APPENDIX A — THE AUDIT RISK MODEL

INDEPENDENT AUDITS OF FINANCIAL STATEMENTS

1 Publicly hed companies and other entities (referred to in this report as public
companies or public entities) are required by securities laws to file with the Securities and
Exchange Commisson (SEC) financid Statements audited by independent auditors. Most
users of financid dStatements are aware that such audits are being performed and that
auditors issue reports that conclude with an opinion on whether the financid Statements
are in conformity with “generally accepted accounting principles’ (GAAP).! GAAP is a
technicd accounting term that encompasses the conventions, rules and procedures
necessary to define accepted accounting practice @ a particular time. In generd, the
Financia Accounting Standards Board is the body that promulgates GAAP.

2 All auditors are required to peform audits in accordance with “generaly accepted
auditing standards’ (GAAS)? The Auditing Standards Board (ASB) of the AICPA
promulgates GAAS. The SEC hidoricdly has accepted GAAS as necessaay and
aufficient to comply with the requirements of the securities laws that cal for independent
audits of financid gatements.

3 Audit firms are engaged by ther dients (i.e, the preparers of financid dtatements) to
perform audits The management of a publicly hdd company is responsble for the
preparation of the company’s financia datements. Auditors are responsible for carrying
out ther audits of those financid satements in accordance with GAAS, which dtate that
auditors are respongble for planning and peforming their audits to obtain reasonable,
though not absolute, assurance about whether the financid daiements are free of
material misstatement, whether caused by eror or fraud. The purpose of independent
audits therefore is not to produce financid dsatements but rather to enhance their
relicbility.

THE AUDIT RISK MODEL
Overview of the Modél

4 GAAS edablish a “modd” for carying out audits that requires auditors to use their
judgment in assessing risks and then in deciding wha procedures to carry out. This
mode often is referred to as the “audit risk modd.” The modd alows auditors to take a
vaiety of circumstances into account in selecting an audit gpproach. For example, the
modd cals for auditors to have an underdanding of the client's busness and indudry,
the sysems employed to process transactions, the quality of personnd involved in

! To distinguish GAAP or GAASin the United States from accounting or auditing standards outside of the
United States, these terms are sometimes modified as U.S. GAAP and U.S. GAAS (see Chapter 7).
2
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accounting functions, the client's policies and procedures related to the preparaion of
finencid datements, and much more. The modd requires auditors to gan an
understanding of a company’s internal control, and to test the effectiveness of controls if
the auditor intends to rely on them when congdering the nature, timing and extent of the
substantive tests to be carried out. For example, if controls over sdes and accounts
recevable are drong, the auditor might send a limited number of accounts receivable
confirmation requests a& an interim date and rely on the controls and certain other tests
for updating the accounts to year end. Conversdy, if controls are not strong, the auditor
might send a larger number of accounts receivable confirmations a year end. The modd
requires an assessment of the risk of fraud (intentiond misstatements of financid
datements) in every audit.

5 Based on the auditor's assessment of various risks and any tests of controls, the
auditor makes judgments about the kinds of evidence (from sources that are internd or
externd to the dlient’s organization) needed to achieve “reasonable assurance” On the
one hand, GAAS st forth numerous requirements or matters that auditors should
consder; on the other hand, the need to exercise audit judgment is embedded throughout
GAAS.

Technical Briefing About the Model

6 Statement on Auditing Standards (SAS) No. 47, Audit Risk and Materiality in
Conducting an Audit, essentidly provides the high-level conceptud underpinning for the
audit risk moddl, but the concepts in the mode permeate GAAS. For example, the mode
directly influences audit sampling, which is the agpplication of an audit procedure to less
than 100% of the items in a given populaion for the purpose of evauatling some
characterigtics of the population.

7 Audit rik (AR) is the risk that the auditor may unknowingly fal to appropriately
modify his or her opinion on financid Satements that are materidly misstated. Audit risk
isthe product of the following three interrdated factors.

IR = Inherent risk (the risk that an assation is susceptible to a materid
misstatement, assuming there are no related controls)

CR = Control risk (the risk that a materiad misstatement that could occur in an
assartion will not be prevented or detected on a timely basis by the entity’'s
interna control)

DR = Deection risk (the risk that the auditor will not detect a materid
misstatement that exists in an assartion)

8 Thus the “mahematica” depiction of the audit risk modd in Imple terms is AR =
IR X CR x DR. Dexpite the precison implied by rendering the modd in mathematica
terms, in redity it is highly judgmentd. The objective in an audit is to limit audit risk
(AR) to alow level, asjudged by the auditor.
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9 Essntidly this objective is accomplished as follows. Auditors are required to assess
inherent risk (IR) and control risk (CR) dong a spectrum. Often in practice this
assessment is reduced to three levels maximum risk, moderate risk or low risk (or smilar
terms, such as high, medium or low risk). These assessments are complex meétters to
cary out, and GAAS st forth a number of requirements on how to accomplish them at
both the financid daement leve and the individud account badance or cdass of
transactions levd. GAAS dso contain a specific requirement that, if control risk is to be
assesed at less than the maximum leve, the auditor must test the effectiveness of
controls to support that assessment. A maximum risk assessment (i.e,, 100%) means that
the auditor believes controls are unlikely to pertain to an assertion or are unlikely to be
effective, or the evauation of ther effectiveness would be inefficent. In dl cases the
auditor is permitted to “default” to a maximum risk assessment for inherent or control
risk.

10 The importance of the assessments of inherent and control risk is highlighted by their
effects on detection risk (DR). The effects can be depicted in mathematical form by the
equation DR = AR / (IR x CR). The auditor mitigates or compensates for the assessed
levels of risk by desgning and performing procedures to detect materid misstatements.
The greater the inherent and control risks, the lower the detection risk needs to be,
resulting in “more’ procedures (“more’ includes their nature and timing as well as ther
extent) that the auditor would need to carry out. At the end of the day, the dyjective is to
limit audit risk to an appropriatey low levd, thus endbling the auditor to achieve
reasonable assurance that the financid statements are free of materid misstatement.

11 Some added observations about what the audit risk modd contains and does not
contain are worthy of discusson. Fird, the model subsumes the concept of “materidity.”
Auditors do not have to concern themsdves with every possble misstaement of a
financid datement that might occur. Consequently, the concept of materidity enters into
the risk assessment process, and the sdection of the nature, timing and extent of the audit
procedures is an integra part of the modd. Furthermore, the mode cals for auditors to
make “fraud rik” assessments that encompass atributes of both inherent and control
risk.

12 Ladly, the auditor dso is exposed to risks that are not embraced in the audit risk
modd. For example, auditors may be exposed to loss or injury to ther professond
practice from litigation, adverse publicity or other events aisng in connection with
financid datements they audited and reported on. This exposure is present even though
the auditor has performed the audit in accordance with GAAS and has reported
gopropriately on the financia Statements. Even if the auditor assesses this exposure as
low, the auditor is not permitted to perform less extensve procedures than otherwise
would be appropriate under GAAS. The “risks’ that fall outsde of the audit risk mode
generdly are referred to as “engagement risk,” “client risk” or “dlient continuance (or
acceptance) risk.”
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Historical Perspective of the Model in GAAS

13 The audit risk modd is codified in GAAS (dthough not by name), primaily in SAS
No. 47. The ASB issued SAS No. 47 in 1983, and it was amended in 1997 by SAS No.
82, Consideration of Fraud in a Financial Statement Audit. Prior to SAS No. 47, many
auditors employed some of the modd’s concepts in practice, dbet they were not
explicitly codified and embedded in GAAS. There is, however, no clear record of exactly
what practice was in this area prior to SAS No. 47. Generdly, it is beieved that, while
auditors  judgments entered into the audit process, many auditors employed “procedura”
gpproaches that were not fully supported by drict conceptua underpinnings. In other
words, audits tended to be conducted using a variety of substantive testing approaches
with less rdiance on judgments about risk. Tedting of internd control, primarily by
testing individud transactions, was common and sometimes extensive.

14 Since 1984, auditors have been required to follow SAS No. 47; in other words, they
have been required to employ the audit risk mode. Notwithstanding this requirement,
anecdotal and other evidence indicates that many (but by no means dl) audits continued
to be performed using subgtantive testing gpproaches with little or no atention paid to the
results of the risk assessments cdled for by the modd. This phenomenon perhaps is
facilitated by the fact that the modd permits “defaulting” to an assumption that risks are
at amaximum level.

15 Over time, however, audit firms began to evauate both the effectiveness and
effidency of thar audits The sheer volume of transactions processed by client
organizations, the fast pace of technologicd developments affecting dient organizations
and audit firms dike, and economic condraints on the ability of audit firms to recover
risng cods were influentid drivers in these evduaions. They led some firms to conclude
that many audits were being conducted without sufficient condderation being given to
the risk assessment process and that they consequently lacked in both effectiveness and
efficiency. Some firms regponded by making important changes to ther audit
methodologies. Furthermore, changes to audit methodologies continue to be made by
firms and some of those changes are highly significant.

AUDIT FIRM METHODOLOGIES

16 While dl audits of financid daements of publicly hed companies are required to
comply with GAAS, audit firms ae a libety to dedgn their audit processes or
methodologies in whatever manner best suits their needs 0 long as the processes or
methodologies result in audits that comply with GAAS. Hidoricdly, audit firms have
adapted their processes or methodologies in response to such matters as changes in
busness or industry conditions, changes in cdients systems or use of technology, and
new or changed requirements of GAAS or GAAP.
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17 Auditors are guided in many ways by their firms processes or methodologies — for
example, how personnd are assgned to engagements, how they are supervised and their
work is reviewed, the way audit working papers are prepared (eg., by eectronic means
or otherwise) and the nature and extent of documentation retained in the working papers.
For multi-location audits, including those for which work is to be peformed outsde of
the United States, the processes or methodologies guide how that work is carried out and
by whom, and how it is reviewed. Included in the processes and methodologies are
policies and guidance on matters for which consultation within the audit firm is required
or advisable, and on other quality control matters.

18 Audit firms dso take into condderation ther clients expectations, such as
expectations that the auditor will inform them of matters that might benefit ther
busnesses. Clients expectations often go wel beyond GAAS requirements for
peforming financid datement audits. Auditors respond to those expectaions by
providing information or sarvices beyond the financid datement audit, ether separatey
or asan integrd part of their audit processes and methodol ogies.
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