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Abstract

CPA audit (also called independent audit) is an important compo-
nent of our socialist market economy. It is an indispensable part of the se-
curities market. In the more than twenties years of our opening and re-
form, the independent audit of our country has been making rapid pro-
gresses and playing a critical role. But as to the methodology of our inde-
pendent audit, the theory and practice have lagged a lot behind the in-
ternational advanced level. In order to shorten this gap, this book focus
on the origin, theory, application and efficacy of contemporary risk
based audit, an advanced audit methodology also called business risk au-
dit approach in western developed countries.

We start from asking why the audit profession try to improve audit
methodology. The fundamental reason that audit profession improves audit
methodology is to improve the perfection of its abstract knowledge in order
to protect the profession’s jurisdiction so as to cope with the challenges of
the environment. Keep this in mind, we probe the question why appears
the contemporary risk based audit, what are the foundations of its theo-
ry, how to apply this methodology in practice, how does it works and
the relation between contemporary risk based audit and audit independ-
ence.

This book consists of three parts. In introduction (chapter 1), we
present research motive, research issues and research framework.

In the first part, we focus on the basic theory of contemporary risk

based audit ( chapter 2 and 3) . This theory guides the audit profession
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conducting audit in the information society and knowledge economy in or-
der to cope with the challenges of environment. The value of audit is de-
termined by the principal’s evaluation of the probability of auditor’s find-
ing and reporting significant misstatements in the financial state-
ments. Advanced audit methodology can help improve auditor’s ability to
find significant misstatements. Both theory and practice of traditional risk
based audit, which based on the audit risk model and guided by the re-
ductionist mental model, have inherent flaws. These inherent flaws make
the audit profession not able to meet the needs of information society and
knowledge economy. In order to fight against the changes of environment,
the audit profession has been reinventing the audit methodology from mid-
dle 1990’s. This effort brings the contemporary risk based audit, which is
guided by the complex system mental model, based on the system theory
and strategic management, oriented by client’s business risk.

The second part ( chapter 4 and 5) focuses on the application of
contemporary risk based audit. We first discuss how to perform the entity
level (or financial statements level )® analysis of contemporary risk
based audit, what kinds of issues should be solved during this
stage. After discussion of entity level analysis, we move to discuss
process level (or assertion level ) analysis. Business processes on one
side are management’s reactions to entity level strategic risks, while on
the other side generate business risks within the processes. The objective
of entity level analysis and process analysis is to help auditor determine

where to focus audit work so as to develop audit objectives and assess the

@ In the dissertation, we use “strategic analysis” to discribe the entity level analysis. This
treatment is the influence of Knechel (2001) and KPMG. As contempory risk based audit en-
volves, especially after 2005, entity level analysis or financial statement level anlysis become well
accepted terminology in auditing. So we changed “strategic analysis” into “entity level analysis”
or “financial statements level analysis”.
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risks of material misstatements ( ROMMs)Q of assertions in the financial
statements. It is the ROMMSs that guide the auditor to plan and perform
the substantive porcedures®. This book only introduces substantive proce-
dures.

The third part (chapter 6 and 7) discusses the efficacy of contem-
porary risk based audit in practice and the relationship between contem-
porary risk based audit and audit independence. In respect of the efficacy
of contemporary risk based audit, we first review the extant studies on
the efficacy of contemporary risk based audit; second, we analyze the
critiques to contemporary risk based audit; third, we compare China’s
Yinguangxia/Zhongtianqin case to America’s Enron/Andersen case in or-
der to prove the effectiveness of contemporary risk based audit in finding
material misstatements in financial statements. In the audit of Yinguangx-
ia, the Zhongtianqin CPA firm used traditional risk based audit and did
not find intentional misstatements (fraud). We can get this conclusion
from the reactions of Zhongtianqin and its testimony. But in the audit of
Enron, there are enough evidences to show that Andersen knew the in-
tentional misstatements (fraud) of Enron but did not report due to lac-
king of independence. From the methodology point of view, the audit of
Enron supports the contemporary risk based audit while the audit of Yin-
guangxia shows the defectiveness of traditional risk based audit; last,
we generalize that the value of audit is determined by both the ability to
find the significant misstatements and the willingness to report the identi-
fied significant misstatements. The auditor must maintain necessary inde-
pendence so as to make contemporary risk based audit valuable to the

public. In respect of the relationship between contemporary risk based au-

@ Risk of material misstatements ( ROMM) are also called risk of significant misstatement
(ROSMs). They are the same meaning in this book.
@ In the traditional risk based audit, substantive procedures are called substantive tests.
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dit and audit independence, we first state that audit independence will
affect any kind of audit approach. We use the concept of “client interest
trap” to show that if auditor’s indenpence is so low that he or she only
wants to cater to the interest of client, the impovement of audit method-
ology can not add value to the audit. We then discuss the possible impact
of contemporary risk based audit on independence. Finally, we general-
ize what kinds of views the auditor should maintain under contemporary
risk based audit.

We conclude findings, implications and shoricomings of this book

and propose further research ideas in the last chapter (chapter 8).
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