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The 2024 Release of Principles of Auditing & Other Assurance Services provides a care-
fully balanced presentation of auditing theory and practice. Written in a clear and under-
standable manner, it is particularly appropriate for students who have had limited or no 
audit experience. The approach is to integrate auditing material with that of previous 
accounting financial, managerial, and systems courses.

The text’s first nine chapters emphasize the philosophy and environment of the 
auditing 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 “procedural chapters”) deal with internal control and obtaining evidence about the 
various financial statement accounts and classes of transactions, emphasizing a risk-
based approach to selecting appropriate auditing procedures. Chapter 17 presents the 
auditors’ reporting responsibilities when performing financial statement audits. Chapter 
18 provides detailed guidance on integrated audits of public companies performed in 
accordance with PCAOB and SEC requirements under the Sarbanes-Oxley Act of 2002. 
Chapters 19 and 20 present the auditors’ reporting responsibilities when performing other 
attestation and accounting services, such as reviews and compilations of financial state-
ments and performing services on prospective financial statements. Chapter 21 presents 
coverage of internal, compliance, and operational auditing.

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

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

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

Preface
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	3.	 A cohesive connection from learning to career: Data analytics skills are a rapidly 
expanding requirement in the field of auditing. To prepare students, data analytics is 
addressed in Appendix 6A and throughout this text, incorporating exercises and prob-
lems that drive critical thinking and analysis. In conjunction, we incorporate software 
to drive these employability skills through the use of Excel, Tableau, and IDEA soft-
ware and with data analytics questions posed in Connect.

	4.	 CPA examination support. The text’s emphasis on current auditing standards, its 
many author-created objective questions (including document review simulations), 
and a partnership with UWorld CPA Review are all aimed at helping students pass 
the CPA exam. As discussed in detail in the following sections, this release has been 
revised to respond to changes in the CPA exam and includes a variety of simulations 
like the ones included on the CPA exam, with several now included in Connect.

	5.	 Strong student and instructor support. Connect and its vast array of instructor and 
student resources provide a wealth of material to help keep students up-to-date.

We are confident that the 2024 Release of Principles of Auditing & Other Assurance 
Services will provide students with a clear perspective of today’s auditing environment.

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

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

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

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

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

Chapter 2: Includes detailed coverage of the various 
professional standards underlying audits and other 
attestation services. Coverage of engagement quality 
reviews and inspections has been expanded. Also 
included are up-to-date introductory overviews of both 
public company and nonpublic company audit reports.

Chapter 3: Updated to reflect the most recent AICPA 
and PCAOB requirements. This includes detailed 
coverage of the AICPA Code of Professional Conduct 
and research-oriented questions. Problems requiring 
an electronic search of the AICPA Code of Professional 
Conduct are included. Updated coverage includes 
responsibilities related to unpaid professional fees, 
independence when consulting on information systems 
services, and responsibilities related to a client’s 
noncompliance with laws and regulations. 

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

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

Chapter 5: Includes a broad discussion of the nature of 
audit evidence, reflecting up-to-date coverage of both 
AICPA and PCAOB pronouncements. Updated coverage 
of data analytics as applied to auditing is also included.

Chapter 6: The risk assessment approach as applied to 
the audit process is concisely summarized. This chapter 
also includes a detailed discussion of the materiality 
concept and the audit of significant unusual transactions 
and significant risks.

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

Key Features of the Book

vi

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

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

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

Chapter 17: Provides both AICPA and PCAOB audit 
reporting requirements. It is designed to easily allow a 
comparison of those requirements (e.g., a comparison of 
key and critical audit matters). 

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

Chapter 19: Includes up-to-date coverage of financial 
statement preparation, compilation and review 
engagements, auditor reporting on 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. Detailed coverage is included on 
Trust Services and System and Organization Controls 
reports. Other assurance services are included at both 
the conceptual and practical levels. 

Chapter 21: Includes a discussion of compliance 
auditing based on the suggestions of Mr. Norwood J. 
Jackson, former Deputy Controller, Office of Federal 
Management, U.S. Office of Management and Budget. 
It is updated for the Compliance Supplement as revised 
in 2019. 

Keystone Computers & Network Inc.: Illustrative 
Audit Case This feature has been updated in this release 
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 problemsolving skills 
in planning (Chapter 6), in considering internal control 
and testing account balances (Chapters 11 and 14), and in 
completing the audit (Chapter 16). The case incorporates 
the use of computerized accounting applications (both 
IDEA and Tableau) and also integrates the fundamentals 
of audit sampling from Chapter 9. Also, Document Review 
Simulations relating to Keystone are included in the problem 
material for Chapters 10, 11, 12, 14, and 17.

	7	 Internal Control
	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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New to This Release

The 2024 Release has been revised to reflect the changes occurring in the accounting profession and in the CPA 
exam, as well as to generally update and improve the presentation of material, including

	∙	 Reflecting Changes Related to the CPA Evolution Initiative (Initiative). This Initiative is a joint effort of the 
American Institute of Certified Public Accountants (AICPA) and the National Association of State Boards of 
Accountancy (NASBA) to transform the CPA licensure model to recognize the rapidly changing skills and 
competencies accountants need today and will need in the future. The Initiative has led to changes that will be 
reflected both in academic accounting programs and in the CPA exam, including
	◾	 A Proposed CPA Evolution Model Curriculum.
	◾	 Modification of the CPA Exam effective in 2024.
The revision reflects author consideration of the completeness and adequacy of text audit coverage when 
compared to the Model Curriculum and the modified CPA Exam. Illustrations are described below.

	∙	 “Ordinary” Revisions to Reflect Changes in Professional Standards and to Clarify Overall Presentation. As 
with every release, professional standards changes are reflected as appropriate. and existing material is clarified.

	∙	 Further Consideration of Single- or Multiple-Course Adoption. While the text has long been used by some 
schools in both first and second auditing courses, its wide variety of topical coverage makes it particularly 
appropriate for such courses designed considering the Model Curriculum and the revised CPA Exam. Revisions 
have been made with the following consideration in mind; the text should be appropriate either for single- or 
multiple-course adoption.

More specific illustrations of 2024 Release text modifications include the following:
	∙	 Description of the CPA Exam Format Change. Chapter 1 describes the nature of changes made to the CPA 

Exam. Briefly, the exam consists of three required Core sections and one individually selected Discipline 
section. The three required Core sections are (1) Auditing and Attestation, (2) Financial Accounting and 
Reporting, and (3) Taxation and Regulation. The three Discipline sections, of which exam-takers select one, 
are (1) Business Analysis and Reporting, (2) Information Systems and Controls, and (3) Tax Compliance and 
Planning. Detailed content areas, particularly for auditing and attestation, are included throughout the text.

	∙	 Risk Assessment. AICPA Auditing Standards Board Statement on Auditing Standards No. 145: 
Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement provides 
CPAs with additional guidance on assessing the risks of material misstatement on an audit. While this broad 
standard affects many areas of the professional standards and the text, Chapters 5, 6, and 7 include helpful 
concepts from the standard to aid students in understanding the approach to be taken on audits. Additional 
guidance is provided, primarily in the procedural chapters (Chapters 10 through 16) as appropriate.

	∙	 System and Organization Controls (SOC) Reports. SOC coverage is expanded in Chapters 7, 16, and 20. 
Chapter 7 particularly emphasizes SOC 1 reports since they are often used in conjunction with audits of 
financial statements when outsourcing is involved. Chapter 7 also briefly introduces SOC 2 and SOC 3 
reports on a service organization’s controls using one or more of the trust services criteria developed by the 
public accounting profession. Chapter 16 briefly describes SOC reporting from the perspective of service 
providers. As in the past, Chapter 20 emphasizes SOC 2 and SOC 3 reporting and also introduces SOC for 
Cybersecurity and Supply Chain. All three chapters now use outsourcing of payroll as an illustration.

	∙	 Government-Related Audits. Chapter 2 now introduces (1) audits in accordance with Generally Accepted 
Government Auditing Standards, (2) audits in accordance with the Single Audit Act, and (3) audits of 
employee benefit plans subject to the Employee Retirement Income Security Act of 1974. While recognizing 
that many audits are mandated or otherwise related to the government requirements, the text informally refers 
to these as “Government Related Audits” in Chapter 2. Some coverage of these audits may be expected on 
the CPA Exam. More detailed coverage on these audits is updated and expanded in Chapter 19, a chapter 
often covered in an advanced auditing course.
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	∙	 Quality Management (Control) Standards. Chapter 2’s section on quality control standards is revised to 
cover the recent pronouncement of the AICPA Auditing Standards Board, which was modeled after the 
International Auditing and Assurance Services Standards Board quality management standards.

	∙	 Increased Coverage of Inspections and Reviews. The text’s coverage of inspections and reviews has been 
expanded in Chapter 2 to now include more guidance on engagement quality reviews and inspections.

	∙	 Concept Overview Videos. New supplemental videos have been added with this release. The videos 
highlight particularly important, key information in each chapter. They are designed to be used in a 
variety of ways, including early in the discussion of a chapter or near completion of study of that chapter. 
Comments on them from both students and instructors have been very positive.
Additional changes include:

	∙	 Enhanced Coverage of Excel. The text has long incorporated exercises that may be solved using Microsoft 
Excel. Enhanced coverage in this edition results in exercises included in McGrawHill’s Integrated Excel 
Tool. The unit of exercises includes using Excel for analytical procedures, sampling, and evaluating audit 
findings. 

	∙	 Enhanced PCAOB General Coverage. While coverage of PCAOB standards is emphasized throughout the 
text, Chapter 1 includes background coverage that has been thoroughly updated.

	∙	 AICPA Code of Professional Conduct Updates. The text includes a number of updates to the Code of 
Professional Conduct made by the AICPA’s Professional Ethics Executive Committee. Key updates relate to
	◾	unpaid professional fees,
	◾	independence when consulting on information systems services, including the implementation of 

accounting standards,
	◾	 responsibilities related to a client’s noncompliance with laws and regulations, and
	◾	 continuing education integrity of accountants related to ethical responsibilities.
	∙	 Remote Auditing. Chapter 6 includes a discussion of remote auditing and Chapter 7 has an Illustrative 

Case on the need to consider changes in internal control when the client’s system has changed to include 
employees working remotely.

	∙	 Cryptoassets. Chapter 13 includes audit considerations involved when a client holds or transacts using 
cryptoassets.

	∙	 Group Financial Statements. These financial statements, also referred to as consolidated financial 
statements, are those that include the financial information of more than one entity or business unit prepared 
through a consolidation process. Chapter 17 is updated to include AICPA and PCAOB changes in auditor 
reporting and performance requirements when more than one CPA firm is involved with the group audit.

UWorld CPA Review content is integrated directly into your Connect course and provides the highest 
quality CPA Exam multiple-choice questions, helping students master key concepts they will see on the CPA 
Exam. In addition to access throughout Connect, UWorld provides a wide variety of options for you to integrate 
their entire suite of CPA Review resources directly into your program. To learn more, visit: https://accounting.
uworld.com/cpa-review/partner/university/.
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Text Features

Auditing Fair Value Information
As the accounting profession continues to value more assets and liabilities at 
their fair values, difficult audit issues often arise. The text includes integrated 
coverage of fair value accounting in Chapters 5, 10, 11, 13, and 16.

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

Illustrative Cases
Actual business and accounting examples are used to illustrate key 
chapter concepts. The cases are boxed and appear throughout the text. 
They are subtitled for easy reference.

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

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

Effects of Interests of a Covered Member’s Relatives and Friends on Independence How 
is independence affected by a financial interest or business position held by a relative of a 
covered member? The answer depends on the closeness of the family relationship and on 
whether the CPA works in the engagement office. The Code examines closeness of rela­
tionship by using the categories of (1) immediate family, (2) close relatives, and (3) other 
relatives and friends.

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

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

Illustrative Case Indirect Financial Interests

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

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

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

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

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

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

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

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

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

If the mutual fund is “nondiversified,” the above evaluation 
should be performed regardless of the member’s percentage of 
ownership in the fund.
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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 financial 
statement assertion regarding receivables and sales transactions. These assessments will 
determine whether the auditors should modify their planned substantive procedures for 
the financial statement assertions about receivables and sales. Figure 11.5 summarizes 
the relationships among these assertions, the controls, and typical tests of controls. This 
figure illustrates which controls affect the auditors’ assessment of the risks of material 
misstatement for the various assertions.

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 confirmation 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 verification of the listing is essential. Deter-
mination of the proper extent of testing should be made in relation to the adequacy of 
the controls over receivables. The auditors should electronically or manually test foot-
ings, cross-footings, and agings. In testing agings, it is important to test some accounts 

Primary Audit 
Objectives:

Valuation ✓

the predictability of management expectations, and the criteria used to determine when 
items are investigated. The auditors can test the operating effectiveness of the controls by 
inspecting documentation of performance of the controls, including the manner in which 
unusual items or relationships were identified, investigated, and resolved.

f. Test controls over estimates related to revenue and receivables.
When a client uses accounting principles that require estimates of significant amounts of 
revenue, the auditors may decide to evaluate and test the controls over the estimates. The 
auditors will evaluate the competence of personnel involved in developing the estimates. 
They will also test the controls over the accumulation of relevant, reliable data to base 
the estimates. Finally, the auditors will examine evidence of management review and 
approval of the assumptions and related estimates.

The auditors may also decide to evaluate and test the controls over the development of 
the estimates of uncollectible amounts. The auditors will evaluate the competence of the 
personnel involved in developing the estimates. Generally, input from accounting, sales, 
and credit department personnel should be involved. The auditors may evaluate and test 
the completeness and reliability of the data used by the client to develop the estimates.

Focus on the Airline Industry

Electronic ticketing, basic to the airline industry, allows a passenger to electronically book a flight using 
any of a variety of devices and to be assigned a reservation number rather than being issued a physi-
cal ticket. Because no ticket is created for the flight, auditors are limited in the extent to which they can 
examine “paper” support for transactions. Accordingly, audit procedures should be developed relating 
to the associated revenues and receivables. Auditors often choose to include tests of the computer 
controls in such situations.
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Audit Objectives
The use of Audit Objectives is a basic tool in audit plan design. These help the 
auditor focus on the reason a procedure is being done and provide a check to 
assure that all management assertions in the financial statements are audited.

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

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

Review Questions
The Review Questions are closely related to the material in the chapter and provide a convenient means of 
determining whether students have grasped the major concepts and details contained in that chapter.
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3. Inspect Notes on Hand and Confirm Those with Holders.
The inspection of notes receivable on hand should be performed concurrently with the 
count of cash and securities to prevent the concealment of a shortage by substitution of 
cash for misappropriated negotiable instruments, or vice versa. Any securities held by the 
client as collateral for notes receivable should be inspected and listed at the same time. 
The auditors should maintain complete control over all negotiable instruments until the 
count and inspection are completed.

FIGURE 11.6 Computerized Aging of Accounts Receivable

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

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
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Douglas Supply Co.
Electric Mfg. Co., Inc.
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Young Industries
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1,575.00
47.19
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(3,000.00)
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$21,245.60
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250.00

$2,278.20

$4,100.00
22.00

$6,302.15

4,100.00

1,250.00

47.19

$62,406.44

22.00

$ 4,100.00$(600.00)
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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

yyyy

yy
u

B

B

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

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

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

Illustrative Case Equity Funding Fraud

Primary Audit 
Objectives:

Existence ✓

Occurrence ✓

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

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

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

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

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

The concept of fraud provides a good illustration of why an audit can provide rea-
sonable, but not absolute, assurance of detecting material misstatement of the financial 
statements. Fraud is often difficult to detect because it may involve concealment schemes 
such as forgery, deliberate failure to record transactions, or intentional misrepresentations 
made to the auditors. When accompanied by collusion among several employees, the 
concealment may make the fraud very difficult to detect. Also, when that fraud involves 
management, it may be more difficult to detect than employee fraud because manage-
ment is often in a position to manipulate accounting records and to override control pro-
cedures. 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 the nature of the law of regulation. The Profes-
sional Standards identify two types of laws and regulation: those with a direct effect on 
the financial statement amounts and other laws.

Direct effect laws have a direct effect on the financial statements in that they determine 
the reported amounts or disclosures in those statements. Noncompliance with these laws 
often results in the need for accounting journal entries. Examples include laws that affect 
the accounting for transactions under government contracts and laws and regulations that 
affect the accrual of taxes. Other laws do not have a direct effect in the determination of 

LO 2-3

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

Errors and Fraud

Compliance 
with Laws and 
Regulations

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

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

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

Problems
Many of the Problems are drawn from CPA and CIA examinations. These problems are retained because they 
require a relatively detailed analysis of audit situations. Problems are keyed to the chapter’s Learning Objectives.

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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 2–43. Hide-It (HI), a family-owned business based in Tombstone, Arizona, builds custom homes 
with special features, such as hidden rooms and hidden wall safes. Hide-It has been an audit 
client for three years. You are about to sign off on a “clean” unmodified opinion on HI’s cur-
rent annual financial statements when Art Hyde, the VP-Finance, calls to tell you that the 
 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 sys-
tem and you had been unaware of it. In response to your questions about the origin of the funds, 
Art assures you that the funds, though not recorded as revenue, had been obtained legitimately. 
He explains that all of the money came from separately billed but unrecorded change orders to 
items in contracts completed before you became HI’s auditor, and before he or any members 
of current management became involved with the company. You subsequently determine that 
there is insufficient evidence to allow you to reconstruct the nature of these cash transactions, 
although the following analysis is available from the Arizona Department of Revenue:

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

LO 2-3In-Class  
Team Case

no longer be available after preparing the year-end financial statements. On January 7, Rezzo 
delivered the annual financial statements as his final act for White Company. The owner then 
made the following request: “Joe, I am applying for a substantial bank loan, and the bank loan 
officer insists upon getting audited financial statements to support 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 financial statements, and you know they give a fair picture. I would 
appreciate it if you would write out an audit report with an unmodified opinion and attach it to 
the financial statements. Then I’ll be able to get some fast action on my loan application.”
 a. Would Rezzo be justified 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 first 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 firm for which Rezzo worked, would 

it have been reasonable for that firm to accept and to assign Rezzo to perform the audit? 
Explain.

 2–42. Bart James, a partner in the CPA firm 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 by our manufacturing plant. We have changed our produc-
tion 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 considerable 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 damage 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 convincing, 
I would like to retain your firm 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 pro-
cesses for preventing industrial pollution. 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 
proposed extension of the auditor’s attest function.

LO 2-6
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Research and Discussion Cases
These cases involve controversial situations that do not lend themselves clear-cut 
answers. Students are required to research appropriate professional literature and then 
apply critical thinking skills to logically formulate and justify their personal positions 
on the issues involved in each case. The cases acquaint students with the professional 
literature, develop research and communication skills required on the new CPA 
exam, and demonstrate that several diverse, yet defensible, positions may be argued 
persuasively in a given situation.

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

 b. Carla Clark is a manager in the Duluth office; her father works as a sales agent for Aweb. 
Carla will not work on the engagement. Does the Code allow Wellsley and Associates to 
audit Aweb if father and daughter retain their positions?

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

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

 3-48. Use the Code of Professional Conduct

violate the Code. Provide the Rule of the Code of Professional Conduct involved as well as 
section numbers of the Code that address the issue and your resolution of the issue—you need 
not consider the conceptual frameworks. Briefly summarize your finding, including any rel-
evant rule references.

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

LO 3-7

LO 3-7

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

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

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

 b. Set forth arguments indicating that the firm’s independence has been impaired.
 c. Express your personal opinion. Identify those arguments from part (a) or part (b) that you 

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

LO 3-6

LO 3-5

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

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

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

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

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

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

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

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

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

After analyzing the “Canceled Reservation” form, you note that it says nothing about 
requiring a written cancellation for a refund. UA’s controller responded to your inquiry about 

LO 11-1, 2, 6 

LO 11-1, 5, 6

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

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

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

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

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

KEYSTONE COMPUTERS & NETWORKS INC.
Balance Sheet

December 31, 20X4

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

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

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

$ 11,880,167
Liabilities and Stockholders’ Equity

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

$ 200,000

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

$ 11,880,167

Confirming Pages

294 Chapter Six

whi21316_ch06_220-294.indd 294 11/06/23  06:07 PM

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

Section Purpose Content
Objectives of the 

engagement
To describe the services 

that are to be ren-
dered to the client.

The objectives are (1) audit of 
KCN’s financial statements 
for the year ended 12/31/X5 
and (2) issuance of a letter on 
compliance with covenants 
of the client’s letter of credit 
agreement.

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

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

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

auditing the software development costs.

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

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

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

LO 6-3

LO 6-3, 4

LO 6-7

LO 6-3, 4

Appendix 6C 
Problems

Design Elements: (city): littlewormy/Shutterstock; (scale): DNY59/Getty Images;  
(students): Jacob Lund/Shutterstock; (books): Siede Preis/Photodisc/Getty Images; (all others): McGraw Hill.
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Audit Software Assignments
The text’s generalized audit software materials using IDEA and Tableau are included in the Instructor and 
Student Resources within Connect Library. The IDEA materials are composed of two stand-alone modules—(1) 
audit sampling and (2) overall analytics skills coverage—that integrate analytics into text and course coverage. 
Either or both of these modules may be incorporated into the course to supplement traditional coverage. The 
Tableau materials are included in one module that takes the user from the very basic essentials of Tableau through 
detailed exercises using textual materials. Also, Chapter 9 identifies problems for use with generalized audit 
software.

Internet Assignments
Internet assignments are included among the end-of-chapter problem material for selected 
chapters. These assignments require students to use the Internet to do audit research and are 
identified with a logo in the margin.

Confirming Pages
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 6–48. Tammy Potter, a new partner with the regional CPA firm 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 
firm, Tierra Corporation.

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 financing to acquire 
another company. Presently, Tierra Corporation is successful, profitable, and committed to 
growth. The audit fee for the engagement should be substantial.

Because Tierra Corporation appeared to be a good client prospect, Potter tentatively indi-
cated 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 reflected nothing negative.

As a final 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 

told the IRS agent that he had lost all the supporting documentation for the transaction and that 
he had no way of finding 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 findings, 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 client, identifying those arguments from part (a) or part (b) that you found most 
persuasive.

 6-49 SEC filings of certain public companies can be accessed from EDGAR (Electronic Data 
Gathering, Analysis, and Retrieval system), which has the following Internet address: www.
sec.gov/edgar.shtml
 a. Use EDGAR to locate a company in the software industry.
 b. Access the latest Form 10-K for the company and read the “Management’s Discussion and 

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

Discussion and Analysis.”
 6-50 Perform an Internet search to access the text of the Securities Exchange Act of 1934. Read and 

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

Ethics  
Case LO 6-2, 6

Research 
Cases

LO 6-2, 
3, 4, 5

LO 6-3

 6–47. 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 accounting 
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 first five 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 financial statements for the current year?

LO 6-3, 4, 7
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“I really liked this app—
it made it easy to study 
when you don't have your 
textbook in front of you.”
Jordan Cunningham, a student at 
Eastern Washington University

Study anytime, anywhere
Encourage your students to download 
the free ReadAnywhere® app so they can 
access their online eBook, SmartBook® 2.0, 
or Adaptive Learning Assignments when it’s 
convenient, even when they’re offline. And 
since the app automatically syncs with their 
Connect account, all of their work is available 
every time they open it. Find out more at 
mheducation.com/readanywhere 

Every learner is unique
In Connect, instructors can assign an adaptive  
reading experience with SmartBook® 2.0. Rooted in 
advanced learning science principles, SmartBook® 
2.0 delivers each student a personalized experience, 
focusing students on their learning gaps, ensuring  
that the time they spend studying is time well spent. 
mheducation.com/highered/connect/smartbook

Laptop: Getty Images; Woman/dog: George Doyle/Getty Images

65%
Less Time
Grading

A complete course platform
Connect enables you to build deeper connections with your students through 
cohesive digital content and tools, creating engaging learning experiences. 
We are committed to providing you with the right resources and tools to 
support all your students along their personal learning journeys. 

Effective tools for efficient studying
Connect is designed to help students be more productive with simple, flexible, intuitive tools that 
maximize study time and meet students’ individual learning needs. Get learning that works for 
everyone with Connect.
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Education for all
McGraw Hill works directly with Accessibility Services departments and faculty to meet the learning 
needs of all students. Please contact your Accessibility Services Office, and ask them to email 
accessibility@mheducation.com, or visit mheducation.com/about/accessibility for more information.

Solutions for  
your challenges
A product isn’t a solution. Real solutions 
are affordable, reliable, and come with 
training and ongoing support when 
you need it and how you want it. Visit 
supportateverystep.com for videos and 
resources both you and your students 
can use throughout the term.

Updated and relevant content
Our new Evergreen delivery model provides the most current 
and relevant content for your course, hassle-free. Content, 
tools, and technology updates are delivered directly to your 
existing McGraw Hill Connect® course. Engage students and 
freshen up assignments with up-to-date coverage of select 
topics and assessments, all without having to switch editions 
or build a new course.

Affordable solutions, 
added value 
Make technology work for you with LMS 
integration for single sign-on access, 
mobile access to the digital textbook, 
and reports to quickly show you how 
each of your students is doing. And with 
our Inclusive Access program, you can 
provide all these tools at the lowest 
available market price to your students. 
Ask your McGraw Hill representative for 
more information.
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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 all accreditation standards. Principles of Auditing & Other Assurance Services, 2024 Release, is designed 
specifically to support your assurance of learning initiatives with a simple, yet powerful solution.

Each test bank question for Principles of Auditing & Other Assurance Services, 2024 Release, maps to a 
specific chapter learning outcome/objective listed in the text. The reporting features of Connect can aggregate 
students to make the collection and presentation of assurance of learning data simple and easy.

AACSB Statement
McGraw Hill Education is a proud corporate member of AACSB International. Recognizing the importance and 
value of AACSB accreditation, we have sought to recognize the curricula guidelines detailed in AACSB for business 
accreditation by connecting selected questions in Principles of Auditing & Other Assurance Services, 2024 Release, 
the general knowledge and skill guidelines found in the AACSB standards. The statements contained in Principles 
of Auditing & Other Assurance Services, 2024 Release, 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 also charges schools with the obligation of doing assessment against 
their own content and learning goals. While Principles of Auditing & Other Assurance Services, 2024 Release, and 
its teaching package make no claim of any specific AACSB qualification or evaluation, we have, within Principles 
of Auditing & Other Assurance Services, 2024 Release, tagged questions according to the six general knowledge 
and skills areas. The labels or tags within Principles of Auditing & Other Assurance Services, 2024 Release, are as 
indicated. There are, of course, many more within the test bank, the text, and the teaching package that might be used 
as a “standard” for your course. However, the labeled questions are suggested for your consideration.

Polling
Every learner has unique needs. Uncover where and when you’re needed with the new Polling tool in Connect! 
Polling allows you to discover where students are in real time. Engage students and help them create connections 
with your course content while gaining valuable insight during lectures. Leverage polling data to deliver 
personalized instruction when and where it is needed most.

Evergreen
Content and technology are ever-changing, and it is important that you can keep your course up-to-date with the 
latest information and assessments. That’s why we want to deliver the most current and relevant content for your 
course, hassle-free. This text is moving to an Evergreen delivery model, which means it has content, tools, and 
technology that is updated and relevant, with updates delivered directly to your existing McGraw Hill Connect 
course. Engage students and freshen up assignments with up-to-date coverage of select topics and assessments, all 
without having to switch editions or build a new course.

ReadAnywhere App
Read or study when it’s convenient with McGraw Hill’s free ReadAnywhere® app. Available for 

iOS and Android smartphones or tablets, give users access to McGraw Hill tools including the eBook and 
SmartBook® or Adaptive Learning Assignments in Connect. Students can take notes, highlight, and complete 
assignments offline—all their work will sync when connected to Wi-Fi. Students log in with their Connect 
username and password to start learning—anytime, anywhere!

Instructor Supplements
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Proctorio
Remote Proctoring & Browser-Locking Capabilities

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

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

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

Test Builder in Connect®
Available within McGraw Hill Connect, Test Builder is a cloud-based tool that enables instructors to format tests 
that can be printed, administered within a Learning Management System, or exported as a Word document. Test 
Builder offers a modern, streamlined interface for easy content configuration that matches course needs, without 
requiring a download.
Test Builder allows you to

	∙	 Access all test bank content from a particular title.
	∙	 Easily pinpoint the most relevant content through robust filtering options.
	∙	 Manipulate the order of questions or scramble questions and/or answers.
	∙	 Pin questions to a specific location within a test.
	∙	 Determine your preferred treatment of algorithmic questions.
	∙	 Choose the layout and spacing.
	∙	 Add instructions and configure default settings.

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

REFERENCES TO AUTHORITATIVE SOURCES
Numerous references are made to the pronouncements of the American Institute of Certified Public Accountants 
(AICPA), The Institute of Internal Auditors (The IIA), the Financial Accounting Standards Board (FASB), 
the Governmental Accounting Standards Board (GASB), the Public Company Accounting Oversight Board 
(PCAOB), the Securities and Exchange Commission (SEC), and the International Federation of Accountants 
(IFAC). Special attention is given to the AICPA Code of Professional Conduct, Statements on Standards for 
Accounting and Review Services, Statements on Standards for Attestation Engagements, Statements on Auditing 
Standards, and guidelines developed for other types of assurance services. The cooperation of the AICPA and 
The IIA in permitting the use of their published materials and of questions from the CPA and CIA examinations 
brings to the text an element of authority not otherwise available.
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