOLUTION TO QUESTION 3SOLUTION TO QUESTION 3SOLUTION TO QUESTION 3

(a) TTTTTypes of audit arypes of audit arypes of audit arypes of audit arypes of audit areeeee
(i) Final Audit
(ii) Management Audit
(iii) Interim Audit
(iv) Internal Audit
(v) Continuous Audit
(vi) Environmental Audit
(vii) Value for money Audit
(viii) Forensic Audit
(ix) Social Responsibility Audit.

(b) Five advantages of audit are:Five advantages of audit are:Five advantages of audit are:Five advantages of audit are:Five advantages of audit are:
(i) To the Tax Authorities, it helps to agree tax assessment with tax authorities
(ii) To the insurance underwriters, it facilities claims for loss of profit or stock from an

insurance company, including consequential loss.
(iii) To the Banks, it facilities processing of application for bank facilities
(iv) To the Shareholders, it help to prevent or reduce incidents of fraud, error and other

misstatements.
(v) To the Partnerships, it provides a proper basis for valuation of goodwill on

admission, retirement, or death of a partner and helps reduce or settle disputes
that may arise from financial statements

(c) Short NotesShort NotesShort NotesShort NotesShort Notes
(i) COMPLIANCE TESTSCOMPLIANCE TESTSCOMPLIANCE TESTSCOMPLIANCE TESTSCOMPLIANCE TESTS

These are detailed tests of transactions, which seek to assure the auditor (i.e.
provide audit evidence) that the Internal control procedures are being adhered to
by the company management.

(ii) SUBSTANTIVE TESTSSUBSTANTIVE TESTSSUBSTANTIVE TESTSSUBSTANTIVE TESTSSUBSTANTIVE TESTS
These are tests of transactions, balances and other procedures such as analytical
review, which seek to produce audit evidence regarding completeness, accuracy
and validity of balances in the accounting records or financial statements.

(iii) VOUCHINGVOUCHINGVOUCHINGVOUCHINGVOUCHING
Vouching is the examination of transactions of the business through vetting of
documentary and other evidence of sufficient validity to satisfy the auditor that
such transactions are in order and have been properly authorised and correctly
recorded.
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QUESTION 4QUESTION 4QUESTION 4QUESTION 4QUESTION 4

An Auditor is expected to obtain relevant and reliable audit evidence sufficient to enable him draw
measurable conclusions as a basis for his report. You are required to:

(a) List the factors, which may influence the auditor’s judgment in relation to sufficiency of
the evidence so collected.

(b) State the factors that would enable the auditor assess the reliabilty of such evidence.

SOLUTION TO QUESTION 4SOLUTION TO QUESTION 4SOLUTION TO QUESTION 4SOLUTION TO QUESTION 4SOLUTION TO QUESTION 4

(a) Sufficiency of Audit EvidenceSufficiency of Audit EvidenceSufficiency of Audit EvidenceSufficiency of Audit EvidenceSufficiency of Audit Evidence

The sufficiency of audit evidence will be affected by the following factors:
(i) The relevance of the evidence  collected.
(ii) The reliability of the evidence collected.
(iii) The materiality and nature of the item being checked.
(iv) The auditor’s experience of the reliability of management, staff, accounting records

as well as the effectiveness of the internal control system.
(v) The possibility of management bias and the accompanying risk of mis-statements
(vi) The time and cost of collecting the evidence in relation to the value of the evidence.
(vii) The auditor’s knowledge of the client’s business and the operating industry

(b) Reliability of evidenceReliability of evidenceReliability of evidenceReliability of evidenceReliability of evidence

The auditor will consider the following factors when assessing the reliability of the evidence.
(i) Reliability of the source and his previous experience about that source: the

independence, objectivity, qualification, and experience of the provider of evidence.
(ii) The form of the evidence e.g.

! Documentary evidence is more reliable than oral evidence
! Externally generated evidence is better than internally  generated one
! Evidence generated by the auditor through physical inspection, computation

or analysis is more reliable than evidence presented by client staff.
(iii) Whether the evidence agrees or conflicts with other related evidence: for example,

if there is a conflict, more evidence will be required to prove the reliability of one
source or evidence.

QUESTION 5QUESTION 5QUESTION 5QUESTION 5QUESTION 5

Penta Ltd. a manufacturing company involved in the production of vegetable oil, has been
in business for over five years. Since then, it has been making huge losses. The company
accounts are being audited by Babajide and Co., Chartered Accountants.

The company is currently experiencing serious financial difficulties. It has approached the
major shareholder to assist it; by granting it a soft loan. Enquiries made by the major
shareholder who is the Chairman, revealed that management, with the assistance of some
suppliers of the company are defrauding the company , through payment for materials not
supplied. The Chairman has approached your firm of Chartered Accountants, Experience
and Co, to carry out an investigation into this matter and report your findings to him.

You are aware that Jeje Nig. Ltd, one of your major clients, is one of the major suppliers of
Penta Ltd.

ESSAY TYPE QUESTIONS AND SOLUTIONS
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! State, with reasons, whether Experience and  Co. (Chartered Accountants) should
accept or reject this appointment.

! If Experience and Co. decides to accept the appointment, what steps should it take
before formally accepting?

! Draw up a programme of work to be undertaken by Experience and Co.

SOLUTION TO QUESTION 5SOLUTION TO QUESTION 5SOLUTION TO QUESTION 5SOLUTION TO QUESTION 5SOLUTION TO QUESTION 5

(a) Experience and Co. (Chartered Accountants) may not accept the assignment if:
He makes a discreet enquiry on his client Jeje Nigeria Ltd. and discovers that the company
is one of the suppliers that is assisting the directors of Penta Ltd, to defraud.

The reason for this is that , if he takes the appointment, he will be baised unless he does
not mind to lose Jeje and come up clear and plain with the result of his findings.

(b) If he chooses to accept the appointment, then he must write to the company’s auditors –
Babajide and Co., informing them of the assignment given to him

(c) Programme of work to be carried out by Experience and Co.
(i) Obtain a list of the creditors of Penta Ltd, for the period that the investigation

should cover.
(ii) Agree totals of the balances to the General Ledger and Trial Balance for each period.

(This will help in establishing completeness of the list).
(iii) Trace debit entries in the Creditors’ ledger to the Bank Cash book and Bank

Statements.
(iv) Request for original Supplies’ invoices, upon which these payments were made.
(v) Request for copies of Local Purchase Orders.
(vi) Ask for Delivery Notes/Waybills

! Trace waybills to Goods Received Notes.
! Trace Goods Received Notes to Stock Cards.
! Review issues from stock.
! Check authorisations to payment vouchers.

! Review Bank Reconciliation Statements.
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APPENDIX IVAPPENDIX IVAPPENDIX IVAPPENDIX IVAPPENDIX IV

GLOSSARY OF TERMSGLOSSARY OF TERMSGLOSSARY OF TERMSGLOSSARY OF TERMSGLOSSARY OF TERMS

Access controlsAccess controlsAccess controlsAccess controlsAccess controls – procedures designed to restrict access to on-line terminal devices,
programmes and date.

Accounting estimate Accounting estimate Accounting estimate Accounting estimate Accounting estimate – an approximation of the amount of an item in the absence
of a precise means of measurement.

Accounting systemAccounting systemAccounting systemAccounting systemAccounting system – the series of tasks and records of an entity by which transactions
are processed as a means of maintaining financial records.

Adverse opinionAdverse opinionAdverse opinionAdverse opinionAdverse opinion – is expressed when the effect of a disagreement is so material and
pervasive to the financial statements that the auditor concludes that a qualification
of the report is not adequate to disclose the misleading or incomplete nature of the
financial statements.

Analytical procedures Analytical procedures Analytical procedures Analytical procedures Analytical procedures - consist of the analysis of significant ratios and trends
including the resulting investigation of fluctuations and relationships that are
inconsistent with other relevant information or deviate from predictable amounts.

Annual report Annual report Annual report Annual report Annual report - document issued by an entity on an annual basis, which includes its
financial statements together with the audit report thereon.

AppropriatenessAppropriatenessAppropriatenessAppropriatenessAppropriateness - the measure of the quality or reliability of audit evidence and its
relevance to a particular assertion.

AssertionsAssertionsAssertionsAssertionsAssertions – representations by management, explicit or otherwise, that are embodied
in the financial statements.

AttendanceAttendanceAttendanceAttendanceAttendance – Attendance consists of being present during all or part of a process
being performed by others.

AAAAAudit documentation udit documentation udit documentation udit documentation udit documentation - the written record of the basis for the auditor’s conclusions
that provides the support for the auditor’s representations.

Audit engagement partnerAudit engagement partnerAudit engagement partnerAudit engagement partnerAudit engagement partner - the partner or other person in the firm who assumes
responsibility for the conduct of the audit and for issuing an auditors’ report on the
financial statements on behalf of the firm.

Audit evidenceAudit evidenceAudit evidenceAudit evidenceAudit evidence - the information obtained by the auditor in arriving at the conclusions
on which the audit opinion is based.
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Audit riskAudit riskAudit riskAudit riskAudit risk - the risk that auditors may give an inappropriate audit opinion on financial
statements.

Audit staffAudit staffAudit staffAudit staffAudit staff - the personnel involved in an audit other than the audit engagement
partner.

Auditing -Auditing -Auditing -Auditing -Auditing - a systematic process of objectively obtaining and evaluating evidence in
respect of certain assertions about economic actions and events to ascertain the degree
of correspondence between those assertions and established criteria and reporting
the results to interested parties over a particular period of time.

AuditorAuditorAuditorAuditorAuditor – the person with final responsibility for the audit.  This term is also used to
refer to an audit firm.

Client service partnerClient service partnerClient service partnerClient service partnerClient service partner - is the partner who takes primary responsibility for
coordinating the range of services provided to an audit client.

Competencies Competencies Competencies Competencies Competencies - the knowledge, skills and abilities of audit engagement partners
and audit staff.

ComputerComputerComputerComputerComputer-assisted audit techniques(CAA-assisted audit techniques(CAA-assisted audit techniques(CAA-assisted audit techniques(CAA-assisted audit techniques(CAATTTTTs)s)s)s)s) – application of auditing procedures
using the computer as an audit tool.

Computer information systems (CIS) environmentComputer information systems (CIS) environmentComputer information systems (CIS) environmentComputer information systems (CIS) environmentComputer information systems (CIS) environment - exists when a computer of
any type or size is involved in the processing of financial information of significance
to the audit.

Confirmation Confirmation Confirmation Confirmation Confirmation - a specific type of inquiry that is the process of obtaining representation
of information of an existing condition directly from a third party.

Continuing auditorContinuing auditorContinuing auditorContinuing auditorContinuing auditor – the auditor who audited and reported on the immediate prior
period’s financial statements and continues as the auditor for the current period.

Control environment Control environment Control environment Control environment Control environment - the overall attitude, awareness and actions of directors and
management regarding internal controls and procedures and their importance in the
entity.

Control riskControl riskControl riskControl riskControl risk - the risk that a misstatement that could occur in an account balance or
class of transactions and would not be prevented, or detected and corrected on a timely
basis by the accounting and internal control systems.

Control proceduresControl proceduresControl proceduresControl proceduresControl procedures – are those policies and procedures in addition to the control
environment which management has established to achieve the entity’s specific
objectives.
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Date of financial statementsDate of financial statementsDate of financial statementsDate of financial statementsDate of financial statements – the date of the end of the latest period covered by
the financial statements, which normally is the date of the most recent balance sheet
in the financial statements subject to audit.

Date of approval of the financial statementsDate of approval of the financial statementsDate of approval of the financial statementsDate of approval of the financial statementsDate of approval of the financial statements—the date on which those with the
recognised authority assert that they have prepared the entity’s complete set of
financial statements, including the related notes, and that they have taken
responsibility for them.

Date of the auditorDate of the auditorDate of the auditorDate of the auditorDate of the auditor’s r’s r’s r’s r’s reporteporteporteporteport—The date selected by the auditor to date the report on
the financial statements. usually after the date of approval of the financial statements.

Date the financial statements arDate the financial statements arDate the financial statements arDate the financial statements arDate the financial statements are issuede issuede issuede issuede issued—The date that the auditor’s report
and audited financial statements are made available to third parties, which may be,
in many circumstances, the date that they are filed with a regulatory authority.

Database Database Database Database Database – collection of data that is shared and used by a number of different users
for different purposes.

Detection riskDetection riskDetection riskDetection riskDetection risk - the risk that auditors’ substantive procedures do not detect a
misstatement that exists in an account balance or class of transactions that could be
material.

DirDirDirDirDirectors ectors ectors ectors ectors - the directors of a company, partners, proprietors, or equivalent persons
responsible for directing the entity’s operations and preparing its financial statements.

Disclaimer of opinionDisclaimer of opinionDisclaimer of opinionDisclaimer of opinionDisclaimer of opinion – is expressed when the possible effect of a limitation on
scope is so material and pervasive that the auditor has not been able to obtain sufficient
appropriate audit evidence and accordingly is unable to express an opinion on the
financial statements.

ErrorErrorErrorErrorError – an unintentional mistake in financial statements.

ErrorsErrorsErrorsErrorsErrors - unintentional misstatements or omissions of amounts or disclosures in
financial statements.

External auditorExternal auditorExternal auditorExternal auditorExternal auditor – independent auditor who is not subject to management controls.

Financial statements Financial statements Financial statements Financial statements Financial statements – the balance sheets, income statements, statements of
changes in financial position, notes and other statements and explanatory material
which are identified as being part of the financial statements.

FirmFirmFirmFirmFirm – sole practitioners, partnerships, limited liability partnerships and other
corporate entities engaged in the provision of auditing services.

GLOSSARY OF TERMS
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FFFFFraud raud raud raud raud – refers to an intentional act by one or more individuals among management,
employees, or third parties, which results in a misrepresentation of financial
statements.

Going concern assumptionGoing concern assumptionGoing concern assumptionGoing concern assumptionGoing concern assumption – an entity is ordinarily viewed as continuing in business
for the foreseeable future with neither the intention nor the necessity of liquidation,
ceasing trading or seeking protection from creditors pursuant to laws or regulations.
Accordingly, assets and liabilities are recorded on the basis that the entity will be
able to realise its assets and discharge its liabilities in the normal course of business.

Goodwill Goodwill Goodwill Goodwill Goodwill - the difference between the value of a business as a whole and the aggregate
of the fair values of its separable net assets.

GovernanceGovernanceGovernanceGovernanceGovernance - describes the role of persons entrusted with the supervision, control
and direction of an entity by ensuring that the entity achieves its objectives, financial
reporting, and of reporting to interested parties.

Incoming auditorIncoming auditorIncoming auditorIncoming auditorIncoming auditor – the auditor who is to take over from the current auditor and did
not audit the prior period’s financial statements.

Independent audit Independent audit Independent audit Independent audit Independent audit - providing reasonable assurance that published audited
financial reports are free from material misstatement and are in accordance with
legislation and relevant accounting standards.

Independent partner Independent partner Independent partner Independent partner Independent partner - a partner with sufficient experience and authority who is
not engaged in the performance of the audit to perform an ‘independent review’.

Inherent riskInherent riskInherent riskInherent riskInherent risk - the susceptibility of an account balance or class of transactions to
material misstatement, either individually or when aggregated with misstatements
in other balances or classes of transactions.

Intended usersIntended usersIntended usersIntended usersIntended users - the person, persons or class of persons for whom the practitioner
prepares the assurance report.

Internal audit Internal audit Internal audit Internal audit Internal audit - an appraisal or monitoring activity established by management
and the directors for the review of the accounting and internal control systems as a
service to the entity.

Internal control systemInternal control systemInternal control systemInternal control systemInternal control system- the control environment and control procedures. Which
includes all the policies and procedures (internal controls) adopted by the directors
and management of an entity to assist in achieving their objective.

IT environmentIT environmentIT environmentIT environmentIT environment – the policies and procedures that the entity implements and the IT
infrastructure (hardware, operating systems, etc) and application software that it uses
to support business operations and achieve business strategies.



359

Knowledge of the businessKnowledge of the businessKnowledge of the businessKnowledge of the businessKnowledge of the business – the auditor’s general knowledge of the economy and
the industry within which the entity operates and a more particular knowledge of how
the entity operates.

Limitation on scope Limitation on scope Limitation on scope Limitation on scope Limitation on scope – a restriction on the scope of the auditor’s work which may
sometimes be imposed by the entity or by circumstances. It may also arise when, in
the opinion of the auditor, the entity’s accounting records are inadequate or when the
auditor is unable to carry out an audit procedure believed desirable.

Local Area Network (LAN)Local Area Network (LAN)Local Area Network (LAN)Local Area Network (LAN)Local Area Network (LAN) - a communications network that serves users within a
confined geographical area.

ManagementManagementManagementManagementManagement - those persons who may include directors, who have executive
responsibility for the conduct of the entity’s operations and the preparation of its
financial statements.

ManagementManagementManagementManagementManagement - comprises officers and others who also perform senior managerial
functions. Management includes those charged with governance only in those instances
when they perform such functions.

Management fraudManagement fraudManagement fraudManagement fraudManagement fraud – fraud involving one or more members of management or
those charged with governance.

Management representationsManagement representationsManagement representationsManagement representationsManagement representations – representations made by management to the
auditor during the course of an audit, either unsolicited or in response to specific
inquiries.

Material inconsistencyMaterial inconsistencyMaterial inconsistencyMaterial inconsistencyMaterial inconsistency - exists when other information contradicts information
contained in the audited financial statements. A material inconsistency may raise
doubt about the audit conclusions drawn from audit evidence previously obtained
and, possibly, about the basis for the auditor’s opinion on the financial statements.

Mis-statementMis-statementMis-statementMis-statementMis-statement - A mis-statement of the financial statements that can arise from
fraud or error (also see Fraud and Error).

Modified auditorModified auditorModified auditorModified auditorModified auditor’s r’s r’s r’s r’s report eport eport eport eport – An auditor’s report is considered to be modified if
either an emphasis of matter paragraph(s) is added to the report or if the opinion is
other than unqualified.

Other auditorOther auditorOther auditorOther auditorOther auditor – an auditor, other than the principal, including affiliated firms,
whether using the same name or not, and correspondents.

Predecessor auditorPredecessor auditorPredecessor auditorPredecessor auditorPredecessor auditor – the auditor who was previously the auditor of an entity and
who has been replaced by an incoming auditor.

GLOSSARY OF TERMS
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Principal auditorPrincipal auditorPrincipal auditorPrincipal auditorPrincipal auditor – the auditor with responsibility for reporting on the financial
statements of an entity when those financial statements include financial information
of one or more components audited by other auditors.

Professional scepticismProfessional scepticismProfessional scepticismProfessional scepticismProfessional scepticism – an attitude that includes a questioning mind and a critical
assessment of evidence.

TTTTTransaction logs ransaction logs ransaction logs ransaction logs ransaction logs – reports that are designed to create an audit trail for each on-line
transaction.

UncertaintyUncertaintyUncertaintyUncertaintyUncertainty – is a matter whose outcome depends on future actions or events not

under the direct control of the entity but that may affect the financial statements.
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STUDY AND EXAMINASTUDY AND EXAMINASTUDY AND EXAMINASTUDY AND EXAMINASTUDY AND EXAMINATION TECHNIQUESTION TECHNIQUESTION TECHNIQUESTION TECHNIQUESTION TECHNIQUES

This appendix contains notes on:
(a) Using the questions and answers provided in the manual
(b) Effective study
(c) Examination technique

6.16.16.16.16.1 Questions and answersQuestions and answersQuestions and answersQuestions and answersQuestions and answers
Introduction
1. Two types of question are provided in this manual

(a)     Questions set at the ends of chapters with answers provided in Appendix I
(b)     Questions with answers set in Appendix II

Questions with AnswersQuestions with AnswersQuestions with AnswersQuestions with AnswersQuestions with Answers
2. These questions are either

(a) questions intended to test the understanding of the points arising out of
the particular chapter; or

(b) examination questions inserted at a stage where it is considered the student
will be best able to give a reasonable answer.

3. Most answers are given in outline but some examination answers go a little further
in order to provide greater guidance and provide students with the basis for study.

4. When answers are comprehensive you could not be expected to write them in the
time allowed. Do not worry if you feel you could not write such answers; you are
not expected to. But you must grasp the main points or principles involved which
will form the basis for good marks in an examination.

5. Do not worry if your answer differs, there is often more than one approach. You
must satisfy yourself however, that it is only the approach that differs, and that you
have not missed the fundamental principles.

6. Authors’ Comments. These have been included to give additional points or elaborate
on matters arising out of the subject covered by the question to which it is felt you
should give some thought.

Using the answersUsing the answersUsing the answersUsing the answersUsing the answers
7. Have a shot at each question yourself before consulting the answer, you will achieve

nothing if you do not do this. Write your answer out in full or jot down the main
points. Do not hurry to the answer.

8. Look at the answer. (See para 5 in the case of examination answers). Study the
particular area thoroughly now making sure of your understanding. Repeat the
process outlined in para 7 and this paragraph after a suitable interval. You must
do this to get any benefit at all. Make sure the main points stick.

9. Just browsing through the answers will really get you nowhere. You must test
yourself by writing down your version of the answer.

6.26.26.26.26.2 IntroductionIntroductionIntroductionIntroductionIntroduction
1. These notes are intended for those who are new to studying for examination subjects,

although those who are not may also benefit. They have been written in relation to
study involving the reading of textbooks, and they apply to all subjects. It is often
very difficult to pick out the important principles from such books. Careful reading
of these notes will be of benefit even in studying the manual.
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GeneralGeneralGeneralGeneralGeneral
2. Study means more than just reading a piece of literature. It means close concentrated

reading with a notebook at your side. Unless you are one of a few people do not
kid yourself you can absorb material by just one general read through it, you
cannot!

3. Read a small area, making notes as you go along. Then ask yourself – what have I
just learnt? Write down what you think it was all about. Then look again and you
may be surprised to find you have missed a key point or points – they must be
down in your notebook and eventually in your head.

Compilation of notebookCompilation of notebookCompilation of notebookCompilation of notebookCompilation of notebook
4. A well-compiled NOTEBOOK is a must. Use block capitals or different colour inks to

headline the main areas and subdivisions of those areas. Notes made during lectures
or private study should not go straight into your NOTEBOOK. Take them down on a
“rough” paper and write them in your NOTEBOOK as soon as possible after the
lecture or study period, thinking about what you are writing.

Memory aidsMemory aidsMemory aidsMemory aidsMemory aids
5. MnemonicsMnemonicsMnemonicsMnemonicsMnemonics are very useful – if the sequence of points in the textbook is not

significant, change it if it makes for a better mnemonic.
6. AssociationAssociationAssociationAssociationAssociation of the points with familiar objects which will serve to recall them is

also useful.
7. Some people memorise things by saying them over and over out loud, others have

to write them down time after time.
8. Many students have small blank cards and using one side of each card for each

study area, put down the main points. They carry the cards everywhere with them
and use every opportunity to study them. As they are small they are easily carried.
It is surprising how much of your day can be utilized this way.

ProgrammeProgrammeProgrammeProgrammeProgramme
9. Map out a programme for yourself; set targets and achieve them. One thing is

certain, studying is not easy but it is not too difficult if you go about it in an orderly
purposeful way. Many students fail their examinations through bad preparation.
Tackle your studies as you would a project at work, systematically. Allocate a number
of hours each week to each subject. Try fixing specific times for each subject, then
keep to them by refusing to let anything keep you from your planned task.

RevisionRevisionRevisionRevisionRevision
10. Revise periodically. The nearer the examination gets, the more you should

concentrate on the major headlines in your notebook and less with the supporting
details.

6.36.36.36.36.3 Examination techniqueExamination techniqueExamination techniqueExamination techniqueExamination technique

First impressionsFirst impressionsFirst impressionsFirst impressionsFirst impressions
1. However well prepared you may be, you are still likely to look at the paper on the

day and say to yourself, after a quick look at the questions, “There’s not much
there I can do”.

2. The atmosphere of the exam room has something to do with this. Try to blot
everything from your mind other than the job in hand. Concentrate hard. If you
feel a bit panicky (most people do – despite the apparent looks of serenity around
you) grip the table, take a deep breath, and get on with it. Remember things are
never as bad as they seem!
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Time allocationTime allocationTime allocationTime allocationTime allocation
3. Allocate each question time appropriate to the number of marks. At the end of the

allotted time for a question go on to the next – remember, the first 5 or 10 marks on
the new question are more readily picked up than the last 1 or 2 on the previous
question.

4. The temptation will be to say “I’ll write just one more sentence”, but before you
know where you are you would have written several more and probably just
managed to scrape another mark, whereas the same time on the next question
could have earned 5 or 6 marks. TIME ALLOCATION IS IMPORTANT.

5. If you are running out of time write down the main headings first, leaving a few
lines between each – at least the examiner will see that you had the overall picture.
Then go back putting in as much supporting detail as you can.

General approachGeneral approachGeneral approachGeneral approachGeneral approach
6. Read the instructions at the top of the paper
7. Read the question paper once through. Make your choice of questions quickly.

Pick the easiest (if one appears so) and get on with it.

Individual questionIndividual questionIndividual questionIndividual questionIndividual question
8. Read the question again carefully. The question will involve a key principle or set

of principles. What are they? It is so easy to make the wrong decision at this stage,
so read the question, underlining what appear to be the key words. This should
help you. Irrelevancy has been heavily criticised by examiners.

9. Do not rush into action with your pen yet. Jot down on a piece of scrap paper the
main headings you will use in your answer. All this will take time – about 5 minutes
or more, but the careful thought and outline answer represents marks already
earned.

10. If the question is set out in a particular sequence, that is:
a. ……………………
b. ……………………
c. …………………… etc.

then answer it in that sequence or you’ll have a hostile examiner to cope with.

11. Use the particular terminology used in the question, the examiner can then link
the points in your answer to the relevant parts of the question.

12. Assumptions are sometimes required (for example because of the lack of
standardisation of terminology in this subject). Having stated your assumptions,
make sure that what you write is consistent with them. Do ensure, however, that
your assumptions are valid and are not just a device for changing the meaning of
the question to suit your knowledge!

Layout of answerLayout of answerLayout of answerLayout of answerLayout of answer
13. Tabulate where appropriate, using block capitals for your main headings and

underline subheadings. Underline words or phrases which require emphasis. Use
a ruler.

14. Leave a line between your paragraphs and subparagraphs. This makes for a good
layout. However, do not write one very other line within paragraphs, or on one
side of the paper only – examiners are waste conscious!

15. The use of different colour pens, where appropriate, is useful but do not overdo it.
In fact one black and red felt-tip pen would be sufficient (use the felt-tip pens
which have a fine point).
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Charts and diagramsCharts and diagramsCharts and diagramsCharts and diagramsCharts and diagrams
16. A descriptive heading or title must be given to each diagram (using the one in the

question if indicated).
17. Do not squeeze a diagram into a corner – spread it out.
18. Do not clutter your diagram up with too much detail – this defeats the object,

which should be clarity.
19. Give a key to the symbols and the different lines you’ve used, and again – use a

ruler.

End of examination procedureEnd of examination procedureEnd of examination procedureEnd of examination procedureEnd of examination procedure
20. Have a quick look at each answer, checking for grammatical errors and badly

formed letters.
21. Ensure each answer sheet has your number on it and do not leave any lying on the

table.

ConclusionConclusionConclusionConclusionConclusion
22. Good technique plays a large part in examination success; this is a fact. Refuse to

be panicked, keep your head, and with reasonable preparation you should make
it.

23. Remember – you do not have to score 100% to pass.
24. A final point; once you’re in the examination room stay there and make use of

every minute at your disposal.
25. Practice your technique when answering the questions set in the manual.
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