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CHAPTER 2

Professional Standards

Brief Topical Outline

A

Auditing Standards Overall

1. Three sets of auditing standards (PowerPoint 2-2)
— AICPA (Auditing Standards Board) for nonpublic companies in US.
— PCAOB for public companies in US
— International Auditing Standards with differing levels of authority in various countries

2. Authority of PCAOB, AICPA, and State Boards of Accountancy (PowerPoints 2-3 to 2-4)
3. Generally accepted auditing standards (GAAS)

— Purpose - contrast with GAAP

— AICPA Principles (PowerPoints 2-5 to 2-10)

— The GAAS hierarchy (PowerPoint 2-11)

Auditors' responsibility for detecting misstatements

1. Responsibility for errors and fraud (PowerPoints 2-12 to 2-13)
2. Responsibility for identifying client noncompliance with laws (PowerPoint 2-14)

The auditors' standard report for public companies (PowerPoint 2-15)

1. Opinion paragraph (PowerPoints 2-16 to 2-17)
2. Basis of Opinion (PowerPoint 2-18)
3. Critical Audit Matters (PowerPoint 2-19)

The auditors’ standard report for nonpublic companies (PowerPoint 2-20)
Introductory paragraph (PowerPoint 2-21)

Management responsibilities section (PowerPoint 2-22)

Auditors’ responsibilities section (PowerPoints 2-23 to 2-24)
Opinion paragraph (PowerPoint 2-25)

Revision of report being considered

arwbdE

Other types of auditors' reports (PowerPoint 2-26)
Attestation standards (PowerPoint 2-27)

1. Relationship to other professional standards.
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G.  Quality control in CPA firms

1. Quality Control Standards Committee
2. Elements of quality control (PowerPoints 2-28 to 2-34)
3. Quality control procedures (PowerPoint 2-35)

H.  Regulation of Accounting Firms (PowerPoint 2-36)

1. Public Company Accounting Oversight Board (PowerPoint 2-37)
2. AICPA
3. Peer reviews (PowerPoint 2-38)
— What is reviewed?
— Who performs the review?
— How is the review conducted?
— The report
4. Inspections (PowerPoint 2-39)
— Selection of high-risk engagements (although beginning in 2017 certain other audits were
randomly selected)
— Focuses on high-risk aspects of selected engagement
— When issues are found, PCAOB staff attempts to relate to quality control system defect

. International standards

1. International Financial Reporting Standards (IFRS)
— Relationship to U.S. standards (PowerPoint 2-40)
2. International audit report (PowerPoint 2-41)

Comments and Observations

We start the discussion of this chapter with a survey of the organizations that regulate the accounting
profession. Next, we describe generally accepted auditing standards. We go through the principles
underlying GAAS. We do not ask that they memorize the principles verbatim, but that they know the
basic ideas embodied in each principle. We also stress the need for professional judgment in applying the
generally accepted auditing standards. For example, how much audit evidence is "sufficient"?

Next, we discuss the auditors' responsibility with respect to errors, fraud, and client noncompliance
with laws. We emphasize the AU-C 240 (PCAOB AS 2401) requirement to assess the risk of material
misstatement due to fraud. Also, it is important at this point to distinguish between auditor responsibility
for identifying noncompliance with illegal acts having a direct effect on the financial statement amounts
(and related disclosures) versus other illegal acts. This area is of particular interest to students, many of
whom believe that audits should detect all illegal acts. You may wish to use tax evasion as an example of
an illegal act with a direct effect on the financial statements—it results in improper financial statement
amounts. As examples of other illegal acts without a direct effect on financial statement amounts you
may use violations of laws and regulations relating to (1) occupational safety and health, (2) insider
securities trading, (3) environmental protection, and (4) antitrust. Case 2-39 requires the students to make
a judgment regarding the appropriate course of action by a CPA firm that has discovered that one of its
large clients has engaged in certain illegal activities. Students usually are divided in their opinions
regarding the action that should be taken by the CPA firm.

We next cover the standard audit report for public entities—the technical term for public entities is
issuers in that they issue securities under the various securities acts. We highlight major elements of the
report. In discussing the phrase “accounting principles generally accepted in the United States of
America” in the auditors' report, we discuss the FASB Codification. The new requirement for inclusion
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of Critical Audit Matters is very interesting. It allows us to discuss difficult audit issues that are faced in
an audit.

Following this discussion, we describe the audit report for nonpublic (honissuer) companies. The
AICPA is currently in the process of revising this report to make it similar to the PCAOB and
international audit report.

Next, we review the nature of other reports that may be issued—qualified, adverse, disclaimer of
opinion, and unmodified reports with emphasis of matter (and other matter) paragraphs. Then, we contrast
the audit report for nonpublic companies with the report used for public companies, and lead a general
discussion of the attestation standards and their relationship to GAAS.

In presenting the related topics of quality control and peer review, we start with a discussion of the
regulatory environment for CPA firms. Next, we discuss the elements of quality control. If time is
available, we spend additional time discussing the manner in which a peer review is performed. We also
describe the regulation of auditors since establishment of the Public Company Accounting Oversight
Board. Finally, we contrast the PCAOB inspections with peer reviews.

We conclude our discussion of this chapter with a brief discussion of international auditing
standards, and the international audit report.

Suggested Team Exercise

We often use Case 2-38 on errors, fraud, and illegal acts, allowing students 10-15 minutes to discuss the
issues in teams of three or four, and then select one team member to lead a discussion for the class. The
case forces students to distinguish between fraudulent financial reporting and misappropriation of assets,
as well as direct and indirect effect illegal acts. Also, as indicated earlier, Case 2-39 is helpful in this
area.
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