AO01_AREN7431_17_SE_FM.indd 1

AUDITING
AND ASSURANCE
SERVICES

AN INTEGRATED APPROACH

SEVENTEENTH EDITION

ALVIN A. ARENS

Former PricewaterhouseCoopers
Emeritus Professor
Michigan State University

RANDAL |. ELDER

The University of North Carolina at Greensboro
Dixon Hughes Goodman Professor and Department Head

MARK S. BEASLEY

North Carolina State University
Deloitte Professor of Enterprise Risk Management

CHRIS E. HOGAN

Michigan State University
Russell E. Palmer Endowed Professor and Department
Chairperson

@ Pearson

15/12/18 3:42 AM



Vice President, Business, Economics, and UK
Courseware: Donna Battista

Director of Portfolio Management: Adrienne D’Ambrosio

Senior Portfolio Manager: Ellen Geary

Vice President, Product Marketing: Roxanne McCarley

Senior Product Marketer: Becky Brown

Product Marketing Assistant: Marianela Silvestri

Manager of Field Marketing, Business Publishing:
Adam Goldstein

Field Marketing Manager: Nayke Popovich

Vice President, Production and Digital Studio, Arts and
Business: Etain O’Dea

Director, Production and Digital Studio, Business and
Economics: Ashley Santora

Managing Producer, Business: Melissa Feimer

Senior Content Producer: Gladys Soto

Operations Specialist: Carol Melville

Design Lead: Kathryn Foot
Manager, Learning Tools: Brian Surette
Learning Tools Strategist: Michael Trinchetto
Managing Producer, Digital Studio and GLP:
James Bateman
Managing Producer, Digital Studio: Diane Lombardo
Digital Studio Producer: Mary Kate Murray
Digital Studio Producer: Alana Coles
Digital Content Team Lead: Noel Lotz
Digital Content Project Lead: Martha LaChance
Full Service Project Management: Jennifer Gavigan,
Integra Software Services, Inc.
Interior Design: Integra Software Services, Inc.
Cover Design: Integra Software Services, Inc.
Cover Art: Integra Software Services, Inc.
Printer/Binder: LSC Communications, Inc.
Cover Printer: Phoenix Color/Hagerstown

Microsoft and|or its respective suppliers make no representations about the suitability of the information contained in the documents
and related graphics published as part of the services for any purpose. All such documents and related graphics are provided “as is”
without warranty of any kind. Microsoft and/or its respective suppliers hereby disclaim all warranties and conditions with regard to
this information, including all warranties and conditions of merchantability, whether express, implied or statutory, fitness for a par-
ticular purpose, title and non-infringement. In no event shall Microsoft and|or its respective suppliers be liable for any special, indirect
or consequential damages or any damages whatsoever resulting from loss of use, data or profits, whether in an action of contract, neg-
ligence or other tortious action, arising out of or in connection with the use or performance of information available from the services.

The documents and related graphics contained herein could include technical inaccuracies or typographical errors. Changes are pe-
riodically added to the information herein. Microsoft and/or its respective suppliers may make improvements and/or changes in the
product(s) and/or the program(s) described herein at any time. Partial screen shots may be viewed in full within the software version
specified.

Microsoft® and Windows® are registered trademarks of the Microsoft Corporation in the U.S.A. and other countries. This book is
not sponsored or endorsed by or affiliated with the Microsoft Corporation.

Copyright © 2020, 2017, 2014 by Pearson Education, Inc. or its affiliates. All Rights Reserved. Manufactured in the United States
of America. This publication is protected by copyright, and permission should be obtained from the publisher prior to any
prohibited reproduction, storage in a retrieval system, or transmission in any form or by any means, electronic, mechanical,
photocopying, recording, or otherwise. For information regarding permissions, request forms, and the appropriate contacts
within the Pearson Education Global Rights and Permissions department, please visit

www.pearsoned.com/permissions|.

Acknowledgments of third-party content appear on the appropriate page within the text -OR- on page 896, which constitutes
an extension of this copyright page.

PEARSON, ALWAYS LEARNING, and MYLAB are exclusive trademarks owned by Pearson Education, Inc. or its affiliates in the
U.S. and/or other countries.

Unless otherwise indicated herein, any third-party trademarks, logos, or icons that may appear in this work are the property of
their respective owners, and any references to third-party trademarks, logos, icons, or other trade dress are for demonstrative or
descriptive purposes only. Such references are not intended to imply any sponsorship, endorsement, authorization, or promo-
tion of Pearson’s products by the owners of such marks, or any relationship between the owner and Pearson Education, Inc., or
its affiliates, authors, licensees, or distributors.

Library of Congress Cataloging-in-Publication Data

Names: Arens, Alvin A.; Elder, Randal J.; Beasley, Mark S.; Hogan, Chris E., authors.
Title: Auditing and assurance services | by Alvin A. Arens, Randal J. Elder,
Mark S. Beasley, Chris E. Hogan.
Description: 17e [edition]. | Upper Saddle River, NJ : Pearson, [2020] |
Includes index.
Identifiers: LCCN 2018035103 | ISBN 9780134897431 (softcover)
Subjects: LCSH: Auditing.
Classification: LCC HF5667 .A69 2020 | DDC 657/.45—dc23
LC record available at https://lccn.loc.gov/2018035103

I earson ISBN 10: 0-13-489743-9
ISBN13: 978-0-13-489743-1

AO01_AREN7431_17_SE_FM.indd 2 @ 15/12/18 3:42 AM



CONTINUING
THE LEGACY OF
ALVIN A. ARENS

ALVIN A. ARENS: The author team of Randy Elder,
Mark Beasley, and Chris Hogan, are pleased to continue
the outstanding legacy of our book’s founding author,
Al Arens, in this 17th edition of Auditing and Assurance
Services: An Integrated Approach. As was done for the 15th
and 16th editions, we again dedicate this new edition to
Al’'s memory.

Randy and Mark joined Al as coauthors on this textbook
in the 8th edition, and have been honored to continue
Al’s leadership in helping shape classroom instruction
and student learning about auditing concepts and their
practical implementation around the world. Since the
first edition was published, this textbook has impacted
audit education for nearly 40 years in the U.S. and glob- j
ally, including seven different language translations. Al's  November 24, 1935 — December 6, 2010
leadership at national and international levels and his

commitment to expanding knowledge through the development of educational mate-
rials, including this textbook, continue to inspire us as we strive to advance his legacy
for future generations of auditing professionals.

Al was the PricewaterhouseCoopers Auditing Professor and member of the Account-
ing & Information Systems faculty in the Eli Broad College of Business at Michigan
State University from 1968 through 2007. Thus, we are especially pleased that Chris
Hogan, Professor at Michigan State University, joined the author team in the 16th edi-
tion, continuing the Michigan State connection started by Al.

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

This 17th edition continues his outstanding legacy in audit education.
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PREFACE

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

To improve student results, we recommend pairing the text content with MyLab
Accounting, which is the teaching and learning platform that empowers you to reach
every student. By combining trusted author content with digital tools and a flexible
platform, MyLab personalizes the learning experience and will help your students
learn and retain key course concepts while developing skills that future employers are
seeking in their candidates.

NEW TO THIS EDITION

New auditing standards are released without regard to textbook revision cycles. As
auditing instructors, we appreciate how critical it is to have the most current con-
tent available. This edition includes guidance in the recently issued SAS No. 133, An
Auditor Involvement with Exempt Offering Documents, and PCAOB standards, including the
new standard auditor’s report contained in AS 3101, The Auditor’s Report on an Audit of
Financial Statements When the Auditor Expresses an Unqualified Opinion and Related Amendments
to PCAOB Standards. In addition, we have included coverage of the AICPA’s Auditing
Standards Board pending revision of the auditor’s standard unmodified opinion audit
report, so that our coverage of audit reports is up to date (as discussed further below). It
is important to note that as part of this project, the AICPA also revised the management
assertions. The changes to the assertions are reflected throughout the text.

Now that the AICPA has completed its Clarity Project for auditing, attestation,
and accounting and review services engagements, all chapters of the textbook reflect
the various revisions resulting from the issuance of the Clarity standards, including
coverage up through the issuance of SSARS No. 23, Omnibus Statement on Standards for
Accounting and Review Services—2016 and SSAE No. 18, Attestation Standards: Clarification
and Recodification. We are committed to continually providing you with up-to-date
content in this dynamic global auditing environment and will keep you updated with
highlights posted on our website of major changes in new standards as they are issued.

Current Coverage

Both the AICPA’s Auditing Standards Board (ASB) and the PCAOB have recently
revised guidance related to auditor reporting to make the audit report more infor-
mative to users. These changes significantly changed the format and length of con-
tent included in the auditor’s report. Most notably, auditors of public companies must
include in the auditor’s standard unmodified opinion report disclosure of “critical
audit matters” (CAMs), which represent issues that involved especially challenging,
subjective, or complex auditor judgment and how the auditor addressed those mat-
ters. While auditors of nonpublic entities are not required to include those disclosures,

New Auditor Reports
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the new audit reporting standard proposed by the ASB provides reporting guidance
for auditors who are engaged to communicate “key audit matters” (KAMs), which are
similar in nature to CAMs in the PCAOB guidance. Chapter 3 provides extensive cov-
erage of these new auditor report guidelines, including a number of illustrations of
auditor reports for different engagement circumstances.

The Internet and extensive use of technologies and automation by entities to engage in
all types of business transactions and services have dramatically increased the amount
of data available for analysis. The audit profession is rapidly exploring how audit data
analytics (ADAs) and advanced technologies might allow them to increase both audit
quality and efficiency. The 17th edition of this textbook includes new coverage of how
ADA s are being used in all phases of the audit, spanning from initial planning through
the completion of the audit.

We provide an extensive introduction to ADAs in Chapter 7, including cover-
age of best practices related to accessing and preparing the data, evaluating the rel-
evance and reliability of that data, addressing large numbers of exceptions for further
consideration, and documenting the use of ADAs. We also include coverage of differ-
ent types of advanced technologies, including artificial intelligence, robotics, machine
learning, and deep learning. Additionally, many of the remaining chapters of the text-
book include callout “Data Analytics” boxes that highlight different ways auditors are
using ADAs in the various financial statement cycles to perform tests of controls, sub-
stantive tests of transactions, substantive analytical procedures, and tests of details.
These callout boxes help students see how ADAs are transforming the nature, timing,
and extent of audit procedures in all aspects of the audit.

To provide students hands-on experience in using various data analytics tools, we have
developed an entirely new dataset that includes different files of transaction data related
to the sales and collection cycle for a hypothetical company, JA Tire Manufacturing.
This dataset, which students can access from the textbook website, includes different
sub-files that contain transaction data related to JA Tire Manufacturing’s sales orders,
bills of lading, invoices, cash receipts, customer master file, and product master file.
We have developed several new homework problems included in different chapters
that require students to analyze data in the various sub-files of the dataset for JA Tire
Manufacturing. Because the dataset is in Excel, the new homework problems allow

JA Tires Sales System Description

Process Relevant File Fields included

JA Tires has four sales divisions:
Southeast (SE), Southwest (SW),
Midwest (MW) and Northeast (NE)

)

JA Tires sells various tire products | Product_Master Product Number

as described in the Product_Master Product Description
file
A Customer Master File is Customer_Master Customer Number
maintained by the Regional Customer Name
Manager Delivery Information

w

Shipping Information
Sales Division Territory

EN

Customer submits customer order
electronically via an online portal.
Customers are assigned a customer
number that they use to input order
through a customer portal. Once
logged in, the customer enters the
customer Purchase Order # (PO#),
Product number and Quantities
ordered

%)

A Sales Order is automatically Sales Order Sales Order Number

generated in numerical order by Customer Number

the system from the customer Customer Purchase Order Number
order Product Number

Price

Order Quantity

Order Total

Sales Order Date

Shipping Information

Indication of Voided Sales Order
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students to use any software, such as ACL, Excel, IDEA, or Tableau, to conduct their
data analysis. Thus, instructors have the flexibility to choose which software tool they
would like students to use to perform the analyses. These problems are indicated by a
data analytics icon in the margin next to the problem.

In addition to the new homework problems using the dataset of JA Tire Manufacturing, Additional Data
we have also included a number of other problems in the text that can be completed
using Excel templates that are available on the text website. These problems are indi-
cated by a spreadsheet icon in the margin next to the problem. In addition, we have
included selected problems using ACL in several chapters in the text, indicated with
a data analytics icon. These problems are related to the topic of the chapter so that
students can see how audit software is used to perform specific types of audit tests.
Guidance for students on the use of ACL is included on the text website.

Analysis Problems

Manufacturing for the year ended December 31, 2019, you are responsible for perform-
ing risk assessment procedures related to the sales cycle. JA Tire has four sales divisions

Amiyées  within the U.S. and sells primarily to large tire companies with regional warehouses that
subsequently distribute to local retailers. Based on some of the risk assessment procedures
already performed, you identified risks related to the fact that salespersons receive a com-
mission on sales to distributors and the commission is calculated on a monthly basis. Your
manager has asked you to perform analytical procedures as a part of audit planning to re-
view sales information by sales division and by month to identify potential risk areas that
might warrant further audit procedures related to sales.

| 7-38 (0BJECTIVE 7-5) As the in-charge senior auditor on the audit engagement for JA Tire

Required 1. Visit the textbook website to download the file “JATireSales.xls” provided to your
audit firm by the company. This file contains sales transaction information for the
year ended December 31, 2019. If you have not already done so, read the JA Tire
Manufacturing system description provided on the first tab of the Excel file before
attempting this assignment to familiarize yourself with the sales process and the
relevant worksheets and terminology. Using the “Invoices” and “Sales Order” tabs
in the Excel spreadsheet, perform the procedures in requirements 2 through 4
using either Excel, Tableau, or audit software such as ACL or IDEA.

Critical thinking and research skills are becoming increasingly important for stu- Research Problems
dents as they enter the accounting profession. To help students further develop those to Develop Critical
skills, we have continued our inclusion of homework problems in the 17th edition that Thinking Skills
require students to conduct Internet-based research to address various audit issues.

Some of those research problems have students work with actual SEC filings by com-

panies, which expose students to relevant examples of audit-related decisions. Other

problems require students to conduct research of auditing standards to determine the

relevant guidance applicable to a given audit issue.

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

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

Coverage of
Professional
Skepticism and
Auditor Judgment

The requirements of the Sarbanes—Oxley Act of 2002 and the PCAOB Auditing Coverage on
Standard 5 (now AS 2201) that impact accelerated filer public companies are inte- Risk Assessment
grated throughout the text and so are the risk assessment standards issued by the Procedures and
Auditing Standards Board. Chapter 2 emphasizes the importance of understand- Understanding Internal
ing the client’s business and its environment, including internal control. Chapter 3 Control
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highlights reporting on internal controls over financial reporting for auditors of accel-
erated filer public companies.

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

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

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

Given the complexity associated with auditing management’s assessment of the valu-
ation of certain assets, such as property, plant, and equipment and goodwill, we have
expanded our coverage of audit issues related to impairment evaluations. Chapter 19
includes expanded coverage of issues surrounding the facts and circumstances of
auditing management’s method of determining fair value and whether management
has appropriately accounted for and disclosed impairment of those assets. We have
included a new vignette in that chapter that specifically addresses the two-step pro-
cess of conducting a goodwill impairment analysis.

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

With more organizations taking advantage of cloud computing options and third-
party IT service providers, there is a greater need for information about the design
and operating effectiveness of internal controls provided by these external service
providers. This 17th edition contains coverage of service organization control (SOC)
reports issued by service center auditors. Both Chapters 12 and 25 reflect the guidance
for service auditors reporting on internal controls at service organizations, includ-
ing coverage of the different types of reports provided in SOC 1, SOC 2, and SOC 3
engagements.
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The issuance of SSARS No. 21 introduced a new type of nonattest engagement service
that allows nonissuers to engage a CPA to help management prepare monthly, quar-
terly, or annual financial statements without providing any assurance on the financial

Coverage of
Preparation Service

statements or issuing a report, even if the financial statements are expected to be used Engagements
by, or provided to, a third party. Chapter 25 describes this new type of service and dis-

tinguishes it from compilation and review engagement requirements.

To help students connect the important auditing concepts to real-world situations, ]
each chapter begins with an opening vignette that illustrates practice issues relevant New Opening
to that chapter’s content, and each chapter includes several short vignettes spread and M'd\};:ae':::

throughout the content of that chapter. Many of these vignettes have been updated
to reflect recent real-world events to help students understand the significance of the
content covered.

Concept Checks, introduced in the 16th edition, appear periodically within each
chapter and highlight short-answer questions to help students recap content covered
within different sections of the chapter. These short in-chapter review questions are
intended to help call students’ attention to key concepts as they read the material in
the chapter.

Concept Checks

Linking in the eText will allow students to check their understanding in MyLab
Accounting without interrupting their interaction with the eText. These questions are
also available for assignment in MyLab Accounting.

New Interactive
Concept Check
Questions

= < 206 | > Q R Aa

The common characteristics of proper audit documentation preparation are
indicated in Figure 7-5 (p. 204).

Auditors often use audit engagement management software to organize and ana-
lyze audit documentation. Using audit management software, an auditor can prepare
a trial balance, lead schedules, supporting audit documentation, and financial state-
ments, as well as perform ratio analysis. The software also facilitates tracking audit
progress by indicating the performance and review status of each audit area. Tick
marks and other explanations, such as reviewer notes, can be entered directly into
computerized files. In addition, data can be imported and exported to other applica-
tions, so auditors may download a client’s general ledger or export tax information
to a commercial tax preparation package. Auditors also use local area networks and
groupshare software programs to access audit documentation simultaneously from
remote locations.

CONCEPT CHECK

1. List the purposes of audit documentation and explain why each purpose is important.

2. Explain why it is important for audit documentation to include each of the following:
identification of the name of the client, period covered, description of the contents,
initials of the preparer and the reviewer, dates of the preparation and review, and an
index code.

Pearson eText

MyLab Accounting

@ My Courses

View the eText

Course Home

Assignments
i Launch the Arens/Elder/Beasley/Hogan, Auding and Assurance Services 17 eText.
esults
The Pearson eText will allow you to:

O « Access your etext via smartphones and tablets
« Use the text with a screen reader
Document Sharing « Configure reading settings, including resizable type and night reading mode
« Take notes, highlight, bookmark, and search
Multimedia Library.
You can read your Pearson eText on 2 mobile device! Visit our Pearson eText Apps page for more information.
Chapter Resources

Communication Tools

CC7-5 (book/static) = Question Help |~ ¥

List the purposes of audit documentation and explain why each purpose is important.

Why Purpose Is

Purpose Important
[ I[
[ I[
[
[

Choose from any drop-down list and then click Check Answer. 3,

All parts showing (RIS Clear Al B « »
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Expanded Homework
Material

Hillsburg Hardware
Annual Report

Pinnacle
Manufacturing
Integrated Case

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

The annual report for the Hillsburg Hardware Company is included as an insert to
the text. Financial statements and other information included in the annual report are
used in examples throughout the text to illustrate chapter concepts. The annual report
also includes management’s report on internal control as required by the Sarbanes—
Oxley Act Section 404a and the auditor’s report required by Section 404b, consistent
with PCAOB auditing standards.

The Pinnacle Manufacturing integrated case is based on a large, multi-division com-
pany. The case has been revised based on new financial statement data, and it consists
of seven parts distributed at the end of each respectively relevant chapter. Each part
of the case is designed to give students hands-on experience, and the parts of the case
are connected so that students will gain a better understanding of how the parts of the
audit are integrated by the audit process.

INTEGRATED CASE APPLICATION —

PINNACLE MANUFACTURING: PART 1

8-39 (OBJECTIVES 8-3, 8-4)

Introduction

This case study is presented in seven parts. Each part deals largely with the material in the
chapter to which that part relates. However, the parts are connected in such a way that in
completing all seven, you will gain a better understanding of how the parts of the audit are
interrelated and integrated by the audit process. The parts of this case appear in the following
textbook chapters:

* Part [—Perform analytical procedures for different phases of the audit, Chapter 8.

* Part [I—Understand factors influencing risks and the relationship of risks to audit
evidence, Chapter 9.

e Part Ill—Conduct fraud brainstorming and assess fraud risks, Chapter 10.

* Part IV—Understand internal control and assess control risk for the acquisition and
payment cycle, Chapter 12.

* Part V—Design tests of controls and substantive tests of transactions, Chapter 14.

e Part VI—Determine sample sizes using audit sampling and evaluate results,
Chapter 15.

* Part VII—Design, perform, and evaluate results for tests of details of balances,
Chapter 16.

SOLVING TEACHING AND LEARNING CHALLENGES:

Integrated Approach
for Risk Assessment
and Audit Decision
Making
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Auditing and Assurance Services: An Integrated Approach is an introduction to auditing and
other assurance services. It is intended for either a one-quarter or one-semester course
at the undergraduate or graduate level. This book is also appropriate for introductory
professional development courses for CPA firms, internal auditors, and government
auditors.
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The primary emphasis in this text is on the auditor’s decision-making pro-
cess in a financial statement audit, as well as an integrated audit of both financial
statements and internal control over financial reporting required for accelerated
filer public companies. We believe that the most fundamental concepts in audit-
ing concern determining the nature and amount of evidence the auditor should
gather after considering the unique circumstances of each engagement. If students
of auditing understand the objectives to be accomplished in a given audit area, the
risks related to the engagement, and the decisions to be made, they should be able
to determine the appropriate evidence to gather and how to evaluate the evidence
obtained.

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

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

TABLE OF CONTENTS OVERVIEW

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

Part |, The Auditing Profession (Chapters 1-5) The book begins with
an opening vignette, featuring a Big 4 public accounting firm'’s assurance report
contained in the Corporate Sustainability Report issued by United Parcel Service (UPS),
to help students see the increasingly important role of auditors in providing assur-
ance on a broad range of information important to key stakeholders. Chapter 1 intro-
duces key provisions of the Sarbanes—Oxley Act, including the creation of the PCAOB
and Section 404 internal control reporting requirements. Chapter 2 covers the CPA

PREFACE xxiii
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profession, with particular emphasis on the standards setting responsibilities of the
International Auditing and Assurance Standards Board (IAASB) and the PCAOB and
how those responsibilities differ from those of the AICPA Auditing Standards Board
(ASB). Chapter 3 provides a detailed discussion of the newly revised audit reports
issued under AICPA and PCAOB standards, including communications in the audit
report about critical audit matters or key audit matters. Chapter 3 also includes a sepa-
rate section on the report on internal control over financial reporting for an acceler-
ated filer public company. The chapter also emphasizes conditions affecting the type
of report the auditor must issue and the type of audit report applicable to each con-
dition under varying levels of materiality. Chapter 4 explains ethical dilemmas, pro-
fessional ethics, and independence, and it features the recently revised AICPA Code
of Professional Conduct. Chapter 5 ends this part with an investigation of auditors’ legal
liability.

Part 2, The Audit Process (Chapters 6—13) The first two of these chapters
deal with auditor and management responsibilities, professional skepticism, a profes-
sional judgment framework for auditor decision-making, audit objectives, general con-
cepts of evidence accumulation, and audit documentation, including the management
assertions and evidence concepts in the risk assessment standards. Chapter 7 includes
extensive coverage of the growing use of audit data analytics (ADAs) and provides best
practice guidance to help auditors prepare data for analysis. Chapter 8 deals with plan-
ning the engagement, including understanding the company’s business and its indus-
try as part of the auditor’s risk assessment procedures, using analytical procedures as
an audit tool, and making preliminary judgments about materiality. Chapter 9 pro-
vides expanded coverage of the auditor’s performance of risk assessment procedures
used to assess the risk of material misstatement due to fraud or error and how the
auditor responds to risks of significant misstatement with further audit procedures.
Fraud auditing is the focus of Chapter 10, which builds upon risk assessment con-
cepts covered in the previous chapter to illustrate how risk assessment includes the
assessment of fraud risk. The chapter also includes specific examples of fraud and dis-
cusses warning signs and procedures performed in response to heightened fraud risk.
Chapter 11 outlines the key components of an effective system of internal controls
over financial reporting, consistent with the 2013 revision of COSO’s Internal Control—
Integrated Framework. Because most internal control systems are heavily dependent on
information technologies, this chapter integrates coverage of IT general controls and
application controls. Chapter 12 shows how effective internal controls can reduce
planned audit evidence in the audit of financial statements, and it outlines procedures
auditors perform as tests of those controls to support a low control risk assessment.
The chapter also describes how auditors of accelerated filer public companies inte-
grate evidence to provide a basis for their report on the effectiveness of internal control
over financial reporting with the assessment of control risk in the financial statement
audit. Chapter 13 summarizes Chapters 6 through 12 and integrates them with the
remainder of the text. Several of these chapters include Data Analytics callout boxes
that highlight how auditors are incorporating ADAs in all aspects of the audit.

Part 3, Application of the Audit Process to the Sales and Collection
Cycle (Chapters 14-17) These chapters apply the concepts from Part 2 to the audit
of sales, cash receipts, and the related income statement and balance sheet accounts.
The appropriate audit procedures for accounts in the sales and collection cycle are
related to internal control and audit objectives for tests of controls, substantive tests of
transactions, and tests of details of balances in the context of both the audit of finan-
cial statements and the audit of internal control over financial reporting.

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

Part4, Applicationofthe AuditProcesstoOtherCycles(Chapters 18-23)
Each of these chapters deals with a specific transaction cycle or part of a transaction
cycle in much the same manner as Chapters 14 through 17 cover the sales and col-
lection cycle. Each chapter in Part 4 demonstrates the relationship of internal con-
trols, tests of controls, and substantive tests of transactions for each broad category
of transactions to the related balance sheet and income statement accounts. We inte-
grate discussion of implications related to the audit of internal control throughout
all these transaction cycle chapters. Audit issues related to evaluating management’s
considerations of asset impairment, including goodwill impairment evaluations, are
covered in Chapter 19. Cash and financial instruments are studied late in the text to
demonstrate how the audit of cash and financial instrument balances is related to
most other audit areas.

Part 5, Completing the Audit (Chapter 24) This part includes only one chap-
ter, which deals with performing additional tests to address presentation and disclo-
sure objectives, summarizing all audit tests, reviewing audit documentation, obtaining
management representations in an integrated audit of financial statements and inter-
nal control, evaluating going concern, communicating with those charged with gover-
nance, and all other aspects of completing an audit.

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

INSTRUCTOR TEACHING RESOURCES

Supplements available
to instructor at
www.pearsonhighered.com/irc Features of the Supplement

Instructor’s Resource This password-protected site is accessible from the catalog page for

Center www.pearsonhigh-  Auditing and Assurance Services, 17th ed., and hosts the following resources:

ered.com/arens

Instructor’s Resource Suggestions for each chapter include homework problems, how learning

Manual objectives correlate with chapter problem material, and visual aids that
can be added to PowerPoint slides or used on document cameras or over-
head projectors. Chapters have been designed so that their arrangement
and selection provide maximum flexibility in course design. Sample syl-
labi and suggested term projects are provided.

Solutions Manual Included are detailed solutions to all the end-of-chapter exercises, prob-

lems, and cases. Guidelines for responses to review questions and discus-

sion questions are offered.
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Test Item File & TestGen The Test Item File includes multiple choice exercises, true/false responses,

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

PowerPoint Slides

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

Image Library

The Image Library allows access to most of the images and illustrations
featured in the text.

Enhanced Companion Pearson’s Learning on the Internet Partnership offers the most expan-

Website

sive Internet-based support available. Our website provides a wealth of
resources for students and faculty. Periodically, faculty will be able to access
electronic summaries and PowerPoint slides of the most recent changes to
professional standards and summaries of major issues affecting the auditing
profession. This will help instructors to stay informed of emerging issues.

Auditing Cases, 7th ed., by This collection of 50 auditing cases addresses most major activities per-
Beasley/Buckless/Glover/ formed during the conduct of an audit, from client acceptance to issuance
Prawitt of an audit report. Several cases ask students to work with realistic audit

evidence to prepare and evaluate audit schedules. The cases are available as
part of Pearson Collections. For details, go to collections.pearsoned.com.

MyAccountingLab® MyAccountingLab is an online homework, tutorial, and assess-
ment program designed to work with this text to engage students and improve results.
Within its structured environment, students practice what they learn, test their under-
standing, and receive immediate feedback to help them better absorb course material
and understand difficult concepts.
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