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The Auditing Standards Board (ASB) and their Statements on Auditing Standards (SAS) 

did not exist 35 years ago.  A motivating factor for Statement of Auditing Procedure (SAP) No. 

1, “Extensions of Auditing Procedure," (1939)—a predecessor to SAS No. 1—arose from the 

1938 McKesson Robbins fraud (Arens and Elder 2006).  Before SAP No. 1 some general audit 

guidance existed, but its requirement to observe inventory and confirm accounts receivables was 

a first move away from general guidance.  For the most part, the 54 SAPs provided limited audit 

guidance for risk-based audit planning.  Harlan (1974) described the last SAP issued in 1972: 

Any auditor, when queried, would assert without hesitation or reservation that the 
audit procedures he selected were based on his evaluation of the client’s existing 
system of internal control. However, that same auditor, if requested to produce 
documentation of the relationship between specific audit procedures and specific 
controls, would all too frequently be hard pressed to provide evidence sufficient 
to quiet concerned critics.  
 

Yet forward-looking public accounting firms advanced risk-based audit plans and 

connected specific risks to their staffs’ work efforts. Previously called the Committee on 

Auditing Procedures, the ASB extended the audit standard focus of providing guidance on 

documenting identified audit and other risks, related audit procedures to the strengths and 

weaknesses of a client’s internal control environment, and responded to risks of error and fraud. 

 The initial guidance in part came from public pressure to better plan the audit to search 

for and detect financial statement misstatements. Major frauds during the 1970’s and 1980’s such 

as ZZZZ Best, Crazy Eddie and ESM  put additional pressure on the ASB to add guidance and 
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limited requirements through the Expectation Gap Standards (Arens and Elder 2006, Wells 

2000).  For example, the “expectation gap” standards of the 1980’s offer guidance meant to 

reduce the misunderstanding between what auditors can do relative to fraud detection and the 

level of assurance the public expects from audit engagements. Guidance gave way to more 

specific requirements in the late 1990’s as large public company frauds were first detected.  One 

argument for moving from guidance to requirement is to assure that all auditors perform the 

same minimal procedures. Adding specific requirements in response to fraud is not 

unprecedented.  Inventory frauds in the middle of the last century motivated one of the first audit 

“requirements” for physical inventory observation, reducing the risk of inventory frauds and 

other misstatements. To assure all auditors consistently respond to the risk of fraud, we have 

added requirements to regulate what is minimal “due profession care.”  

WorldCom and Enron became part of the most recent motivation for standards adding 

required procedure and process to the audit (Arens and Elder 2006).  The ASB’s 2006 Risk 

Assessment Standards (RAS) (i.e., SAS Nos. 104-111) continue its practice of issuing standards 

and guidance on matching audit risk with audit effort.  The new SASs require auditors to gain a 

sufficient understanding of the entity and its environment, including its internal control; to assess 

rigorously risks of material financial statement misstatement based on that understanding; and to 

plan the nature, timing and extent of audit procedures in accordance with the assessed risk—

developing a triad relationship for audits among financial statement users, the auditor and the 

client.  Auditors understanding such risk assessments should be able to design and evaluate audit 

procedures to control, detect and report on fraudulent activities. 

The ASB has not issued so many concurrent authoritative pronouncements since the 1988 

“expectations gap” that generated SAS Nos. 53-61, which sought to establish comprehensively a 

reasonable tone for the relationship between auditors and financial statement users. In contrast, 

the RAS establish actionable guidance between the auditor and the non-public client entity.  The 

new standards also move formally from audit guidance to using terms such as “should” and 

“must” to conform with the Public Company Accounting Oversight Board Rule 3101 (PCAOB 

2004) terminology. Using the terms should and must may standardize the definition of “due 

professional care” when planning the audit to search for fraud and other misstatements. RAS 

should help 21st century auditors understand the assurance process better than did their 20th 

century counterparts, and add uniformity in how CPA firms complete audits. The purpose of this 
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paper is to describe the evolution of risk assessment and discuss possible effects of the current 

standards on future practice and the profession. Central to the evolution of audit standards is 

replacing auditor judgment for standard requirements relative to the risk of financial fraud and 

misstatement.   

Foundations for “Audit Guidance” 

Early in the ASB’s history, standard setters focused on elements of the audit that would 

guide auditors to plan the timing, nature and extent of audit procedures and to evaluate the 

procedure’s results.  These standards offered general guidance for the foundation of audit 

practice, focusing on the auditor’s professional judgment.  Audit standard setters initially faced 

the conflict between offering general guidance and specific rules. They focused on general 

requirements of what auditors should do to make professional judgments to help produce more 

standard audits.  ASB practice then evolved into setting standards requiring certain specific audit 

procedures, expanding what auditors “must” or “should” do in critical areas previously left to 

auditor judgment.  Carmichael (1982, p. 48) viewed standard-setting as a combination of 

“distilling good practice” and “innovative requirements leading practice.”  Initially, no specific 

standards addressed adjusting audit procedures to assess client risk or potential fraud.  CPAs then 

viewed reviews of internal control as a "byproduct" of an audit; e.g., implicitly relating weaker 

internal controls to more extensive substantive audit procedures.  Meanwhile, no formal rules 

required that auditors “must” document their understanding of internal controls in the working 

papers through questionnaires, flowcharts and other documentation. 

SAS No. 31, Evidential Matter (1980), began the trend of assessing total audit risk.  

Following the ASB’s pattern of general guidance, Evidential Matter offered a framework of 

audit objectives, linking those objectives to the design of specific testing.  SAS No. 31 gave 

CPAs structure to “tailor-make” audit procedures in light of a client's inherent and control risks.  

It stated that an auditor should gather sufficient evidence.  Planned levels of evidence followed 

the link between management objective, specific audit objectives, and substantive procedures, 

implicitly including analytical review procedures. While practitioners could still use professional 

judgment to determine the nature, timing and extent of the evidence required to render an audit 

opinion, SAS No. 31 reinforced SAP No. 33’s (1963) requirement to consider the accounting 

system’s internal consistency.  Auditors used professional judgment to assess inherent and 
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control risk (what SAS No. 107 now calls risk of material misstatement) by “gaining an 

understanding” of total risk and through direct testing of controls.  

SAS No. 39, Audit Sampling (1981), continued the ASB’s practice of offering audit 

“guidance” versus “requirements,” describing factors to consider when quantifying auditor 

judgment.  SAS No. 39 presents guidance for audit sample size, focusing on factors that should 

anchor the quantitative decision to meet the sufficient evidence criteria.  Like SAS No. 31, the 

Standard creates a framework encompassing the entire audit process.  Extending SAS No. 31, the 

Standard links audit assertions and objectives for specific account balances or classes of 

transactions with the extent of substantive evidence.  While the practitioner’s expectation of 

financial statement errors and irregularities (the standards did not yet refer to fraud) affected the 

overall amount of substantive testing, Audit Sampling refined the use of risk and materiality as a 

foundation for reducing audit risk.  

Generally, auditors should consider both the nature of the business and composition of 

the account groups and balances under audit.  Specifically, they should consider the risk created 

by the item under audit, the item’s dollar amount relative to individual and aggregate financial 

statement line-items, “special risks” and expected frequency of misstatement.  SAS No. 39 also 

linked sample size directly to the auditor’s plan to rely on internal control.  This is similar to the 

historic SAP No. 54, The Auditor’s Study and Evaluation of Internal Control (AICPA 1972), 

where auditors were directed to test controls if they planned to rely upon those controls.  

Consistent with the Evidential Matter standard, the auditor “should” gain an understanding of 

controls, but still need not rely on the control environment; however, the Audit Sampling 

standard further developed the expectation to expand the quantity of audit evidence gathered 

through substantive testing when faced with expected risk of misstatement. 

 The ASB continued setting standards that offer guidance, versus requirements, relying on 

professional judgment with SAS No. 41, Working Papers (1982).  Consistent with the standards 

for Audit Sampling and Evidential Matter, SAS No. 41 focused on what auditors should (not 

must) do.  Auditors should prepare and maintain working papers (the content of which was left 

to professional judgment), but design the papers to meet the needs of a specific audit.  Its 

contents should at least be sufficient to support the audit report, help conduct and supervise the 

audit, list audit procedures (audit program), detail evidence obtained, and document any 

considered (but not necessarily tested) internal controls in planning the extent of other audit 
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procedures.  While the SAS listed specific factors that might affect the auditor’s judgment of 

working paper content, it refrained from issuing specific requirements to include.  The ASB 

issued SAS No. 96, Audit Documentation (2002), to add further guidance to the contents of the 

working papers and expand the definition of “sufficiency” to include the ability to review an 

auditor’s work and identify who performed and reviewed the audit procedures.  The short-lived 

SAS No. 96 amended documentation requirements for several key standards.  

In 2005, SAS No. 103, Audit Documentation (AICPA), required auditors to document 

how they assessed risks of misstatement at the financial statement level, describing the nature, 

timing and extent of the further audit procedures used to gather evidence.  The documented 

procedures should help to link the assessed risks (at the relevant assertion level) to the evidence 

obtained and conclusions reached.  The standard also requires auditors to conclude as to the 

sufficiency of the evidence to support an opinion.  Working papers should document audit 

procedures in sufficient detail to provide experienced auditors with no previous connection to the 

audit a clear, adequate understanding of the work performed, evidence obtained and conclusions 

derived.  The pre-RAS standard also expresses guidance on what documents to retain for a 

minimum five years after the auditor report release date.  

One of the final foundation standards, SAS No. 47, Audit Risk and Materiality in 

Conducting an Audit (AICPA 1983), linked the inverse relationship of risk and materiality in 

audit planning in determining the timing, nature, and extent of audit procedures and sufficiency 

of evidential matter.  Read, Mitchell and Akresh (1987) criticized SAS No. 47 as “too theoretical 

and for not providing a definitive method.”  SAS No. 47 addressed the need to bring audit risk to 

the account balance and class of transaction level.  While linking formally inherent and control 

risks, it still did not require formal tests of controls.  While auditors should gain an understanding 

of the controls, risk could still be set at a maximum, not relying on the internal controls, and 

gathering sufficient evidence solely through substantive tests.  Auditors could set control risk at 

the maximum level, thereby performing no compliance tests.  Using compliance testing remained 

an issue of professional judgment.   

Expectation Gap Standards: Moving from Guidance to Requirements  

The ASB’s (1988) nine “expectation gap” standards affected practice broadly by seeking 

to narrow the difference between what auditors actually did and audit report users’ perceptions of 

auditor duties.  These standards did three things: (1) sustained SAS No. 47’s distinction between 
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control and inherent risks; (2) moved away from guidance towards some requirements; and (3) 

began to require specific audit documentation.  These changes lessened the role of auditor 

judgment, while defining what auditors can give assurance to in a financial statement audit.  

They also firmly embedded SAS Nos. 31 and 47’s risk-based auditing in future standards.  

 An expectation gap standard, SAS No. 55, Consideration of the Internal Control in a 

Financial Statement Audit (1988), extended the risk-based audit concepts discussed in the 

foundation standards, SAS Nos. 31, 39 and 47.  While still framing the Standard as “guidance,” 

the ASB often focused on “conceptual” matters, while many financial statement users and 

practitioners wanted more applied standards. SAS No. 55 required auditors to obtain an 

understanding of the client’s control structure, including the control environment, accounting 

system and control procedures.  Though the standard discussed few specifics, CPAs had to 

document that understanding.  Auditors also should assess control risk on an account balance or 

transaction class basis, but could still assess control risk at or near the “maximum” and thus not 

test controls.  They could rely on a test of controls, if they judged that controls could be relied 

upon to assess control risk at less than the maximum.  Auditors had to document both the 

assessment and test of controls.  The understanding and risk assessment should be sufficient to 

plan the audit, but auditors still need not test controls.  

One expectation gap standard, SAS No. 54, Illegal Acts by Clients (1988), still has much 

relevance today.  SAS No. 54 classifies illegal acts (i.e., violations of laws or government 

regulations such as environmental or discrimination statutes) as either directly or indirectly 

affecting the financial statements.  Those with a direct effect generally relate to the entity’s 

financial and accounting aspects, and those with an indirect effect generally relate to their 

operational aspects.  As discussed later in this paper, SAS No. 99 governs the auditor’s 

responsibilities relating to fraud and errors, which parallel their responsibilities for considering 

direct illegal acts.  

Auditors considering material illegal acts should design the audit to provide reasonable 

assurance of detecting such illegal acts.  Also, while auditors have no direct responsibility to 

detect and report misstatements resulting from indirect effect illegal acts, they must apply 

auditing procedures to such acts that come to their attention; recognize that such acts may exist; 

and follow up and report detected, potentially material illegal acts.  
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Requiring auditor planning to search for material errors and irregularities began with the 

issuance of SAS No. 16, The Independent Auditor's Responsibility for the Detection of Errors or 

Irregularities (1977). SAS No. 53, The Auditor’s Responsibility to Detect and Report Errors and 

Irregularities (1988), extended SAS No.16 by requiring auditors to plan audits to provide 

reasonable assurance of detecting material errors and irregularities.  SAS No. 53 added audit 

procedure to the earlier Standard’s planning requirement and listed 14 red flags that could 

indicate irregularities, but avoided using the term fraud.  Consistent with combining inherent and 

control risk in SAS No. 47, SAS No. 53 considered combined fraud risk, rather than viewing 

them in isolation.  It allowed passively searching for fraud, but required CPAs to report all found 

frauds.  The ASB had fastidiously avoided using the term “fraud,” continuing instead to use 

“irregularities.”  While the public expected some level of auditor responsibility to help detect 

fraud, the Board resisted a difficult detection requirement for a more legally defensible planning 

requirement.  In extending the foundation setting standards, the expectation gap standards began 

general documentation requirements and retained a conceptual guidance approach to standard-

setting and a focus on professional judgment.  Yet many financial statement users and 

practitioners sought specific guidance to help operationalize the new set of standards.   

SAS No.78, Consideration of Internal Control in a Financial Statement Audit: An 

Amendment to SAS No. 55 (1996), refined the expectation gap standard by adopting the control 

framework of the Committee on Sponsoring Organization (COSO) as the basis to assess control 

risk, which added management’s risk assessment and monitoring (assessing) to the internal 

control process.  These conceptual SASs added consistency to practice and further moved 

internal control assessment from an audit by-product to an audit focus.  The Standard also added 

to a growing list of what practitioners should document in their financial statement audits.    

 SAS No. 82, Consideration of Fraud in a Financial Statement Audit (1997), converted 

formally the auditor’s focus from “irregularities” to “fraud.”  While not increasing the auditor’s 

responsibility to detect fraud, it set a strong fraud focus to move standard-setting from guidance 

to requirement.  The SAS defined the two types of fraud (management misrepresentation and 

misappropriation of assets) and required auditors to assess and document the risk of financial 

statement fraud, develop and document specific responses to risk, evaluate audit procedures to 

assure they cover the assessed risk, and communicate potential fraud to management and other 

appropriate parties.  Its Appendix contained risk categories and specific examples to indicate an 
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increased risk of financial statement fraud--implying that by assessing control and inherent risk, 

combined with other audit procedures, the auditor could adequately complete that assessment.   

 SAS No. 82’s nominal requirements were short-lived.  The issuance of SAS No. 99, 

Consideration of Fraud in a Financial Statement Audit (2002), moved risk assessment away 

from using historical audit procedures to requiring auditors to gather additional and fraud risk 

specific evidence.  SAS No. 99 retained the risk factor appendix, modifying the categories to 

match the fraud triangle, and continued the standard setters’ move from general guidance to 

specific requirements and documentation.  Specific requirements included (1) audit team “brain 

storming,” (2) required inquiries as a fraud detection tool, (3) risk assessment through analytical 

procedures, (4) presuming that improper revenue recognition and management’s over-ride of 

internal control are fraud risks, (5) expanded documentation, and (6) a continuous, elevated level 

of professional skepticism.  

The expectation gap standards began moving practice towards an internal control focus, 

with some requirements to plan the audit to search for fraud.  But the standards only slightly 

modified the profession’s traditional views:  standards provide conceptual guidance; procedures 

should rely solely on professional judgment; traditional audit procedures could adequately cover 

these responsibilities; and a general risk response would be tolerable.  However, subsequent 

standards expanded required procedures and documentation beyond the traditional audit to 

require specific risk assessment and specific responses.      

The Risk Assessment Standards: An Overview 

The RAS should greatly strengthen standards for auditing private companies.  The prior fraud 

Standard, SAS 99 (2002), originated during the ASB’s early deliberations over risk assessment 

standards.  The new RAS generally require auditors to develop a more in-depth understanding of 

an entity’s financial statements and its operating and control environment--an understanding 

anchored on an organization’s internal control and its ability to identify and mitigate the risks of 

material misstatements. A more rigorous risk assessment process arises from the Standard’s 

requirement of an improved linkage between assessed risks and the nature, timing and extent of 

audit procedures. For non-public entities, the RAS focuses an auditor’s judgment on increased 

requirements to assess risks and control processes and document materiality levels.  We gain 

more consistent audit procedures and clearer interpretations of what constitutes “due professional 

care.”   
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For many years auditors construed the term “should” to mean that they “must” follow 

authoritative guidance or justify any departures thereto.  The PCAOB formalized this practice, as 

does SAS No. 102, Defining Professional Requirements in Statements on Auditing Standards.  

Auditors thus now “must” continue to follow ASB guidance or justify any departures, while the 

term “should consider” requires auditors to think about (and document that they thought about) 

but not necessarily follow, an audit procedure.  Yet formally changing the term should to must 

could affect few good firms’ practices.  This change in terminology is consistent with terms the 

Public Company Accounting Oversight Board defined in Rule 3101 (PCAOB 2004).  PCAOB 

Rule 3101, Certain Terms Used in Auditing and Related Professional Practice Standards and an 

Amendment to Rule 1001, defines “must” and “should” as: 

The words “must,” …indicate unconditional responsibilities. The auditor must 
fulfill responsibilities of this type in all cases…The word “should” indicates 
responsibilities that are presumptively mandatory. The auditor must comply with 
requirements of this type specified in the Board's standards unless the auditor 
demonstrates that alternative actions…were sufficient to achieve the objectives of 
the standard.  
 

PCAOB defined the terminology to state expressly the auditor’s “degree of responsibility” in 

complying with professional standards.  In defining the terms relating to the auditor’s level of 

responsibility, the Board clarified specific responsibilities, allowing the consistent application of 

standards throughout the profession.   

For example, in SAS No. 107, the auditor “must obtain a sufficient understanding of the 

entity and its environment” and “should consider the results of such analytical procedures 

(AICPA 2006).”  We summarize below the RAS’s major requirements that practitioners must or 

should fulfill in an audit of a non-public company’s financial statements.  Figure 1 lists examples 

of “should” or “must” requirements (see Figure 1). 

 The RAS do not conflict with public company audits developed under PCAOB 

standards, emphasizing the auditor’s enhanced understanding of the entity’s internal control, its 

ability to identify risks of material financial statement misstatements through error or fraud, and 

its ability to mitigate identified risks.  Based on that understanding, under the new RAS the 

auditor will perform and document a more rigorous assessment of the risks of material 

misstatement of the financial statements.  
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 The RAS seek to align the auditors’ assessment of the entity’s risks and their planned 

response by modifying the nature, timing and extent of audit procedures.  Complying with the 

standards helps auditors develop an enhanced understanding of the entity and its environment, 

including internal control, focusing auditors’ efforts on fraud and error risk areas.  The RAS also 

directly affect how auditors assess risk by requiring them to use their understanding of an entity 

and its control environment, including its internal control, to push risk assessment from the 

financial statement level down to the class of transactions and account balance level to an 

assertion level.  For example, auditors should assess the risk of material misstatements from the 

aggregate financial statement level to the relevant assertion level, based on their obtained 

understanding.   

 Auditors should also relate identified risks to the relevant assertion level and consider 

the significance and likelihood of the risks. Audit responses to risk then help to develop an 

appropriate basis for the audit. Just as auditors should no longer set overall control risk to the 

maximum without first assessing control risk, responses to specific risk will not employ the 

“default” of maximum control risk assessment. In practice, a response may increase overall 

testing.  

Implications for Practice 

 Central to applying the RAS is SAS No. 109’s required risk assessment to obtain an 

enhanced depth of auditor understanding of the entity and its environment, including its internal 

controls (AICPA: SAS 109 2006).  This changes the definition of the standard risk model to 

Audit Risk = Risk of Material Misstatement * Detection Risk. The “Risk of Material 

Misstatement” includes assessing and understanding the entity, its environment, its risks and 

control process.  The definitions for new and old risk have generally not changed, and auditors 

may assess separately control and inherent risk in developing risks of material misstatement.  

Auditors should go beyond traditional inquiry with the entity’s management and collect 

and document internal evidence specific to the “nature of the client,” financial performance, 

business strategies, objectives, complex or non-routine transactions, related parties and other 

business related risk.  This is beyond understanding and assessing management’s selection and 

application of accounting policies, as well as management’s subjectivity in making significant 

financial estimates.  The auditor should also obtain an understanding of external factors that 

affect risk, including industry and economic specific risks, and the entity’s regulatory 
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environment.  The auditor’s understanding of the components of internal control must be 

sufficient to assess the process and its ability to mitigate the environmental risk of financial 

statement misstatement.  Moreover, SAS no. 110 allows auditors to assess control risk at the 

maximum and not rely on controls, i.e., use a primarily substantive approach to the audit when 

the auditor’s risk assessment procedures identified no effective controls relevant to the assertion 

or when the auditors deem testing the controls’ operating effectiveness as inefficient.      

Auditors should assess the risks of material misstatement at the financial statement level 

and at the relevant assertion level, based on the understanding obtained.  A specific focus at the 

assertion level helps determine the nature, timing and extent of other audit procedures by 

gathering sufficient appropriate audit evidence to support an opinion.  SAS No. 106, Audit 

Evidence (Supersedes SAS No. 31, Evidential Matter) clarifies and re-categorizes the relevant 

assertions by the Classes of Transactions and Events (Occurrence, Completeness, Accuracy, 

Cutoff and Classification), Account Balances (Existence, Rights/Obligations, Completeness and 

Valuation/Allocation), and  Presentation and Disclosure (Occurrence and Rights/Obligations, 

Completeness and Understandability, and Accuracy and Valuation).  

As in SAS No. 99’s “brain storming” requirement, the engagement team should discuss 

their understanding of the entity, its environment, and assessed risk of the sources and likelihood 

of material error or fraud occurring in the entity’s financial statements. The discussion should 

help the audit team relate identified risks to what could go wrong at the relevant assertion level.  

In general, the team must consider the significance and likelihood of the risks and their potential 

for misstatement.  Many firms may combine audit team risk assessment discussions to include 

the susceptibility to fraudulent misstatement in the financial statements. 

The auditor’s response to an entity’s risk begins early in the audit’s planning stage.  SAS 

No. 105, Amendment SAS No. 95, Generally Accepted Auditing Standards, links assessing the 

risk of material misstatement of the financial statements, understanding of the entity and its 

environment’s (including its internal control) ability to mitigate risk, and designing the nature, 

timing and extent of substantive audit procedures.  Further audit procedures focus on potential 

misstatements, mitigating assessed risk.  

Developing other audit procedures and not relying on generic audit programs to help 

auditors respond to specific identified audit risks, SAS 110, Performing Audit Procedures in 

Response to Assessed Risks and Evaluating the Audit Evidence Obtained, asks auditors to 
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develop an overall and specific response to significant risks through sufficient and appropriate 

audit evidence to support an opinion. 

Tailoring specific audit procedures is not a static response to risk.  Risk assessment is a 

continuous and dynamic process, not a series of discrete stages; it requires the audit team to 

adapt in real time with risk changes.  Regardless of the risk response, auditors should perform 

substantive tests for all material assertions, reconciling the financial statements to underlying 

records and examining all “material” journal entries.  Though not part of the RAS, SAS No. 103, 

Audit Documentation, requires auditors to document their procedures that respond to assessed 

risks of misstatement at the financial statement level, which should illustrate the linkage of such 

procedures with the assessed risks at the relevant assertion level, and should describe the nature, 

timing and extent of further audit procedures, and their results. 

Generally, the RAS will result in auditors enhancing the quality and depth of their 

understanding of the entity and the environment and internal control process.  In practice, this 

will begin during audit planning, in response to identified risks, by developing an in-depth 

understanding of the client’s business risk assessment process. To lower the risk of 

misstatements in the financial statements, the auditor will increase the testing of controls for the 

controls that the auditor judges as adequate and plans to rely on, rather than relying on other 

substantive audit procedures.   

Documenting the Standard’s required link between continuous assessment of risks and 

the audit procedures responsive to those risks should help support the timing, nature and extent 

of testing to mitigate risk.  This will help ensure that audit procedures relate better to identified 

risks of financial statement misstatement, recognizing how misstatements might affect statement 

users.  Documentation will help auditors evaluate if they obtained sufficient, appropriate audit 

evidence to mitigate risk and support the audit opinion.  While the RAS both clarify and extend 

guidance on evaluating audit results, they also greatly expand the auditor’s documentation 

requirements.  When developing audit time budgets, public accounting firms should understand 

that the expanded requirements will use more staff, manager and partner time to develop audit 

programs specific to risk mitigation--especially for the first year the standards are applied; 

however, auditors may become more efficient with a risk focus. 

 

 



61 
 

Summary and Conclusions 

Over the ASB’s history, audit standards have moved from guidance to requirements, 

using the Board’s evolving and retroactive definitions of the words “must,” “should” and “should 

consider.”  This evolution continued with the expectation gap standards.  Later standards that 

sought to strengthen practice may have lessened the areas that rely on professional judgment and 

increased the level of what “must” be done in audits of financial statements. The newly released 

RAS continued and accelerated this trend.  While certain areas of judgment no longer exist, the 

new standards add consistent audit practice to major issues for risk assessment, planning, 

documentation and auditing the internal control process. This change redefines auditor’s due 

professional care, relying more on requirements than judgment in assessing risks of fraud or 

error.  The standards’ internal control focus promoted risk-based auditing.  An auditor’s due 

professional care no longer rests solely on professional judgment, but is supported by specific 

requirements in the standards.  

While the ASB may feel pressured to conform to, or be consistent with the PCAOB, 

some audit standard convergence seems to be emerging between public and non-public board 

releases. Convergence may continue despite many larger audits adhering to International 

Auditing and Assurance Board (IAASB) or PCAOB standards, and smaller, non-public company 

audits adhering to ASB standards. The ASB and PCAOB use consistent term definitions 

indicating auditor responsibility for following standards, which is also true for risk based 

auditing and required documentation.  While the new RAS continue not to conflict with PCAOB 

standards, complete convergence may not be possible or desirable. By happenstance, audit 

practice may have solved the audit standard problem similar to FASB’s “Big-GAAP, Little-

GAAP” quandary, as ASB standards have increasing rigor and converge with PCAOB standards.  

Those in academics and practice may wish to examine auditor and financial statement 

users’ beliefs in the varying levels of standard requirements, perhaps comparing the strength of 

required procedures between audits in the public and non-public company domains.  While the 

intent of changes in “should” and “must” was to signal a level of auditor responsibility to comply 

with a requirement, future studies can examine if practicing CPAs perceive increased reliance on 

specific requirements or continued emphasis on an auditor’s professional judgment.      
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Figure 1 
RAS Requirements: Examples of “Should” and “Must” 

 

Description Must Should
Consider audit risk. X  
Determine materiality level. X  
Document materiality levels, their changes during the audit, and their 
effect on the audit plan (procedures).  Determine and document tolerable 
misstatement. 

 X 

Establish an overall audit strategy.  Develop an audit plan and document 
audit procedures expected to reduce audit risk to an acceptable level.   

X  

Establish an understanding with the client and document the 
understanding through a written communication with the client. 

 X 

Respond to overall risk at the financial statement level, and adjust the 
audit program to respond to risk at the assertion level. 

 X 

Document the links between risks, control deficiencies and weaknesses, 
and changes in audit procedures. 

 X 

Gain an understanding of an entity and its control process 
(environment).  Assess control risk based on that understanding.  

X  

Audit team discusses susceptibility to material misstatement (can be 
done with fraud risk “brain storming” session).  

 X 

Set tolerable misstatement for a specific audit procedure at less than 
financial statement materiality so that when the results of audit 
procedures are aggregated, the required overall assurance is attained. 

 X 

Test controls when there is an expectation of operating efficiencies.  X 
If using a rotation plan, test some controls every year; test all controls at 
least every 3rd. year for controls that have not changed.  Use inquiry to 
“confirm” unchanged controls are still in place each year  

 X 

Perform substantive procedures for relevant assertions, where material.  X 
Examine all material journal entries and adjustments.  X 
Agree financial statements to “underlying” accounting records.   X 
Accumulate non-trivial “known and likely” misstatements. X  
Suggest adjusting entries for known misstatement to management.  X 
Review current and prior period “unadjusted” known and likely 
misstatements.  Compare individually and in aggregate to materially 
levels.  (Note: Auditors only “should consider” the effects of unadjusted 
prior period misstatements).  

 X 

Communicate non-trivial “known and likely” misstatements to the 
“appropriate level” of management and those charged with governance. 

X  

Based on audit procedures and evidence, evaluate whether the aggregate 
financial statements are “free of material misstatement” (fairly 
presented) at a high level of assurance.   

X  
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