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Chapter 1: An Introduction to Assurance and Financial Statement Auditing

Chapter 1: An Introduction to Assurance and Financial Statement Auditing
The Unique Nature of Auditing
Auditing differs from other accounting courses in several important ways:

¢ More conceptual in nature: Focuses on analytical and logical skills rather than
solely on computation

¢ Emphasis on judgment: Requires evaluating evidence and making professional
determinations

¢ Interdisciplinary approach: Combines accounting knowledge with elements of
logic, law, finance, and behavioral sciences

The Principal-Agent Relationship

The demand for auditing services primarily stems from the principal-agent
relationship in business:

* Principals (stockholders/investors) delegate control of resources to agents
(managers)

¢ This separation of ownership and control creates an information asymmetry
e Managers have detailed knowledge about the company that stockholders lack

¢ Potential conflict of interest exists as managers may act in their self-interest
rather than in the interest of shareholders

¢ Auditors serve as independent third parties who help reduce this information
asymmetry

¢ The corporate form of business and expanding global economy have
significantly increased the demand for audit and assurance services

Relationship Between Service Types

The chapter establishes an important hierarchical relationship between different
types of services:

1. Assurance Services (broadest category): Independent professional services
that improve the quality of information, or its context, for decision makers

2. Attestation Services (subset of assurance): Services where a practitioner
issues a report on subject matter or an assertion about subject matter that is the
responsibility of another party

3. Auditing (subset of attestation): A systematic process of objectively obtaining
and evaluating evidence regarding assertions about economic actions and events
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to determine the degree of correspondence between those assertions and
established criteria, then communicating results to interested users

This hierarchical relationship shows that:
¢ All audits are attestation services, but not all attestation services are audits

* All attestation services are assurance services, but not all assurance services
involve attestation

Fundamental Concepts in Financial Statement Auditing
Materiality
Materiality is a cornerstone concept in auditing:

¢ Information is material if omitting or misstating it could influence decisions
made by users

¢ Materiality serves as a threshold or cutoff point rather than a primary
qualitative characteristic

¢ It provides a basis for planning the nature, timing, and extent of audit
procedures

¢ Auditors focus on detecting material misstatements rather than all possible
misstatements

¢ Materiality judgments are made in the context of surrounding circumstances
and involve both quantitative and qualitative factors

Audit Risk

Audit risk refers to the possibility of issuing an inappropriate opinion on
materially misstated financial statements:

¢ Auditors provide only reasonable assurance (not absolute certainty) that
financial statements are free from material misstatement

¢ This implies some risk that material misstatements could exist and not be
detected

¢ Understanding, assessing, and managing this risk is central to the audit process
¢ The auditor's goal is to reduce audit risk to an acceptably low level
Audit Evidence and Management Assertions

The audit process revolves around gathering evidence to evaluate management's
assertions:

* Management assertions are representations about the financial statements
that can be explicit or implicit
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¢ Assertions are grouped into three categories:

1. Assertions about classes of transactions and events: Occurrence,
completeness, authorization, accuracy, cutoff, and classification 2. Assertions
about account balances: Existence, rights and obligations, completeness,
valuation and allocation 3. Assertions about presentation and disclosure:
Occurrence, completeness, classification and understandability, accuracy and
valuation

¢ Audit evidence must possess two essential qualities:

1. Relevance: The information must relate to the specific assertion being tested
2. Reliability: The information must provide a dependable signal about the true
state of the assertion

¢ Evidence sources include underlying accounting data and additional
information from both internal and external sources

Sampling in Auditing
Due to practical constraints, auditors cannot examine every transaction:

¢ Audit sampling involves applying procedures to less than 100% of items within
an account balance or class of transactions

* This approach allows auditors to make inferences about the entire population
based on a representative sample

e Sampling is influenced by the auditor's understanding of internal controls, prior
audit experience, and industry knowledge

* The sampling approach balances thoroughness with cost-effectiveness
The Audit Process and Reporting
Major Phases of the Audit

The financial statement audit follows a structured approach with these major
phases:

1. Client acceptance/continuance: Evaluating whether to accept or continue
with a client

2. Preliminary engagement activities: Understanding the entity and planning
initial procedures

3. Planning the audit: Developing an overall audit strategy and detailed audit
plan

4. Considering and auditing internal control: Evaluating the design and
implementation of controls
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5. Auditing business processes and related accounts: Performing substantive
procedures

6. Completing the audit: Conducting final analytical procedures and evaluations

7. Evaluating results and issuing the audit report: Forming an opinion and
communicating findings

The Audit Report
The audit report is the primary deliverable of the audit process:

¢ Unqualified opinion (clean opinion): Financial statements are free from
material misstatement

¢ Qualified opinion: Financial statements contain material misstatements in
specific areas but are otherwise fairly presented

¢ Adverse opinion: Financial statements contain pervasive material
misstatements and cannot be relied upon

The standard audit report includes:

¢ A title indicating independence

¢ An addressee (typically stockholders)

¢ An introductory paragraph identifying the financial statements audited
* A scope paragraph describing the nature of the audit

¢ An opinion paragraph stating the auditor's conclusion

¢ An explanatory paragraph about the internal control audit

¢ The name of the auditor or audit firm

¢ The date of the report
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