CHAPTER 2

THE PUBLIC ACCOUNTING PROFESSION

AND THE AUDIT PROCESS
Answers to Review Questions
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The AICPA issues the following standards:

· Statements on Auditing Standards
· Statements on Standards for Attestation Engagements
· Statements on Standards for Accounting and Review Services
· Statements on Quality Control Standards
· Standards for Performing and Reporting on Peer Reviews
· Statements on Standards for Consulting Services
· Statements on Standards for Tax Services
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Documents frequently encountered by auditors under the Securities Exchange Act of 1934 are S forms and 10K, 10Q, and 8K.   S forms are used for the issuance of securities and contain the audited financial statements of the registrant.  The 10K and 10Q are, respectively, the annual and quarterly reports, which include the financial statements that are filed with the SEC by a publicly traded entity.  An 8K is filed whenever a significant event occurs which may be of interest to investors.
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Public accounting firms are organized as proprietorships, general or limited liability partnerships, or professional corporations.  Most states prohibit public accounting firms from organizing as general corporations.  A limited liability partnership (LLP) is a special form of partnership where the partners are not personally responsible for firm liabilities arising from other partners' and most employees' negligent acts. However, the assets of the partnership are available for settlements of lawsuits resulting from other partners' or employees' acts.

2-4
GAAS is composed of three categories of standards: general standards, standards of fieldwork, and standards of reporting.   


The ten GAAS and the SASs are minimum standards of performance because circumstances of individual engagements may require the auditor to perform audit work beyond that specified in GAAS and the SASs in order to issue an opinion that a set of financial statements is fairly presented.  As a result, the auditor needs to use professional judgment in following all standards.
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Independence is an important standard for auditors.  If an auditor is not independent of the client, users may lose confidence in the auditor’s ability to report truthfully on the financial statements.  In an agency relationship, if the principal (owner) knows that the auditor is not independent, a contract with the agent will not be completed because the auditor will not be objective when reporting on the financial statements prepared by the agent (manager).
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Management makes assertions about components of the financial statements.  The independent auditor's work consists of searching for and evaluating evidence concerning assertions.  The auditor develops audit objectives that relate to management's assertions.  By disaggregating the assertions into more specific audit objectives, the auditor is better able to design audit procedures for obtaining sufficient competent evidence to test management assertions.
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The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement whether caused by error or fraud.  The auditor's responsibility to detect misstatements resulting from illegal acts is the same as that for error or fraud.

2-8
Materiality is defined as "the magnitude of an omission or misstatement of accounting information that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person relying on the information would have been changed or influenced by the omission or misstatement" (AU 312).  Audit risk is defined as the risk that the auditor may unknowingly fail to appropriately modify the opinion on financial statements that are materially misstated (AU 312).  


The concept of materiality is reflected in the wording of the auditor's standard audit report through the phrase "the financial statements present fairly in all material respects."  This is the manner in which the auditor communicates the notion of materiality to the users of the auditor's report.   The auditor's standard report states that the audit provides only reasonable assurance that the financial statements do not contain material misstatements.  The term "reasonable assurance" implies that there is some risk that a material misstatement could be present in the financial statements and the auditor will fail to detect it.
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On most audits, it is not feasible or cost-effective to audit all transactions.  For example, in a small business, the auditor might be able to examine all transactions that occurred during the period.  However, it is unlikely that the owner of the business could afford to pay for such an extensive audit.  For a large organization, the sheer volume of transactions prevents the auditor from examining every transaction.  Thus, there is a trade-off between the exactness or precision of the audit and its cost.
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The Statements on Quality Control Standards require that public accounting firms establish policies and procedures for deciding whether to accept new clients or retain current clients.  The purpose of such policies is to minimize the likelihood that an auditor will be associated with clients who lack integrity.  Association with a client who lacks integrity may lead to financial statements that contain material misstatements, resulting in lawsuits against the auditor.
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The auditor’s understanding of the entity and its environment includes knowledge about: (1) the nature of the entity, (2) its objectives and strategies, (3) its industry, regulatory, and other external factors, (4) its management, (5) its governance, (6) its measurement and performance process, and (7) its business processes.
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The major phases of the audit are:

· Client acceptance and continuance

· Establish the terms of the engagement

· Preplanning

· Establish materiality and assess risks

· Plan the audit

· Consider internal control

· Audit business processes and related accounts

· Complete the audit

· Issue the audit report
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There are seven elements of the auditor's standard unqualified report: (1) the title, (2) the addressee, (3) the introductory paragraph, (4) the scope paragraph, (5) the opinion paragraph, (6) the name of the auditor, and (7) the date of the report.

Answers to Multiple-Choice Questions
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