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acceptable sampling risk, 145-146
acceptance, incorrect, 145
account balances
normal, 158
prior-period, comparing to, 292
testing, 95, 148-149, 292-294
third-party verification, 136
account charges, 293
accounting documents, 96-97
accounting journals, 96-97, 166
accounting manual, 106-107
accounting principles, changes in, 88, 246
accounting software, 161-162, 193, 197, 348
accounts payable
confirming, 200
defined, 136, 185
moving purchases to, 192-193
as short-term liability, 263, 265
accounts payable subsidiary ledger, 'Y3
accounts receivable, 136, 156, 1 7%-180
accounts receivable subsidiary 1zdger,
87,178
accrual, 209, 217-218, 3(:&
accrual method, 41-42,.156, 156-159
accrued payroll liabilities, 203, 214,
216-218
accumulated depreciation, 244, 247
accumulated other comprehensive
income/loss, 270
accuracy
asset transactions, 259-260
depreciation, 259, 343
inventory transactions, 236
management assertions, 93, 94
payment transactions, 199
payroll process, 216
revenue transactions, 175
verification of, 128
acid-test ratio, 27

ACL (audit command language)
software, 148
actuarial service, 53
additional paid-in capital, 268-271
adjusting entries, 108
adverse opinion, 30, 68, 318
affiliates, 55
aged accounts receivable report, 178
agreed-upon procedures (AUP), 34, 59, 322,
329-330
AICPA. See Amecrican Institute of Certified
Public Accountants (AICPA)
allocation, 95, 264-265
allowauces, 81, 158, 169-170
Amuetican Institute of Certified Public
Accountants (AICPA)
actestation standards, 328
Auditing Standards Board, 39-40, 146
code of conduct, 34-39
CPA exam administration, 13
membership, 35, 346-347
Peer Review Program, 15-16, 36, 39
Web site, 40, 61, 328
amortization, 241, 250-252, 264, 267
amortized cost, 295
analytical procedures
audit risk, 78-79, 256
cash balances, 292
described, 128, 344
loan documents, 266
prior years’, 107
antitheft tags, 234
appraisal services, 53, 244
appropriateness, 245, 296
arm’s-length transactions, 54, 56
ASB (Auditing Standards Board),

39-40, 146
assets
defined, 95

donated, 248-250, 255
examples of, 29
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assets (continued)
fixed (tangible). See fixed (tangible)
assets
impairments, 260
intangible, 250-252
junking, 247
liquid, 283, 288-289, 309
misappropriation of, 82, 104, 235
movement, 259
net (net worth), 95, 250
pledged, 267
safeguarding, 114
self-constructed, 248-250, 255
tagged, 73, 256-257
traded, 248-250, 255
transactions testing, 257-260
valuation, 245
association memberships, 35, 346-347
assurance, negative, 34, 322, 329
assurance services, 10-11, 325-327
attestation, 13, 34, 39, 61, 325-330. See also
financial statement audits
attitude
auditor, 100-102
management, 57, 76, 85, 113, 202
attorney, 301, 307-308
attribute sampling, 125, 137-139, 147
audit
completing, 5
compliance, 27, 332-332
nonprofit, 32, 337
operational, 333-334
phases, 28
preparing to conduct, 47-65
reasons for, 30-32, 36
uses of, 21-27, 69
audit command language (ACL)
software, 148
audit committee, 19, 299, 311-312
audit documents. See documentation
audit engagement, accepting, 47-65
audit evidence. See evidence
audit file, 105-110, 273
audit firms, 16, 48-49, 147
audit opinion. See opinion
audit plan, 43, 49, 107

audit procedures. See also analytical
procedures; substantive procedures
individual tailoring, 59-60, 87-89, 127-129
keeping current with, 345-348
nature of, 128-129
in sampling, 151
timing, 59-60, 128, 130
audit program, 59-60, 87-89, 104-105,
127-129
audit report
adverse, 318
comparative financial statements,
319-320
disclaimer, 30, 318
examination repart compared to, 328
guidelines, 313
integrated finauicial and internal controls,
323, 330 332
interri<l cuntrols opinion, 323
from otner auditors, 316
cunlied, 317-318
suecial, 320-322
unqualified, 36, 145, 313-316
audit risk
assessment procedures, 74-79, 104, 134
components, 68-74
control. See control risk
defined, 4, 19, 67, 69
detection, 73-74, 103, 142, 144
documentation of, 89-90
high-risk situation, 88-89, 134, 256
human resources process, 210-214
inherent. See inherent risk
liquid assets, 288-289
low-risk situation, 87-88
material misstatements, 99, 103
purchase process, 194-197
results evaluation, 87-90
revenue process, 166-170
sampling, 142-146
audit risk model, 67-74
audit sampling. See sampling
audit standards, 39-40, 42, 60-61, 345-346.
See also generally accepted accounting
principles (GAAP); Statements on
Auditing Standards (SAS)
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audit strategy, choosing, 116-117, 255
audit team, 63-65, 101-104, 130
auditing
defined, 1, 9, 21
demand for, 10-11
major concepts, 19-20
purpose of, 21-27, 36, 325
scope and nature of, 39, 59-60, 128-129,
325-337
services required, 58-61
auditing and attestation (AUD), 13
Auditing Standards Board (ASB), 3940, 146
auditor
attitude, 100-102
becoming, 12-17
clients. See client (of auditor)
competence, 38, 43, 48
fees, 62
impact of technological advances on,
11-12, 347
independence (See independence)
prior, interviewing, 51-52, 86, 196
responsibilities, 22, 25, 35-36, 47, 62, 67,
91, 311, 323, 332
role, 9-10, 18-19, 27-28
AUP (agreed-upon procedures), 34, 38 522,
329-330
authorization
asset transactions, 257, 259
credit, 169, 175
defined, 113
inventory transactions, 236
journal entries, 104
long-term debt, 265-266
management assertions, 94
payment transactions, 198-199
payroll process, 212-214, 215-216
purchasing process, 188-189, 194, 257
revenue transactions, 173-175
authorized shares, 273

ol e

bad checks, 173-174
bad debt allowance, 81, 169-170
balance sheet

account balances, 95

accounts receivable, 156

defined, 22, 68
fixed-asset purchases, 243
payroll expenses, 205, 209, 217
stockholders’ equity, 268-270, 274-275
subsequent events, 300-304
bank, 69, 98
bank accounts, 175, 284-287, 293
bank deposits, 169, 286, 290-291, 293
bankruptcy, 336
bargaining agreement, 211
BEC (business environment and
concepts), 14
bill of lading, 165, 166, 191, 192
billing, 165-166
blind request (zer< -balance
confirmaticn),. 200
board of directoss
defined, 54112, 266
meeting ruinutes, 265, 279, 308
bond
classification, 295
deined, 31-32, 263, 288
performance, 52
transactions testing, 268
bond issuance, 107, 253, 254, 288
bonds payable, 263
book value, 139, 244, 250, 254-255
boutique firms, 16
brainstorming, with audit team, 101-104
branch accounts, 286
break-even point analysis, 13, 61, 328
buildings, 242-244
Bush, George W. (president), 119
business. See also client’s business
changing nature of, 11-12, 347
inherent risks for, 70
business entities, 268
business environment and concepts
(BEO), 14
business management. See management
business models, 11-12, 268-269, 347
business performance review, 327, 333-334
business process model, 159
business processes, 4-5. See also
purchasing process; revenue process
business segments, 302
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capital, 187-188, 261, 268-271
capital leases, 248, 255, 264
capital stock accounts, 277-278
capitalized leases, 258, 263-264, 341
capitalized purchases, 188, 254
career choices, 15-17
cash, 183, 285
cash accounts, 284-287
cash balances, testing, 292-294
cash basis, 321
cash controls, 169, 289-292
cash disbursement (payments) journal,
97,181, 184
cash disbursement transactions, 193-194,
197-200
cash dividends, 270, 278
cash flows, statement of, 22, 68
cash method, 159
cash on delivery (COD), 162, 164, 166, 285
cash purchases, 183-185
cash receipts, depositing, 169, 286,
290-291, 293
cash receipts journal, 96, 166, 171, 290
cash registers
detail tapes, 162. See also Z-tapes
electronic, 222-223, 234
idle, 168
receipt, 163
cash transactions, 16 257-268, 288-289
casualty, 304
catastrophic losses, 304
certificate of deposit (CD), 287
Certified Internal Auditor (CIA), 17
certified public accountant (CPA)
candidates, 15
exam, 12-15
independent, 15
licensing, 12-16, 35, 38
certified public accountant (CPA) firms,
15-16
channel stuffing, 156
chart of accounts, 106
check certification, 173-174

check kiting, 51, 294
check processing, 98, 213
checking accounts, 284
check-signing authorization, 194
CIA (Certified Internal Auditor), 17
Civil Rights Act of 1964, Title VII, 202
classical variables sampling, 141-142
classification
adjustments, 108
contingent liabilities, 306-307
errors, 195-196, 232
expenses, 182, 189
inventory, 237
investments, 295
management ass<rtions, 29, 93-94
stock options; 205
transactiors. 25, 93-94, 129
verification of, 129
client (¢t cuditor)
ahility 10 detect problems. See control
YISK
audit procedures tailored to, 59-60,
87-89, 127-129
auditability assessment, 50-51
competence, 58
contract and engagement letter, 61-62
integrity, 57-58
interview with, 50, 58-59, 121, 310
learning about, 18, 48-52, 134, 159-163
needs assessment, 58-61
new, researching, 49-52, 58-59
observation of. See observation
reliability, 117-127
repeat, assessing, 49
types, 30-32
client’s business
customers. See customer (of client’s
business)
external factors affecting, 70, 309-310
identifying problems in, 326
nature of, recognizing, 75-76, 89, 134. See
also inherent risk
performance review, 327, 333-334
COD (cash on delivery), 162, 164, 166, 285
code of conduct, 33-39



COGS (cost of goods sold), 182, 221,
226-227
collateral, 262
collusion
among employees, 85, 168, 177, 191,
289, 290
with customers, 170, 172
Committee of Sponsoring Organizations
(COSO) model, 113, 331
common stock, 55, 270, 274, 288
comparative financial statements, 319-320
competence
audit evidence, 91, 97-98
auditor, 38, 43, 48
client, 58
employee, 210, 289
management, 76, 202, 289
compilation, 60
completeness
asset transactions, 258
inventory transactions, 235-236
investments, 294
management assertions, 29, 93, 94, 95, 341
payment transactions, 198
payroll transactions, 215, 218
population, 124
revenue transactions, 172-173
verification of, 128
compliance
contract, 27
GAAP, 30, 44, 313
Occupational Safety aind Health Act, 211
reporting on, 322
compliance audit, 27, 332-333
computed upper deviation rate, 138
computer, auditing through, 12, 278
computer forensics, 348
confidence level, 146, 147
confirmation
accounts receivable, 178
defined, 136, 274, 344
purchases, 196
subsequent events, 302
confirmation requests, 179, 200
conflicts of interest, 26-27, 38, 52-56, 317
consignment goods, 229, 234

Index 3 5 3
consolidated financial statements, 54

contingent liability, 205, 211, 299, 304-308
continuing accountant, 319
continuing education, 12, 35, 38-39,
337, 346
contra-accounts, 158, 186, 271
contract
client, 61-62
copies of, 107
customer, 157
government, 31
labor, 211
contract compliance, 27
control activities, 114, 124. See also
internal contra!s
control envirorin=mnt, 113, 160-161
control risk
assessing, 115, 125
describeq, 69, 72-73, 103, 142
fixed-asset, 255-257
irvintory management, 232-234
Layroll, 211-214
purchasing process, 196-197
revenue process, 168-170
stockholders’ equity, 272
control testing strategy, 115-117, 255
convertible securities, 276-277, 303
convincing evidence, 99
copyrights, 250-251
corporate bylaws, 265-266, 332
corporate charter, 106, 273-274
corporate kit, 277
corporate officers, 161
corporations. See also stockholders’ equity
closely held, 26, 279
defined, 268
incorporation documents, 106, 273-274
COSO (Committee of Sponsoring
Organizations) model, 113, 331
cost of goods sold (COGS), 182, 221,
226-227
cost value, 227
CPA. See certified public accountant (CPA)
credit approval, 164, 175
credit balance, 158, 186, 217
credit cards, 174, 284
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credit purchases, 183-185
credit transaction controls, 169
current audit file, 107-108
current ratio
creditor’s interest in, 123
defined, 27, 78, 309
industry standards, 89
loan requirements, 322
custodian, 257, 294
customer (of client’s business)
collusion with, 170, 172
details, checking, 179
fictitious, 170

customer accounts, uncollectible, 167, 289

customer credit, 169, 183

customer invoice, 97, 166, 167, 267
customer orders process, 163-166

cutoff
asset transactions, 260
bank reconciliations, 293
inventory transactions, 237
management assertions, 29, 94
payment transactions, 199-200
purchases, 194
revenue transactions, 176-177

o) e

damaged items, 193, 229-230
debit balance, 158, 186, 217,271
debt. See also loan
bad, allowance for, 81,:169-170
changes in, 303
convertible, 276-277, 303
defined, 107
guarantee, 305, 308
long-term, 262-268
material, 303
recorded as equity, 268
short-term, 263-265
sources of, 261
unreported, 261
debt issuance costs, 253
debt liability, allocating, 264-265
debt ratio, 309

declining balance depreciation, 246
deferred charges, 252-254
depreciation

accumulated, 244, 247

accuracy, 259, 343

amortization compared to, 251

defined, 95, 244

expenses classification, 182

methods, 244-246, 321

real estate, 243-244
detection risk, 73-74, 103, 142, 144
deviation conditions, 124, 138
difference, 142
direct interests, 53
direct labor, 205
disclaimer repeit,.30, 318
disclosures

assets, 24C

define«d, +4

financi«i statements, 92-93

int<rnal controls, 331

1wventory, 237

subsequent events, 302-304
discounts (sales), 158, 174, 185
dividends, 270, 272, 278-280, 303
dividends-disbursing agent, 276
documentation

accounting, 96-97

audit evidence, 105-110

audit risk results, 89-90

audit work, 99

internal controls, 73, 107, 127

loan, 266-267

opinion, 99

ownership and retention of, 108-110

preparing, 64-65

revenue processes, 163

shipping, 172, 191, 192, 236

source, 97, 121, 135-136, 171-173
dollar-unit (monetary unit) sampling,

139-141

donated assets, 248-250, 255
due diligence, 38-39, 299-304
duplicate invoice, 105
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earned revenue, 89, 159
ECRs (electronic cash registers),

222-223, 234

education

auditing, 12-13

continuing, 12, 35, 38-39, 337, 346
EEOC (Equal Employment Opportunity

Commission), 204, 205
EFTs (electronic funds transfers), 194, 291
electronic cash registers (ECRs),

222-223, 234
electronic commerce (e-commerce),

11, 327. See also Internet sales
electronic funds transfers (EFTs), 194, 291
electronic media storage, 11, 110, 278
employee. See also human resources

process

collusion among, 85, 168, 177, 191,
289, 290
competence, 210, 289
fictitious, 212
fraud and theft by, 83-84, 144, 197, 289;
291-292
hiring and firing, 202, 205-206, 215
information gathering from, 77-7% 343
paying. See payroll
supply and demand, 210
terminated, 212-215
employee benefits, 262, 204, 209, 218
employee master file intormation, 214
engagement letter, 61-62
Enron, 11, 25, 41, 119
Equal Employment Opportunity

Commission (EEOC), 204, 205
equipment, 242-243
equity

changes in, 303
debt converted to, 276-277, 303
debt recorded as, 268
defined, 95, 107, 254, 261-262
stockholders’. See stockholders’ equity
equity financing, 261
equity method, 55

errors. See also material misstatements
accounting adjustments for, 76, 108
classification, 195-196, 232
defined, 103, 150
examples, 81
expected, 124, 142, 146
fraud compared to, 77-78, 81-82
handling, 141, 177, 312, 320
management concealment of, 143
overlooking. See detection risk
payroll, 212-214
reporting, 143
sampling, 138, 144-145, 146-148
tolerable, 146
ethics, 33-44
evidence
concepts, 91. $6-101
defined, 20 %6
docuirenting, 105-110
evaluat.on, 100-101, 330-337
gatiering, 104-105, 330-337, 341-344
Lature of, 28, 43, 91, 96-99
nonaccounting, 97
sampling, 135-137
examinations, 328, 332
existence, 95, 129, 178, 233, 294
expected error, 124, 142, 146
expenditures, 187-188
expenses. See also specific expense
classifying, 182, 189
defined, 182
fixed, 61
payment methods, 183
prepaid, 252-253
transactions testing, 87
variable, 61
explanatory paragraph, 315-316, 318
expropriations, 304, 305
extent, 60, 128, 129
external auditor, 15
external factors
affecting client’s business, 70, 309-310
affecting internal controls, 117, 161
affecting purchasing process, 195
affecting revenue risk, 167
leading to inherent risk, 69-70

Index 355
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external risks, 326
extraordinary item, 303

ofF e

FAF (Financial Accounting Foundation), 42
Fair Labor Standards Act (FLSA), 207
fair market value (FMV)
donated assets, 249-250
goodwill compared to, 116
historic cost compared to, 317
inventory valuation, 227
investments, 294
stock, 280
Family and Medical Leave (FMLA), 203
FAR (financial accounting and
reporting), 13
FASB (Financial Accounting Standards
Board), 35, 42, 157, 227, 277, 345
favorable pricing, 31
Federal Deposit Insurance Corporation
Act, 330
Federal Insurance Contributions Act
(FICA), 208-210
Federal Unemployment Tax Act (FUTA), 209
FICA (Federal Insurance Contributions
Act), 208-210
fictitious entries, 170, 196-197. 212
fieldwork, 43, 130, 301
FIFO (first-in, first-out) metied,
88, 225-227, 237
financial accounting and reporting
(FAR), 13
Financial Accounting Foundation (FAF), 42
Financial Accounting Standards Board
(FASB), 35, 42, 157, 227, 277, 345
financial forecast, 328
financial process model, 159
financial statement. See also specific type of
statement
auditability, 50-51
comparative, 319-320
components, 68
consolidated, 54
footnotes, 68, 93, 225, 303, 304
management assertions, 9-10, 28-29,
92-93
management responsibility for, 50, 91

materially correct, 67, 74
OCBOA (other comprehensive basis of
accounting), 42, 320-322
payroll transactions, 217-218
presentation and disclosure, 92-93
restatements, 76
reviewing, 34, 329
users, 69, 92
financial statement audits
objective, 1, 22
in one-person firm, 15-16
processes, 5, 10
in public accounting, 21-32
financing, 70, 261
financing cash flow, 22
finished goods inventory, 224
first-in, first-cut rIFO) method,
88, 225-227, 237
fixed (tangible) assets
contro) risk, 255-257
detined, 135, 242
Gepreciation methods, 245-246, 259
disposal of, gain or loss on, 247, 259
inherent risks of, 254-255
inspection of, 342
transactions affecting, 242-250
fixed expenses, 61
float, 51
Florida Department of State (Web site), 273
flow-through entities, 268-269
FLSA (Fair Labor Standards Act), 207
FMLA (Family and Medical Leave), 203
FMV. See fair market value (FMV)
FOB destination, 172, 224
FOB shipping point, 172, 224, 233
footing, 63, 65, 258
footnotes, financial statements, 68, 93, 225,
303, 304
foreign currency conversions, 88, 270,
281-282
forensic auditing, 17, 26-27, 334-336
forensics, computer, 348
Form 10-K, 24
fraud
accounts payable, 194
cash transactions, 168, 289
credit card, 174
debt, 261
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defined, 81, 103, 150
errors compared to, 77-78, 81-82
examples, 11, 144, 197, 255, 289
forensic auditing, 17, 26-27, 334-336
handling, 103, 312
incentives to commit, 83-85, 104, 170,
292, 335-336
opportunity for, 85, 292, 336
payroll, 212-214
preventing, 119, 291-292. See also internal
controls
purchasing process, 196-197
rationalization, 86, 292, 336
recognizing, 81-86
susceptibility to, 72, 197, 230-231
triangle of, 83-86, 292, 335-336
types, 81-82
using professional judgment about, 102
Free on Board (FOB) destination, 172, 224
Free on Board (FOB) shipping point, 172,
224,233
freight collect, 224
freight forwarder, 102
freight prepaid, 224
freight-in, 182
fund accounting, 31
furniture, 243
FUTA (Federal Unemployment ra:z Act), 209

oG e

GAAP. See generally accepted accounting
principles (GAAP)
GAO (Government Accountability
Office), 17
GASB (Governmental Accounting
Standards Board), 31, 42
general journal, 97
general ledger, 96, 106, 341
generally accepted accounting principles
(GAAP)
ASB issuance, 40
asset auditing, 243, 245, 252
business registration statement, 24
compliance, 30, 44, 313
convertible securities, 277
departures from, 30, 81, 317, 321
described, 41-42

fieldwork standards, 43
financial statement audit, 22
following, 42-44
general standards, 43
international harmonization, 345
inventory auditing, 221, 237
investments, 295-296
long-term debt, 263
management assertions, 28-29
payroll process, 217
purchase auditing, 182, 200
quality control standards, 48-49
related-party transactions, 54
reporting standards,; 44, 315-316, 318
retained earnings, 231-282
revenue auditing, 155-157, 179-180
stockholder’s equity, 271, 280
going concerny, 58, 70, 210, 299
going-cancern assessment, 289, 308-310,
316, 547
gooa will, 116, 250-252
Gevernment Accountability Office
(GAO), 17
government auditing, 16-17, 31-32
government contracts, companies with, 31
Governmental Accounting Standards Board
(GASB), 31, 42
governmental agency correspondence, 308
guarantees of obligations, 305, 308

o H o

haphazard sampling, 143

historic cost, 317

hostile takeover, 271

human resources process, 201-204,
210-214. See also employee; payroll

o]e

[-9 form, 204

IAASB (International Auditing and
Assurance Standards Board) (Web
site), 12

icons, explained, 6

IIA (Institute of Internal Auditors), 17

impairments, 260
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imprest accounts, 285
income statement
cost of goods sold expense account, 226
defined, 22, 68
payroll expenses, 205, 209, 217
revenue accounts, 156
inconsequential weaknesses, 126-127
independence
establishing, 52-56
external auditors, 15, 31
principle, 37-38, 52
standards, 43
violation, 28, 53, 317
independent registrar, 274-275
indirect interest, 53
indirect labor, 205
information
from attorney, 307-308
from employees, 77-78, 343
general client, 160
purchase requisition, 188-189
relevance and reliability, 28, 334
information source, documentation of, 65
inherent risk
described, 69-72, 103, 142, 149
fixed assets, 254-255
human resources process, 210-211
inventory management, 230--252
liquid assets, 288-289
purchasing process, 194--19y
revenue process, 167
inquiry, 137, 343
Institute of Internal Auditors (I1A), 17
insurance premiums, 208
intangible assets, 250-252
integrity, 37, 57-58
interbank transfer schedules, 294
interest expenses, 266
interest rate, 263, 267
interest-bearing bank accounts, 286-287
interim audits, 128-131, 301
internal auditor, 16-17, 77, 333-334
internal controls
cash transactions, 169, 289-292
defined, 85, 104, 111-113
depreciation, 247

documentation, 73, 107, 127
enforcement, 85, 104
human resources process, 210-214
inventory management, 230-234
liquid assets, 288-289
management assertions, 330-331
management override of, 104, 121
monitoring of, 114, 117-119
purchasing process, 194-197
revenue process, 162-163, 166-170
risks of. See control risk
standards, 43
strong, 125-128, 134
weak, 85, 88, 104, 154, 125-129, 235
internal controls 2u:diting
assessment procedures, 117-127
employee inforination for, 77
need for 114-117, 330-331
obserauwun, 79, 213
reposi, 323, 329-332
san.niing, 134, 137, 148
sirategy, 116-117, 255
tailoring, 127-129
timing, 129-131
internal controls questionnaires, 119-121
Internal Revenue Service (IRS)
audits, 203, 332
depreciation methods, 246
employment with, 17
payroll expenses, 205, 208, 210
tax disputes, 305
tax-exempt entities, 32
Web site, 246
internal risks, 326
international accounting standards, 12, 345
International Auditing and Assurance
Standards Board (IAASB) (Web
site), 12
international companies
currency conversions, 88, 270, 281-282
electronic funds transfers, 291
expropriations, 304, 305
Internet sales
described, 89, 164-166
support for, 327
transaction testing, 170-177, 236
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Internet search, 308
interview
client, 50, 58-59, 121, 310
forensic auditing, 335
prior auditor, 51-52, 86, 196
introductory paragraph, 314, 318, 321
inventory
accounting methods, 225-227, 237
defined, 219-220
fixed assets, 257
fulfilling orders from, 165
physical inventory taking, 227-230
process, 220-221
risks and controls, 230-234
theft, 72, 230-231, 234
transactions testing, 235-237
valuation, 88, 195, 224-227, 231-232
year-end, 222-223, 231, 237
inventory asset account, 226
inventory manual, 228
inventory shrinkage, 230
inventory systems, 221-223
inventory turnover, 78, 148
investing cash flow, 22
investment, 283, 294-296
investment accounts, 287-288, 295
invoice
customer, 97, 166, 167, 267
duplicate, 105
vendor, 97, 193-194, 197--19Y
IRS. See Internal Revenz:< Service (IRS)
issued shares, 273

° ] °

job applications, 202, 206
job descriptions, 113
journal, 96-97, 166
journal entry, 50, 104, 108
judgment sampling, 143
junking assets, 247

oo

kiting, 51, 294

o/ o

labor contracts, 211
land, 242-244
lapping, 291
last-in, first-out (LIFO) method, 88, 225,
2217, 237
lease
capital, 248, 255, 264
capitalized, 258, 263-264, 341
copies of, 107
operating, 248, 255, 258, 264
leasehold improvements, 251-252
leasing, staff, 208
legal counsel, 307, 507-308
legal letter, 307
liabilities
accrued nayroll, 203, 214, 216-218
continrent, 205, 211, 299, 304-308
debt, zilocating, 264-265
cerned, 95
ezamples, 29
license (CPA), 12-16, 35, 38
LIFO (last-in, first-out) method, 88, 225,
2217, 237
Lilly Ledbetter Fair Pay Act of 2009, 203
Limited Liability Companies (LLCs), 269
liquid assets, 283, 288-289, 309
liquidating dividend, 279
litigation, pending, 57, 305
litigation support, 17, 105, 334-336
LLCs (Limited Liability Companies), 269
loan. See also debt
documentation, 266-267
guaranteed, 305, 308
related-party transactions, 56
long-term debt, 262-268
loss contingencies, 82

ol o

MACRS (Modified Asset Cost Recovery
System), 246

Magnetic Ink Character Recognition (MICR)
coding, 98, 174

359



360 Auditing For Dummies

management
attitude, 57, 76, 85, 113, 202
compensation, 58
competence, 76, 202, 289
defined, 55
fraud by, 83-85, 104, 170
ineffective monitoring of, 85, 104
internal control reviews by, 113, 117-119
physical inventory taking, 229
policy and procedures review, 311
responsibilities, 50, 62, 91, 111, 331
subsequent events information from, 301
turnover, 57, 76
management assertions
account balances, 95
asset transactions, 257-260
categories, 92-95
defined, 28, 91
examination of, 328
financial statements, 9-10, 28-29, 92-93
internal controls, 330-331
inventory transactions, 224, 235-237
payroll transactions, 214-216
revenue transactions, 170-177
transaction classes, 93-94
management philosophy, 161
management representation letter, 301
management structure, 161
manufacturing overhead, 223
market value. See fair mark=t value (FMV)
master file, employee.interination, 214
matching principle, 245
material debt, 303
material events, 300
material misstatements
defined, 68, 80, 103, 114
due to fraudulent financial reporting, 82
due to misappropriation of assets, 82, 104
failure to detect, 145
free of, 67, 74
prior-period, 70-72, 167, 195-196, 232, 272
risk of, 99, 103
sampling for, 140
sources, 150
material requisitions, 232-233
material scope limitation, 30

material weakness, 126-127

materiality, 19, 67, 80-86, 93

mean-per-unit method, 141

meeting, with client, 50, 58-59, 121, 310

meeting minutes (board of directors),
265, 279, 308

merchandise inventory, 219, 220, 232, 236.
See also inventory

merchant account, 284

merchant provider, 284

Michigan Department of State (Web
site), 267

MICR (Magnetic Ink Character Recognition)
coding, 98, 174

misappropriation.«.f assets, 82, 104, 235

missing items, 152

misstatements. S5ee material misstatements

Modified Ass=t Cost Recovery System
(MACKS), 246

monetary unit sampling, 139-141

moncy flow, 162

noney market account, 285

1nortgages, 262

o\ o

National Association of State Board of
Accountancy (Web site), 14

National Peer Review Committee (National
PRC), 36

nature, 128-129

needs assessment, 58-61, 114-115

negative assurance, 34, 322, 329

negative confirmation, 179

negative financial trends, 309

nesting box analogy, 325

net assets (net worth), 95, 250

net income, 271-272, 309

net loss, 271-272, 309

net payroll, 216

net realizable value, 230

nonaccounting evidence, 97

nonmonetary exchanges of assets,
248-250, 255

nonprofit audit, 32, 337

nonrecognized events, 300
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nonstatistical sampling, 142-143
notes, 263

notes payable, 263

notes receivable, 288

o () o

objectivity, 37-38, 52-56, 100-101
obligations, 29, 93, 95, 129
observation
described, 79, 122, 343-344
internal controls, 137
inventory taking, 228
payroll process, 213
obsolete items, 229-230
OCBOA (other comprehensive basis of
accounting), 42, 320-322
Occupational Safety and Health Act
(OSHA), 211
occurrence
asset transactions, 258
inventory transactions, 235
management assertions, 29, 93, 94, 342
payment transactions, 197-198
payroll transactions, 214
revenue transactions, 170
verification of, 128
one-person firm, limitations, 15--1¢
open orders, 165, 173
operating cash flow, 22
operating checking account, 284
operating leases, 248, 235, 258, 264
operating procedures, 112
operational audit, 333-334

opinion
adverse, 30, 68
buying, 36

disclaimer of, 30, 318

documentation of, 99

of internal controls, 323, 331-332

issuing, 29-30

prior-period, revising, 320

qualified, 30

standards, 44

unqualified, 30, 68, 69, 71
opinion paragraph, 314, 318, 320

opinion shopping, 51

oral evidence, 97, 343

organization chart, 106

originator, 190

OSHA (Occupational Safety and Health
Act), 211

other assets, 252-254, 255

other comprehensive basis of accounting
(OCBOA), 42, 320-322

outsourcing, 208, 274, 279

outstanding checks, 293

outstanding shares, 273

overstatement, 155, 170-171

owners’ equity, 68, 268

ownership interesiz, 35

ownership of assets, 258, 342

o e

paid-n capital, 268-271
par value, 268, 270-271
narent company, 54, 282, 316
Part of Tens, 5, 341-348
partners’ equity, 268
partnerships, 268
patents, 70, 250-251
payments
dividend, 280
payroll taxes, 209-210
to vendors, 193-194, 197-200
payroll
accrued liabilities, 203, 214, 216-218
defined, 205
errors and fraud, 212-214
internal controls, 203, 210
process, 201, 204-210
transactions testing, 214-216
payroll accruals, 209
payroll checking account, 284
payroll register, 209, 213
payroll taxes, 203-204, 208-210, 216-218
PCAOB. See Public Company Accounting
Oversight Board (PCAOB)
percentage of completion, 87
performance bond, 52
performance review, 327, 333-334
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period costs, 182-185
periodic inventory system, 222
permanent audit file, 106-107, 273
perpetual inventory system, 222-223, 227
personal auditing, 23
personnel policies, 161, 201. See also
employee; human resources process
personnel records, 202-203, 213, 215
persuasive evidence, 99
petty cash, 285
physical examination, 59
physical inventory taking, 227-230
pledged assets, 267
pledged inventory, 237
PO (purchase order), 137, 190-191, 232
point of sale (POS), 174, 223
population, 124, 134, 150
population error rate, 138
positive confirmation, 179, 200
PPA (prior period adjustment),
272, 281, 320
PP&E (property, plant, and equipment),
242-243, 256-257
preferred stock, 55, 270, 274, 275, 288
prepaid expenses, 252-253
present value, 248
principal, 263, 267
principal owners, 55
prior auditor, interviewing, 51-52, 86, 196
prior period adjustment (F2A), 272,
281, 320
prior-period balances, comparing cash
balances to, 292
prior-period financial statements, opinions
of, 319-320
prior-period misstatements, 70-72, 167,
195-196, 232, 272
private accounting
code of conduct, 33-40
defined, 33
employment in, 16-17
unqualified report, 314-315
pro forma financial information, 301, 302
probability-proportional-to-size (monetary
unit) sampling, 139-141
probable contingent liability, 306-307

product costs, 182-185, 221-222, 226-227
product defects, 305
product inventory, 219. See also inventory
product warranties, 305, 306
professional judgment, 101-104, 143
professional skepticism, 88-89, 101-102
professional standards, 33-44
projected misstatement, 142
property, plant, and equipment (PP&E),
242-244, 256-257
property dividend, 279
proxy statements, 276
P2P (Purchase to Pay), 187
public accounting
auditor responsitiilities, 21-32, 332
code of conducy, 55
defined, 33
employmenitin, 13, 16
interrizl cuntrols reporting, 330-332
monito - ing, 40-42
viiy1alified report, 314
Puuilc Company Accounting Oversight
Board (PCAOB)
code of conduct, 35
creation of, 40-41
documentation retention, 108
role, 2, 3, 25
standards, 40, 61, 128-129, 323, 330
Web site, 25, 40, 129, 332
public trust, safeguarding, 24-25, 36
purchase
on account, 181, 183, 185
business segments, 302
capitalized, 188, 254
categories, 187
fixed-asset, 243-244
inventory, 232
related-party transactions, 56
understatement, 84, 195-196, 198
purchase order (PO), 137, 190-191, 232
purchase patterns, 186-187
purchase requisition, 187-189, 232-233, 257
purchase returns, 186
purchase risks, 194-197
Purchase to Pay (P2P), 187
purchases journal, 181, 185
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purchasing process
described, 186-194
fixed assets, 257, 259
inventory link with, 220-221
risks and controls, 194-197

OQQ

qualified opinion, 30

qualified report, 317-318
qualitative factors, 122-123
quality control systems, 48-49
quantitative factors, 122-123

o R o

ratio analysis, 59-60, 78, 107, 218, 256
ratio estimation, 141-142
raw material inventory, 223, 232
real estate, 56, 242-244
realizable revenue, 89, 159
reasonableness, 78-79, 256
reasonably possible contingent liability,
306-307
recalculation, 136, 216, 225, 342-343
receiving report, 192, 198
recertification, 38
reclassifications, 108, 276-277
records
dividend, 280
examples, 97
inspection of, 50-51, 341-342
payroll, 203, 209-210
personnel, 202-203, 213, 215
registered agent, 106
registration, business, 24, 41
regulation (REG), 13
regulatory agency-required basis, 321
regulatory requirements, meeting,
23-24, 347
regulatory risks, 326
rejection, incorrect, 144-145
related parties, 55, 123, 186
related-party transactions, 54, 56, 82
relevance, 28, 97-98, 327

relevant events, 300
relevant information, 334
reliability, 28, 97-98, 117-127, 327
reliance strategy (control testing strategy),
115-117, 255
relocation costs, 253
Remember icon, 6
remote contingent liability, 306-307
repairs and maintenance expense account,
254, 259
reperformance, 122, 136, 233, 342
residual ownership, 270
residual value, 245
retail sales, 89, 162-1¢4, 168, 170-177
retained earnings, 5, 262, 271-272,
281-282
retention policy, 108-110
revenue
describeq, 89, 157, 159
oversialed, 155, 170-171
reveiue process, 155-156, 162-170,
220-221
1evenue recognition, 89-90, 156-159, 167
revenue transactions, 56, 87, 170-177
review, 60-61
rights, 29, 93, 95, 129
risk
in accepting audit engagement, 48
audit. See audit risk
management assessment of, 114

oS e

sales allowances, 158

sales discounts, 158, 174, 185

sales journal, 166

sales orders, 163-166

sales returns, 158

sales tax, 176

salvage value, 246

sampling
account balance testing, 148-149
described, 20, 122, 133-135, 344
drawing conclusions from, 152
errors, 138, 144-145, 146-148
evidence included in, 135-137
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sampling (continued)
example, 149-152
internal controls testing, 122-125, 134,
137, 148
methods, 125, 134-135, 137-143, 147
payment transactions, 198
sample size, 125, 134-135, 142-143,
146-148, 151, 171
sampling risk, 142-146
sampling unit, 124, 134
Sarbanes-Oxley Act of 2002 (SOX)
COSO model, 113, 331
demand for auditing since, 10-11
further information about, 2, 26, 347
history, 40-41
internal controls review, 323, 330-331
objective, 25
self-assessment requirements, 117, 119
watchdog created by. See Public
Company Accounting Oversight
Board (PCAOB)
SAS. See Statements on Auditing
Standards (SAS)
savings accounts, 285-287
scanning, 343
schedules, 64
scope of services, 39, 59-60, 128-123, 316,
325-337
scope paragraph, 314, 318, 320, 528
SEC. See Securities and Exchange
Commission (SEC)
Secure Sockets Layer (SSL) technology, 327
securities, 287-288. See also bond; stock
Securities Act of 1933 (truth in securities
law), 25, 26
Securities and Exchange Commission (SEC)
due diligence, 299
filing requirements with, 75
history, 26
reference guides, 26, 346
role, 24, 41, 42
Web site, 24, 26, 277
Securities Transfer Association, Inc., 276
segregation of duties
asset transactions, 257
cash controls, 169, 290
defined, 72-73, 112-113

inventory management, 232
lack of, as fraud opportunity, 85
payroll process, 209, 212-214
in revenue processes, 163
self-assessment, of internal controls,
117-119
self-constructed assets, 248-250, 255
self-governance, 36, 39
seminars, 35, 346
Series LLCs, 269
shareholders, 26-27, 84, 276
shipping documents, 172, 191, 192, 236
shipping process, 165-166, 191-192, 224
short slip orders, 191
short-term debt, 263-265
show me technigue, 102
side agreements, 156
significant-a<.count, 118
skimmirig; 108
softwaie
accounting, 161-162, 193, 197, 348
audit command language (ACL), 148
point-of-sale, 223
sole proprietorships, 268
source documents, 97, 121, 135-136,
171-173
SOX. See Sarbanes-Oxley Act of 2002 (SOX)
special reports, 320-322
spirit over form (substance over form), 37
SSAE (Statements on Standards for
Attestation Engagements), 61, 328
SSARS (Statements on Standards for
Accounting and Review Services),
60-61
SSL (Secure Sockets Layer) technology, 327
staff leasing, 208
standard costing, 236
state boards of accountancy, 14, 16
State Unemployment Tax Act (SUTA), 209
statement of cash flows, 22, 68
statement of changes in owner’s equity, 68
statement of registration, 24, 41
Statements on Auditing Standards (SAS)
described, 42, 60
No. 25 (quality control standards), 49
No. 58 (unqualified report), 314
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No. 84 (communication with prior
auditor), 51
No. 94 (reporting), 313
No. 99 (fraud), 82, 103
No. 108 (planning and supervision), 49
No. 109 (risk of material
misstatement), 103
Statements on Standards for Accounting
and Review Services (SSARS), 60-61
Statements on Standards for Attestation
Engagements (SSAE), 61, 328
statistical sampling, 137-142
stock
capital, 277-278
common, 55, 270, 274, 288
outstanding, 273
par value, 268, 270-271
preferred, 55, 270, 274, 275, 288
treasury, 271, 273, 278
stock certificates, 276, 277-278
stock dividends, 272, 278-280, 303
stock issuances, 107, 277-278
stock options, 205
stock register, 277
stock splits, 280, 303
stock transfer agent, 275-276
stockholders, 55, 69
stockholders’ equity
audit procedures, 272-282
described, 268-272
dividends testing, 27828y
stop transfer, 276
store fixtures, 243
straight-line amortization, 252
straight-line depreciation, 245
stratified sampling, 150
streamlining, 348
subsequent events, 300-304
subsequent payment test, 94
subsidiary
branch accounts, 286
defined, 54
international companies, 270, 282,
304, 305
report of other auditors, 316

subsidiary ledger

accounts payable, 193

accounts receivable, 87, 178

described, 96, 136, 178
substantive procedures, 127-129, 256,

265, 272

substantive strategy, 115-117, 255
substantive testing, 115
sum-of-the-years’ digits depreciation, 246
supervision, standards, 43, 49
SUTA (State Unemployment Tax Act), 209
sweep account, 287
systemic costs, 182, 188

o e

tagged assets; 73, 256-257
tangible asscis. See fixed (tangible) assets
tax
depreciation methods, 246
cdisputes, 305
payroll, 204, 208-210, 216-218
sales, 176
tax assessments, 308
tax audits, 333
tax basis, 321
tax-exempt entities, 32
Technical Stuff icon, 3, 6
terminated employees, 212-215
theft
incentives for, 83-85, 292, 335-336
inventory, 230-231, 234
limiting, 291-292
susceptibility to, 72, 197, 230-231,
288-289
third parties, 53-56, 98, 163, 302
thoroughness, 100
tick marks, 64, 65, 108
time sheet approval, 215-216
timing
asset use, 245
audit procedures, 59-60, 128, 129-130
internal control auditing, 124, 129-131
payroll process, 207
stock dividends, 279-280
Tip icon, 6
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tolerable error, 146 voting stockholder, 55, 270
tracing vouching
defined, 171, 341 asset transactions, 258
inventory, 233 defined, 59, 171, 342
payment transactions, 198, 214-215 inventory transactions, 235
revenue transactions, 171-173, 290 payment transactions, 198-199
trade payables, 185 tick marks, 65
traded assets, 248-250, 255
trademarks, 250-251 P w PY
training seminars, 35
treasury stock, 271, 273, 278 W-4 form, 203-204
trend analysis, 78, 107, 256, 309 walkthroughs, 122, 331
type I and type Il events, 300-304 Warning! icon, 6
weighted average, 2%6, 237
(] u (] wholesale sales
described, 89/ 1v2, 164
UCC (Uniform Commercial Code), 267 transaction testing, 170-177, 236
uncollectible accounts, 167, 179-180, 289 work in process inventory, 223-224, 231
understandability, 93 working trial balance, 107-109
understatement, 84, 195-196, 198, 218 worknarers, 64-65, 90, 107-109, 110
Uniform Commercial Code (UCC), 267 WorldCom, Inc., 25, 41, 119, 255
Uniform CPA Examination, 12-15 w1 te-off authority, 169-170
units of production depreciation, 246
unqualified opinion, 30, 68, 69, 71 PY X PY
unqualified report, 36, 145, 313-316
unrelated parties, 161 X-tape, 162
o l/ ] Y y Y
valuation year-end audit, 129-131, 222-223, 231, 237.
assets, 245 See also cutoff
audit evidence, 28
defined, 53, 95 ° z °

inventory, 88, 195, 224-227, 231-232
management assertions, 93, 95
property, 244

purchases, 194

zero-balance confirmation (blind
request), 200
Z-tapes

variable expenses, 61 cash risks. 168-169
vendor " .
cutoff testing using, 177
fictitious, 196-197 oseribod 9. 162

paying, 193-194
selecting, 189-190
shipping process, 192

occurrence verification using, 171
tracing using, 290



