
     

AN INTERNATIONAL APPROACH

Auditing 
Wally J. Smieliauskas, Ph.D., C.P.A., C.F.E.

Joseph L. Rotman School of Management
University of Toronto

Kathryn Bewley, Ph.D., C.P.A., C.A.
Ted Rogers School of Business Management

Ryerson University

         

WWW.TEX-CETERA.COM



iv

     

About the Authors

Wally J. Smieliauskas is a professor of accounting at the Uni-
versity of Toronto, where he has been a member of the faculty 
since 1979. He has published articles on a variety of auditing, 
accounting, and education issues.

At the University of Toronto, Professor Smieliauskas 
developed the first degree-credit introductory auditing course 
(in 1981) and the first advanced auditing course (in 1990). In 
1988 he was the first director of the MBA Co-op Program in 
Professional Accounting, a position he held until 1993. The 
program is designed to facilitate the entry of undergradu-
ates from various fields into the profession and to provide a 
broader management education as well as specialized train-
ing in accounting, auditing, and tax topics. It has evolved to 
become the Master of Management & Professional Account-
ing (MMPA) program now offered through the University of 
Toronto’s Mississauga campus.

Kathryn Bewley has been a professor of accounting and auditing at Ryerson Uni-
versity since 2010 and had previously taught at York University since 1991. She is a 
member of CPA Ontario and began her career in auditing with Clarkson Gordon in 
Toronto.

Professor Bewley received her Ph.D. from the University of Waterloo. Her main 
research focus is on the impact of regulations, including auditing standards, on the 
information companies report and how people use that information, with a par-
ticular interest in environmental reporting. Her work has been published in several 
professional and academic journals.

         

WWW.TEX-CETERA.COM



v

     

BRIEF CONTENTS

Preface  xvi

PART 1 Introduction to Auditing, Public Practice, and Professional Responsibilities

CHAPTER 1 Introduction to Auditing 1

CHAPTER 2 Auditors’ Professional Roles and Responsibilities 38

CHAPTER 3 Auditors’ Ethical and Legal Responsibilities 75

CHAPTER 4 Reports on Audited Financial Statements 125

PART 2 Basic Auditing Concepts and Techniques

CHAPTER 5 Preliminary Audit Planning: Understanding the Auditee’s Business 169

CHAPTER 6 Assessing Risks in an Audit Engagement 243

CHAPTER 7 Internal Control over Financial Reporting 315

CHAPTER 8 Audit Evidence and Assurance 361

CHAPTER 9 Control Assessment and Testing 423

CHAPTER 10 Audit Sampling 493

PART 3 Performing the Audit

CHAPTER 11 The Revenues, Receivables, and Receipts Process and Cash Account Balance 553

CHAPTER 12 The Purchases, Payables, and Payments Process 630

CHAPTER 13 Payroll and Production Processes 699

CHAPTER 14 The Finance and Investment Process 756

CHAPTER 15 Completing the Audit Work 809

CHAPTER 16 Applying Professional Judgment to Form the Audit Opinion and Issue the Audit Report 849

PART 4 Advanced Issues in Professional Public Accounting Practice (on Connect)

CHAPTER 17 Other Public Accounting Services and Reports—Reviews and Compilations 894

CHAPTER 18 Professional Rules of Conduct Details and Auditor Responsibilities 922

CHAPTER 19, PART I The Audit of Accounting Estimates: Basic Material Relating to Accounting Estimates 946

CHAPTER 19, PART II The Audit of Accounting Estimates: Advanced Issues in the Audit of Accounting 

Estimates 976

CHAPTER 20 Legal Liability Cases 1015

CHAPTER 21 Other Professional Accounting Services and Reports, Including Fraud Auditing 1052

Key Terms KT-1

Index IN-1

         

WWW.TEX-CETERA.COM



   

vi

     

Preface xvi

PART 1 Introduction to Auditing, Public Practice, and Professional Responsibilities

CHAPTER 1 Introduction to Auditing 1

Learning Objectives  1

The Essentials of Auditing, Public Practice, and Professional Responsibilities  3

Introduction: The Concept of Auditing  4

User Demand for Reliable Information  9

Definitions of Auditing  13

Kinds of Audits and Auditors  22

Public Accounting  27

International Auditing  31
Application Case with Solution & Analysis: The Auditor’s Most 
Important Quality  32
Summary  32
Key Terms  33
Multiple-Choice Questions for Practice and Review  34
Exercises and Problems  35

Appendix 1A: How to Become a Professional Accountant in Canada (on Connect)

Appendix 1B: Alternative Theories of the Role of Auditing in Society (on Connect)

CHAPTER 2 Auditors’ Professional Roles and Responsibilities 38

Learning Objectives  38

The Essentials of Auditors’ Professional Roles and Responsibilities  40

The Current Environment of Auditing  42

Regulation of Public Accounting  46

Practice Standards  50

Generally Accepted Auditing Standards  50

Assurance Standards  61

Quality Control Standards  64
Application Case with Solution & Analysis: Which Generally Accepted Auditing 
Standard Is Most Important?  66
Summary  67
Key Terms  67
Multiple-Choice Questions for Practice and Review  68
Exercises and Problems  70

Appendix 2A: Generally Accepted Auditing Standards of the United States (on Connect)

Appendix 2B: Implementation of Quality Control Standards in Canada (on Connect)

CONTENTS

         

WWW.TEX-CETERA.COM



Contents vii

        

CHAPTER 3 Auditors’ Ethical and Legal Responsibilities 75

Learning Objectives  75

The Essentials of Auditors’ Ethical and Legal Responsibilities  77

Introduction  79

General Ethics  80

Codes of Professional Ethics  88

Independence and Objectivity  94

The Legal Environment and Auditor Legal Responsibilities  102

Liability under Common Law  103

Statutory Law Liability  108
Application Case with Solution & Analysis: Burden of Proof Concept in Law 
and Auditing  112
Summary  114
Key Terms  115
Multiple-Choice Questions for Practice and Review  116
Exercises and Problems  118
Discussion Cases  121

Appendix 3A: Framework for Critical Thinking (on Connect)

CHAPTER 4 Reports on Audited Financial Statements 125

Learning Objectives  125

The Essentials of Reports on Audited Financial Statements  127

The Association Framework  130

Auditor’s Reports and Variations  136

Audit Report Reservations  145
Application Case with Solution & Analysis: Meaning of the Words “Present Fairly” in 
the Auditor’s Report  153
Summary  155
Key Terms  156
Multiple-Choice Questions for Practice and Review  156
Exercises and Problems  158

Appendix 4A: The Standard Unmodified Report of the Public Company Accounting 
Oversight Board/American Institute of CPAs  165

Appendix 4B: The Auditor’s Standard Report for Use before December 15, 2016  166

Appendix 4C: Reporting on the Application of Accounting Principles  167

PART 2 Basic Auditing Concepts and Techniques

CHAPTER 5 Preliminary Audit Planning: Understanding the Auditee’s Business  169

Learning Objectives  169

Preview of Parts 2 and 3 of the Text: Planning and Performing the Audit  171

The Essentials of Preliminary Audit Planning and Understanding the Auditee’s Business  172

         

WWW.TEX-CETERA.COM



viii Contents

        

The Independent Financial Statement Audit  176

Independent Audit Engagement Characteristics  178

Audit Engagement Acceptance Decision  179

Understanding the Auditee’s Business, Environment, and Risks  187

Preliminary Analytical Procedures for Audit Planning  196

Materiality Levels for Audit Planning  203

Documenting the Overall Audit Strategy and Audit Plan  213
Application Case with Solution & Analysis: Audit Engagement Acceptance 
Decision  219
Summary  223
Key Terms  224
Multiple-Choice Questions for Practice and Review  224
Exercises and Problems  227
Discussion Cases  230

Appendix 5A: Selected Financial Ratios  237

Appendix 5B: Example of an Audit Engagement Letter  238

CHAPTER 6 Assessing Risks in an Audit Engagement 243

Learning Objectives  243

The Essentials of Assessing Risks in an Audit Engagement  245

Business Risk and the Risk of Material Misstatement of the 
Financial Statements  250

Financial Statement Assertions and Audit Objectives  257

The Audit Risk Model and Its Components  268

Working with the Audit Risk Model  275

Accounting Processes and the Financial Statements  280
Application Case with Solution & Analysis: Business Risk Analysis and Audit 
Implications  285
Summary  291
Key Terms  291
Multiple-Choice Questions for Practice and Review  292
Exercises and Problems  296
Discussion Cases  297

Appendix 6A: Business Risk Factors Used to Assess the Risk of Material Misstatement  307

Appendix 6B: Corporate Governance (on Connect)

CHAPTER 7 Internal Control over Financial Reporting 315

Learning Objectives  315

The Essentials of Internal Control over Financial Reporting  317

Understanding Internal Control  319

How Internal Control Relates to the Risk of Material Misstatement  327

Fraud Risk Assessment  331

Auditors’ Responsibilities for Detecting Frauds, Errors, and Illegal Acts  334

Conditions that Make Fraud Possible, Even Easy  341

         

WWW.TEX-CETERA.COM



Contents ix

        

Application Case with Solution & Analysis: Overstate the Inventory; Understate the 
Cost of Goods Sold  347
Summary  349
Key Terms  350
Multiple-Choice Questions for Practice and Review   350
Exercises and Problems  354
Discussion Cases  356

Appendix 7A: Risk and Internal Control Frameworks (on Connect)

Appendix 7B: Procedures and Documents Auditors use for Fraud Detection (on Connect)

CHAPTER 8 Audit Evidence and Assurance 361

Learning Objectives  361

The Essentials of Audit Evidence  363

Evidence-Gathering Audit Procedures  365

Business Information Sources and Methods  377

Sufficient Appropriate Evidence in Auditing  381

Audit Plan and Detailed Programs  386

Audit Documentation  391
Application Case with Solution & Analysis: Review of an Audit Plan  399
Summary  408
Key Terms  408
Multiple-Choice Questions for Practice and Review  409
Exercises and Problems  411
Discussion Cases  415

CHAPTER 9 Control Assessment and Testing 423

Learning Objectives  423

The Essentials of Control Assessment and Testing  425

Internal Control Assessment for Planning the Audit  428

Management versus Auditor Responsibility for Control  428

Reasons for Control Evaluation  430

Phase 1—Understanding Controls  438

Phase 2—Assessing Control Risk  447

Phase 3—Control Testing  458

Auditor’s Responsibility to Report Internal Control Deficiencies and Fraud Risks  463
Application Case with Solution & Analysis: Information Systems and Controls 
in a Small Business  466
Summary  469
Key Terms  470
Multiple-Choice Questions for Practice and Review  470
Exercises and Problems  473
Discussion Cases  479

Appendix 9A: Internal Control Assessment Aids for Audit Planning  486

Appendix 9B: Understanding Information Systems and Technology for Risk and 
Control Assessment (on Connect)

         

WWW.TEX-CETERA.COM



x Contents

        

CHAPTER 10 Audit Sampling 493

Learning Objectives  493

The Essentials of Audit Sampling  495

Introduction to Audit Sampling  503

Test of Controls for Assessing Control Risk  513

Sampling Steps for Tests of Control  513

Substantive Procedures for Auditing Account Balances  527

Sampling Steps for an Account Balance Audit  529
Application Case with Solution & Analysis: Auditors Accused of Not Doing 
Sufficient Testing  540
Summary  541
Key Terms  541
Multiple-Choice Questions for Practice and Review  542
Exercises and Problems  544
Discussion Cases  547
Critical Thinking  548

Appendix 10A: Statistical Sampling Tables  549

Appendix 10B: More-Advanced Statistical Sampling Concepts for Tests 
of Controls and Tests of Balances (on Connect)

PART 3 Performing the Audit

CHAPTER 11 The Revenues, Receivables, and Receipts Process and Cash Account Balance 553

Learning Objectives  553

Preview of Part 3: Linking Audit Planning to Performing an Independent Financial 
Statement Audit  555

The Essentials of Auditing a Business’s Revenues, Receivables, and Receipts Process  559

Understanding the Revenues, Receivables, and Receipts Process  560

Control Risk Assessment  567

Example of Linking Risk Assessment to Substantive Audit Procedures for Audit of 
Cash Account Balance  574

Substantive Audit Programs for the Revenues, Receivables, and Receipts Process  579

Analysis of Financial Statement Relationships  582

Misstatement Analysis  582

Special Note: The Existence Assertion  583

Special Note: Using Confirmations  584

Special Note: Audit of Bank Reconciliations  593
Application Case with Solution & Analysis: Detecting Misstatements in the Revenues, 
Receivables, and Receipts Process  597
Summary  604
Key Terms  605
Multiple-Choice Questions for Practice and Review  605
Exercises and Problems  608
Discussion Cases  610

         

WWW.TEX-CETERA.COM



 Contents xi

          

Appendix 11A: Internal Control Questionnaires for the Revenues, Receivables, and 
Receipts Process  623

Appendix 11B: System Documentation Examples for the Revenues, Receivables,  
and Receipts Process  627

Appendix 11C: Example of an Audit Engagement File Index (on Connect)

 CHAPTER 12 The Purchases, Payables, and Payments Process  630

Learning Objectives  630

The Essentials of Auditing a Business’s Purchases, Payables, and Payments 
Process  632

Understanding the Purchases, Payables, and Payments Process  634

Control Risk Assessment  640

Substantive Audit Programs for the Purchases, Payables, and Payments Process  646

Special Note: Physical Inventory Observation and Audit of Inventory  
and Cost of Sales  654

Special Note: Audit of Property, Plant, and Equipment and Intangible Assets  658

Special Note: The Completeness Assertion for Liabilities  663
Application Case with Solution & Analysis: Detecting Misstatements in the Purchases, 
Payables, and Payments Process  665
Summary  674
Key Terms  674
Multiple-Choice Questions for Practice and Review  675
Exercises and Problems  678
Discussion Cases  682

Appendix 12A: Internal Control Questionnaires for the Purchases, Payables, and 
Payments Process  694

 CHAPTER 13 Payroll and Production Processes  699

Learning Objectives  699

The Essentials of Auditing the Payroll Process and the Production Costing 
Process  701

Risk Assessment for the Payroll and Production Processes  702

Section I: Understanding the Payroll Process  705

Control Risk Assessment  711

Substantive Audit Program for Payroll  716

Section II: Understanding the Production Process  718

Control Risk Assessment  724

Substantive Audit Program for the Production Process  729
Application Case with Solution & Analysis: Detecting Misstatements in the Payroll 
and Production Processes   732
Summary  735
Key Terms  736
Multiple-Choice Questions for Practice and Review  737
Exercises and Problems  738
Discussion Cases  743

         

WWW.TEX-CETERA.COM



xii Contents

        

Appendix 13A: Internal Control Questionnaires for the Payroll and Production 
Processes  753

CHAPTER 14 The Finance and Investment Process  756

Learning Objectives  756

The Essentials of Auditing the Finance and Investment Process  758

Understanding the Finance and Investment Process  758

Control Risk Assessment  766

Substantive Audit Programs for the Finance and Investment Process  773
Application Case with Solution & Analysis: Detecting Misstatements in the Finance 
and Investment Process  785

Other Aspects of Clever Accounting and Fraud  790
Summary  794
Key Terms  795
Multiple-Choice Questions for Practice and Review  795
Exercises and Problems  797
Discussion Cases  801

Appendix 14A: Derivative Securities—An Example of Risks That Management and 
Auditors Face (on Connect)

Appendix 14B: Generally Accepted Accounting Principles for Private Enterprises 
(on Connect)

CHAPTER 15 Completing the Audit Work  809

Learning Objectives  809

The Essentials of Completing the Audit Work  811

The Completion Stage of the Audit  813

Completing the Audit of Revenues and Expenses  814

Overall Analytical Procedures  819

Procedures to Detect Contingencies and Claims  823

Events Subsequent to the Balance Sheet Date  827

Management’s Written Representations  831

Audit Documentation Working Paper Review  835
Application Case with Solution & Analysis: When in Doubt, Defer!   837
Summary  839
Key Terms  839
Multiple-Choice Questions for Practice and Review  840
Exercises and Problems  841
Discussion Cases  843

CHAPTER 16  Applying Professional Judgment to Form the Audit Opinion 
and Issue the Audit Report  849

Learning Objectives  849

The Essentials of Applying Professional Judgment to Form the Audit Opinion 
and Issue the Audit Report  851

         

WWW.TEX-CETERA.COM



 Contents xiii

          

Applying Professional Judgment to Form the Audit Opinion  855

Overall Evaluation of Audit Evidence and Misstatements  857

Writing an Audit Opinion on the Financial Statements  866

Significant Matter Paragraphs: Additional Information in the Audit Report  870

Auditor Communications  872
Application Case with Solution & Analysis: Final Overall Analysis Uncovers Unusual 
Related Party Transactions  876
Summary  878
Key Terms  879
Multiple-Choice Questions for Practice and Review  879
Exercises and Problems  881
Discussion Cases  882

Appendix 16A: Audit Completion Checklist  886

Appendix 16B: The Impact of Subsequent Events on Audit Reports  889

PART 4 Advanced Issues in Professional Public Accounting Practice (on Connect)

 CHAPTER 17  Other Public Accounting Services and Reports—Reviews and Compilations  
(on Connect)  894

Learning Objectives  894

Essentials of Other Engagements Involving Financial Statements  895

Unaudited Financial Statements  897

Other Review and Compilation Topics  902

Interim Financial Information  905

Public and Restricted Reports on Internal Control  908

Audit Reports on Internal Control  912
Summary  916
Key Terms  916
Multiple-Choice Questions for Practice and Review  917
Exercises and Problems  918
Discussion Cases  921

 CHAPTER 18 Professional Rules of Conduct Details and Auditor Responsibilities (on Connect)  922

Learning Objectives  922

Essentials of Some Detailed Rules of Professional Conduct  923

Why There Are Detailed Rules of Professional Conduct  923

Codes of Professional Ethics  924

Regulation and Quality Control  931

Consequences of Unethical/Illegal Acts  937
Summary  938
Key Terms  938
Multiple-Choice Questions for Practice and Review  938
Exercises and Problems  939
Discussion Cases  941

         

WWW.TEX-CETERA.COM



xiv Contents

        

CHAPTER 19, PART I  The Audit of Accounting Estimates: Basic Material Relating to Accounting Estimates 
(on Connect)  946

Learning Objectives  946

The Essentials of Judgments for Accounting Estimates  947

Introduction  949

Going-Concern Assumption  957

Review of CAS 540  960

Discussion of CAS 540  961

CICA Audit Guideline 41  965

Principles-Based Reasoning with Accounting Estimates Using Risk-Based 
Reasoning  968

Application Case with Solution & Analysis: Illustration of Audit Risk and Accounting 
Risk Using Point Estimates of CAS 540  969
Summary of Part I  971
Key Terms  972
Multiple-Choice Questions for Practice and Review  972
Exercises and Problems  974

CHAPTER 19, PART II  The Audit of Accounting Estimates: Advanced Issues in the Audit of Accounting 
Estimates (on Connect)  976

Learning Objectives  976

Modelling the Estimation from Reasonable Ranges  977

The Risk-Based Reasoning Matrix  982

Importance of Benchmarks (“Risk Adjusted”—Reasonable Ranges) and Key Formulas 
in Their Derivation: This Is Crucial for Fully Understanding Audits of Accounting 
Estimates (CAS 540)  985

Summary Comments on the Risk-Based Reasoning Principle for Accounting 
Estimates  990

Getting Your Ranges Calibrated  993
Application Case with Solution & Analysis: Data Analytics Case Study: Barrick Gold 
Corp. 2013  995
Summary of Part II  999
Multiple-Choice Questions for Practice and Review  1000
Exercises and Problems  1002

Appendix 19A: A Quantitative Model for Information Risk  1006

Appendix 19B: Detecting Fraudulent Reporting in Accounting Estimates Using the 
Model of Appendix 19A  1007

CHAPTER 20 Legal Liability Cases (on Connect)  1015

Learning Objectives  1015

Essentials of More-Advanced Issues in Legal Liability  1016

Liability under Common Law Cases  1016

         

WWW.TEX-CETERA.COM



Contents xv

        

Auditor’s Liability under Statutory Law  1026

Liability under Securities and Exchange Commission (Statutory) Law  1030
Summary  1040
Key Terms  1041
Multiple-Choice Questions for Practice and Review  1041
Exercises and Problems  1043

CHAPTER 21  Other Professional Accounting Services and Reports, Including Fraud Auditing 
(on Connect)  1052

Learning Objectives  1052

The Essentials of Other Professional Accounting Services and Reports, Including 
Fraud Auditing  1054

Part I: Assurance Engagements   1057

Special Reports and Compliance Reporting  1057

Forecasts and Projections  1060

Financial Statements for Use in Other Countries  1065

The Assurance Framework  1067

Audits of Public Sector and Not-for-Profit Financial Statements  1073

Economy, Efficiency, and Effectiveness Audits  1077

Environmental Audits: Another Potential Type of Assurance Engagement  1079
Application Case with Solution & Analysis: Suitable Criteria, Generally Accepted 
Accounting Principles, and Critical Thinking  1081

Part II: Fraud Awareness Auditing: More on Auditor Fraud Responsibilities 
and How to Detect Fraud Concerning Predictions of Future Events in 
Accounting Estimates  1084

Discussion of the Consequences and Significance of the Madoff Event  1084

Auditors’ and Investigators’ Responsibilities  1085

Fraud Prevention  1089

Application Case with Solution & Analysis  1095

Documents, Sources, and “Extended Procedures”  1100

After Discovering a Fraud  1104

Fraud Audits as Assurance Engagements: A Critical Thinking Issue  1106

Bribery and Corruption: A New Global Social Concern  1108
Summary  1111
Key Terms  1111
Multiple-Choice Questions for Practice and Review  1112
Exercises and Problems  1114
Discussion Cases   1122

Appendix 21A: Other Advanced Assurance Topics  1123

Key Terms  KT-1
Index  IN-1

         

WWW.TEX-CETERA.COM


