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This SASs No. 104-111 Overview document for PCPS Members is intended to provide a summary of the key points and changes of SASs No. 104-111 and directs practitioners to valuable resources needed to help ensure you are applying the new risk assessment standards appropriately in your financial statement audits.  This piece complements the SASs No. 104-111 Frequently Asked Questions document that addresses the most common practitioner questions and concerns related to applying these SASs and a SASs No. 104-111 Glossary of Terms that are important to understand when applying the risk assessment standards and considering IT.  
Members need to keep in mind that in order to appropriately implement SASs No. 104-111, there are broader concepts to consider, for instance other existing SASs and COSO’s Internal Control – Integrated Framework. 
In addition, there is much guidance available on the new risk assessment standards, including that offered by the AICPA such as the Audit Risk Alert, the AICPA Audit Guide, published articles and additional CPE at 

http://www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and+Attest+Standards/Risk+Assessment/. The AICPA has also created a unique online research tool, AICPA RESOURCE, which includes the AICPA, FASB and GASB libraries.  AICPA RESOURCE is available at www.cpa2biz/aicparesource.  The AICPA IT Section has published tools, discussion papers and web seminars related to the IT considerations of risk based auditing that IT Section Members can access at www.aicpa.org/infotech. 
Effective Date 
The effective date of the SASs No. 104 through No. 111 is for audits of financial statements for periods beginning on or after December 15, 2006. See Technical Practice Aid 8110, Effective Date of Statement of Auditing Standards for additional guidance concerning audits of a single financial statement and audits of interim period financial statements.
New Statements of Auditing Standards

While many may perceive these standards as driving a great deal of change to auditing, they instead require the auditor to return to the basics and focus their audits on risks. The primary objective of the new SASs is to enhance the auditors' application of the audit risk model in practice by specifying, among other things:

· More in-depth understanding of the entity and its environment including its internal control, to identify the risks of material misstatement (RMM) in the financial statements and what the entity is doing to mitigate them
· More rigorous assessment of the RMM in the financial statements based on that understanding
· Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed in response to those risks
The new SASs establish requirements and provide guidance about the three Standards of Fieldwork of the generally accepted auditing standards. To obtain the full picture of the impact of these changes to audit methodologies, members must consider and incorporate the new SASs, which require the auditor to:

· Gather information on the entity’s environment, including internal control, to assess the RMM
· Evaluate that information to assess risks at the assertion level

· Design and perform further audit procedures based on those risks

· Evaluate the audit evidence obtained

· Reach conclusions
Below you will find a brief overview of each of the eight risk assessment standards:
SAS 104 – Amendment to Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures (“Due Professional Care in the Performance of Work”)

To apply SAS 104, you must plan and perform your audit in a way that obtains sufficiently appropriate audit evidence to reduce audit risk to a low level so that the financial statements are free of material misstatement (whether caused by error or fraud).  SAS 104 redefines the concept of reasonable assurance as a “high” level of assurance.  Although reasonable assurance is a high level of assurance, it is not absolute assurance.  An absolute level of assurance is not attainable because of the nature of audit evidence and the characteristics of fraud.  An auditor does not examine 100 percent of the entity’s transactions or events and because of the limitations of the entity’s internal control, absolute assurance cannot be achieved.  This is a foundational premise for the other new standards.
SAS 105 – Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

SAS 105 expands the scope of the Second Standard of Fieldwork from “understanding of internal control” to “understanding the entity and its environment, including its internal control.”  In addition, this standard emphasizes the quality and depth of the understanding to be obtained by amending the purpose from “audit planning” to “assessing the RMM of the financial statements whether due to error or fraud and to design the nature, timing, and extent of further audit procedures.”
By stating that the purpose of the auditor’s understanding of the entity and its internal control is more than an element of audit planning and is now a part of assessing the RMM, this standard essentially considers the auditor’s understanding of the entity, its environment and its internal control as providing audit evidence that ultimately supports the audit opinion on the financial statements. 

This standard also emphasizes the link between understanding the entity, assessing risks, and the design of further audit procedures.  It is anticipated that “generic” audit programs will not be an appropriate response for all engagements because risks vary between entities.  

This standard clarifies the term “further audit procedures,” which consists of test of controls and substantive procedures, replacing the term “tests to be performed” in recognition that risk assessment procedures are also performed.  SAS 105 also replaces the term “evidential matter” with the term “audit evidence.”

SAS 106 – Audit Evidence
SAS 106 provides the auditor with a definition of audit evidence, relevant assertions, and guidance on designing audit procedures.  The standard also re-categorizes assertions by classes of transactions, account balances, and presentation and disclosure; expands the guidance related to presentation and disclosure; and describes how the auditor uses relevant assertions to assess risk and design audit procedures.  It includes the requirement that for each significant class of transactions, account balance, and presentation and disclosure, the auditor should determine the relevance of each of the financial statement assertions.

To identify relevant assertions, the auditor should determine the source of likely potential misstatements in each significant class of transactions, account balance, and presentation and disclosure.  In determining whether a particular assertion is relevant to a significant account balance or disclosure, the auditor should evaluate:

· The nature of the assertion

· The volume of transactions or data related to the assertion

· The nature and complexity of the systems by which the entity processes and controls information supporting the assertion
SAS 106 also identifies risk assessment procedures as audit procedures auditors must perform to obtain an understanding of the entity and its environment, including its internal control, to assess the RMM at the financial statement and relevant assertion levels.  The standard provides that evidence obtained by performing risk assessment procedures, as well as that obtained by performing tests of controls and substantive procedures, is part of the evidence the auditor obtains to draw reasonable conclusions on which to base the audit opinion, although such evidence is not sufficient in and of itself to support the audit opinion.  

SAS 106 also introduces the concept that risk assessment procedures are necessary to provide a basis for assessing the RMM.  The results of risk assessment procedures, along with the results of further audit procedures, provide audit evidence that ultimately supports the auditor’s opinion on the financial statements. 


This standard describes the types of audit procedures that the auditor may use alone or in combination as risk assessment procedures, tests of controls, or substantive procedures, depending on the context in which they are applied by the auditor.  Risk assessment procedures include:  

· Inquiries of management and others within the entity 

· Analytical procedures 

· Observation and inspection
SAS 106 states that the auditor must obtain “sufficient appropriate audit evidence by performing audit procedures to afford a reasonable basis for an opinion regarding the financial statements under audit.”
 

SAS 106 includes guidance on the uses and limitations of inquiry as an audit procedure and indicates that inquiry alone is not sufficient to detect a material misstatement at the relevant assertion level or to test the operating effectiveness of controls.
SAS 107 – Audit Risk and Materiality in Conducting an Audit
SAS 107 is the cornerstone of the risk based standards in that it states that the auditor should have and document an appropriate basis for the audit approach.  The standard states that the auditor must consider audit risk and determine materiality, and it describes the basis for the audit approach or further audit procedures as the RMM.

Audit risk is a combination of the RMM and detection risk, which is the risk that the auditor will not detect material misstatements.  In the audit risk model, this is illustrated as follows:
Audit Risk = Risk of Material Misstatement x Detection Risk

The auditor should obtain sufficient appropriate audit evidence to reduce audit risk to a low level.  The way the auditor achieves this is to assess the RMM and then design and perform further audit procedures to reduce the overall audit risk. 

The RMM is defined as the risk that an account balance, class of transactions or disclosures, and relevant assertions are materially misstated. Misstatements can result from error or fraud or both.  
The RMM consists of two components: 
· Inherent Risk is the susceptibility that a relevant assertion could be misstated assuming that there are no other related controls.  The auditor should consider the RMM individually as well as in aggregate with other misstatements, assuming there are no related controls.

· Control Risk is the risk that a material misstatement will not be detected or prevented by the entity’s internal control on a timely basis.  The auditor must consider the RMM individually and in aggregate with other misstatements.

Using the audit risk model again to illustrate this concept:

RMM = Inherent Risk x Control Risk
Inherent risks and control risks are the entity’s risks, that is, they exist independently of the audit.  Risk assessment procedures help the auditor to better assess the entity’s risks, but they do not alter the entity’s existing inherent or control risks.

As the name implies, audit risk is the auditor’s risk.  It is the risk that the financial statements are materially misstated and the audit fails to detect such a misstatement.  SAS 107 states that the auditor must design and execute the audit to reduce audit risk to a low level, and that the auditor will need to consider audit risk at all stages of the audit.

Audit risk is a function of three components:

Audit Risk = [Control Risk x Inherent Risk] x Detection Risk

To reduce audit risk to a low level, the auditor will assess the RMM and then, based on that assessment, design and perform further audit procedures to reduce overall audit risk to an appropriately low level.

RMM may reside at either the financial statement level or the assertion level:

· Financial statement level risks potentially affect many different assertions. For example, an organization’s lack of qualified personnel in financial reporting roles (an element of the entity’s control environment) may affect many different accounts and several assertions. 
· Assertion level risks are limited to one or more specific assertions in an account or in several accounts, for example, the valuation of inventory or the occurrence of sales. 

The auditor’s specific response to assessed risks may differ depending on whether the risks reside at the financial statement or assertion level:
· Financial statement level risks typically require an overall response, such as providing more supervision to the engagement team or incorporating additional elements of unpredictability in the selection of your audit procedures. 

· Assertion level risks are addressed by the nature, timing, and extent of further audit procedures, which may include substantive procedures or a combination of tests of controls and substantive procedures. 

Because the RMM exists at two levels, the financial statement level and the assertion level, the auditor should assess the RMM at both of these levels separately and in aggregate.

In assessing the RMM, the auditor should have an appropriate, documented basis for their assessment of audit risk.  Therefore, the auditor must now consider audit risk and cannot “default” control risk to maximum and avoid assessing and documenting what the risks are for the entity.  
SAS 107 also indicates that all known and likely misstatements identified during the audit must be communicated to the appropriate level of management.

SAS 108 – Planning and Supervision
SAS 108 provides the auditor with guidance on how to plan the audit.  Key components of SAS 108 include defining:

· The overall audit strategy

· The audit plan
· Determining the extent of the involvement of a professional possessing specialized skills, including professionals possessing IT skills (IT Auditor).  Given that systems can be a significant aspect of many audits, to understand the IT controls, a professional possessing IT skills may be needed on audits with more complex systems and internal controls to design and perform tests of IT controls, and/or to design and perform substantive procedures (e.g. using CAATTs)
When developing an audit plan, the auditor must have a thorough understanding of the entity being audited.  

SAS 109 – Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement
SAS 109 indicates that the auditor must obtain an understanding of the entity and its environment, including its internal control, ”to assess the risk of material misstatement of the financial statements whether due to error or fraud, and to design the nature, timing, and extent of further audit procedures.”  While it is not necessary to understand all of the entity’s controls, it is necessary to determine those controls that are relevant to the audit.  A critical component to understanding your client’s internal control is understanding your client's IT system.  
To gain an understanding of the entity, the auditor is required to perform risk assessment procedures which include inquiries, analytic procedures, observation and inspection. SAS 109 now requires your audit team to conduct a brainstorming session to discuss the potential for RMM.  You can conduct this session in tandem with your discussion of the results of your fraud risk assessment.   This brainstorming session is an excellent opportunity for more experienced audit team members to share their insights with other team members.  However, the insight of junior team members may also be helpful.
SAS 109 requires the auditor to obtain a sufficient understanding of internal controls to evaluate the design of internal controls and determine if they have been implemented.  It provides the auditor guidance on how to evaluate the design of an entity’s controls, including determining if a control, independently or in combination with other controls, is capable of effectively preventing or detecting and correcting material misstatements.  The purpose of obtaining an understanding of internal controls is to assess the risks of material misstatements.  This is different than testing the operating effectiveness of internal controls as required by SAS 110 under certain circumstances.

Assessing the Risk of Material Misstatement 

The purpose of obtaining an understanding of the entity, its environment and its internal control is to assess the risks of material misstatements. SAS 109 requires that the auditor to assess the risks of material misstatement at both the overall financial statement level and at the assertion level.  The assessment of the risks of material misstatement at the assertion level is the basis to design and perform further audit procedures.  The auditor should determine whether any of the risks identified are significant risks.

The auditor should document the assessment accordingly.  Documentation of the risk assessment process should enable an experienced auditor, having no previous connection to the audit, to understand: 

· The audit procedures performed

· The results of the audit procedures and the evidence obtained

· The conclusions reached
Information to be provided in this risk assessment may include, but not be limited to:

· Subject:  Identify the source of the risk to be described.

· Inherent Risk: Identify and describe the risk to financial reporting.  

· Type of Risk: Indicate if the risk is associated with the potential for error, fraud, or both.

· Risk Level: Define if the risk is at financial statement or assertion level.  If at the assertion level, identify specific assertions if possible, like existence or occurrence, completeness, valuation or allocation, accuracy or classification, or cutoff.

· Controls Designed to Mitigate this Risk:  Summarily describe the controls designed and placed in operation to mitigate these risks.

· Control Risk Assessment: Assess the significance of the risk (for example, using a scale of high, moderate, or low, or a scale of 1 to 5), and provide rationale for the assessment rating.  The rationale would be related to the extent to which controls effectively prevent or detect the inherent risk and would consider factors for whether the controls are:

· Suitably designed to mitigate the inherent risks, and

· Whether the controls are placed in operation.  

Control Risk Assessment

A control is suitably designed if it provides reasonable assurance that the risk it is intended to mitigate will be prevented or detected.  A manually performed control can be determined to be placed in operation if it can be determined that the person(s) responsible for execution of the control understands and is capable of fulfilling their responsibilities.

For example, the auditor would conduct a walkthrough review of a standard operating procedure to confirm the person(s) responsible for the control understands their control responsibilities and is capable of fulfilling their responsibilities.

Automated controls can be determined to be placed in operation by gathering evidence that the control is deployed. An example would be the bank reconciliation generated by the entity’s accounting software application.  

· Risk of Material Misstatement: Assess the RMM and provide rationale for the assessment rating.  The rationale for this assessment is the auditor’s judgment of the net affect of the inherent risk and control risk. 
SAS 110 – Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
SAS 110 indicates that “the auditor must obtain sufficient appropriate audit evidence through audit procedures performed to afford a reasonable basis for an opinion regarding the financial statements taken as a whole.”  SAS 110 provides guidance on determining overall responses and designing and performing further audit procedures.  Overall responses are responsive to risks of material misstatements at the overall financial statements level and further audit procedures are responsive to the risks of material misstatements at the assertion level.  The auditor should design and perform further audit procedures, based upon your assessment of the RMM.  This allows you to provide a clear linkage between your understanding of the entity, your assessment of risk and your design of further audit procedures.   SAS 110 requires that you document the linkage between your assessed risks and the further audit procedures performed.  
This standard requires that the auditor should have an appropriate basis for the audit approach and that defaulting to a maximum control risk without an appropriate basis is no longer acceptable.
Examples of overall responses are maintaining professional skepticism throughout the audit, assigning more experienced personnel and providing more supervision, among others.

With respect to further audit procedures, SAS 110 states that the auditor’s decisions about the  nature, timing and extent of further audit procedures, should be based on the assessed risks of material misstatements, where:
· Nature refers to the purpose of further audit procedures (test of controls or substantive procedures) 
· Timing refers to the auditor’s ability to perform procedures at an interim period date.

· Extent is a matter for professional judgment and includes the assessment of RMM, the degree of assurance the auditor intends to obtain and the degree of tolerable misstatement allowed.
Tests of Controls
According to SAS 110, “the auditor should perform tests of controls when the auditor's risk assessment includes an expectation of the operating effectiveness of controls or when substantive procedures alone do not provide sufficient appropriate audit evidence at the relevant assertion level.”  

SAS 110 provides detailed guidance regarding the nature, timing and extent of test controls.  This includes IT related controls. 
Substantive Procedures

SAS 110 provides detailed guidance regarding the nature, timing and extent of substantive procedures. It states that regardless of the assessed RMM, the auditor should design and perform substantive procedures for all relevant assertions related to each material class of transactions, account balance and disclosure.

SAS 110 also requires that the auditor perform certain substantive procedures on all audit engagements including:

· Agreeing the financial statements, including accompanying notes, to underlying accounting records

· Performing substantive tests for all relevant assertions related to each material class of transactions, account balance, and disclosure

· Examining material journal entries and other journal entries made during the preparation of financial statements

When the auditor assesses significant risks, SAS 110 indicates you should design and perform audit procedures responsive to that risk including test of details and substantive analytical procedures.  Substantive analytical procedures are not sufficient to respond to significant risks alone, however.   In terms of timing, the auditor may perform substantive procedures at an interim date and, when this occurs, you should perform further audit procedures to cover the remaining period.  The extent of substantive procedures is correlated to the RMM – the greater the RMM, the greater the extent of the substantive procedures performed.
The Use of IT in Substantive Procedures: 

There is information in the entity’s systems that can be useful in the performance of substantive procedures.  The purpose of this section is to highlight the relevancy of leveraging information technology in support of substantive procedures.  CAATTs may be used to facilitate tests of details of transactions, account balances and disclosures.

The use of CAATTs requires the auditor to have comfort that the data has integrity and that there are controls over that data.  Once those conditions have been met, CAATTs allow the auditor to use the entity’s data files to assess transactional and supporting data and allows the auditor to take vast amounts of normalized data and integrate and analyze that data, creating stratification of data:

· Identification of data that is potentially an outlier or anomaly

· Assist the auditor in sample selection

The following are examples of substantive procedures the auditor may perform using CAATTs:

· Recalculation including the use of CAATTs to recalculate report balance

· Reperformance
· Analytical procedures including using CAATTs to test journal entry files for unusual entries (e.g., Benford tests)
CAATTs enable the auditor to expand the extent of your use of substantive procedures.  For instance, when testing an entity’s transactions, of which there may be thousands or more, CAATTs allow the auditor to test across the entire population as opposed to being limited to a smaller sample. 
In general, the use of CAATTs can provide the auditor more flexibility than more traditional substantive procedures.  Once they are established, updating CAATTs can be done with relative ease because it involves gaining access to current data (transactional information) and perform the audit procedures to cover the remaining time period.
When evaluating the sufficiency and appropriateness of the audit evidence obtained, the auditor must reassess the assessment of RMM to determine whether the tests of controls performed provides an adequate basis for reliance.  In doing so, auditors should not assume that instances of error or fraud are isolated.
In terms of documentation, the auditor should include:

· Overall responses
· The nature, timing and extent of further audit procedures
· Linkage
· Results of the audit procedures
· Conclusions reached with regard to the use of audit evidence about the operating effectiveness of controls obtained in a prior audit
SAS 111 – Amendment to Statement on Auditing Standards No. 39, Audit Sampling

SAS 111 provides more guidance about tolerable misstatement. In addition, this standard indicates that because the auditor’s parameters to develop statistical and non statistical samples should be the same; therefore, both methods would yield comparable sample sizes.
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SAS 112 – Communicating Internal Control Matters Identified in an Audit


When implementing the risk assessment standards, the auditor may identify internal control matters that should be communicated.  While not part of the risk assessment standards, SAS 112 requires the auditor to communicate, in writing, to management and those charged with governance, significant deficiencies and material weaknesses in internal control over financial reporting.  In addition to this reporting requirement, the SAS provides guidance on evaluating the severity of control deficiencies.  SAS 112 became effective for audits from December 2006 onward.  





To download SAS No. 112:


 � HYPERLINK "http://www.aicpa.org/download/members/div/auditstd/AU-00325.PDF" ��http://www.aicpa.org/download/members/div/auditstd/AU-00325.PDF�.  





Members of the AICPA PCPS can also access SAS 112 tools at: � HYPERLINK "http://pcps.aicpa.org/Resources/Keeping+Up+With+Standards/SAS+No+112+Toolkit.htm" ��http://pcps.aicpa.org/Resources/Keeping+Up+With+Standards/SAS+No+112+Toolkit.htm�. 
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