
A MODEL FOR EXPANOING
THE ATTEST FUIVCTION
Beyond the
financial statements-
progress with
protection for all.
by Martin C. Stilwell and Robert K. Elliott

Accountants are being asked more and more
frequently to attest fo the reliability of a wid-
ening variety of assertions. Recent examples
include attesting to the accuracy of schedules
of retailing space in a shopping center, union
election results, statistical survey results,
market feasibility data and data underlying
insurance claims.

While the demand for attest services bur-
geons, however, accountants are sometimes
hesitant to expand the scope of their services
because, in many of these new areas, there is
little or no authoritative guidance.

In 1968 the American Institute of CPAs
adopted a set of objectives, published in
Achieving the Profession's Objectives. One
objective endorses efforts to encourage and
accommodate future expansion of the attest
function: "To identify those areas in society
where the need for the CPA's attest function
exists and to assist [the Institute's] members
in equipping themselves to perform the attest
function wherever a useful social purpose
would be served." This objective is now part
of the AICPA's bylaws and has been integrat-
ed into the charge of the auditing standards
board (ASB).

As part of its response to this charge, the
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ASB, in conjunction with the accounting and
review services committee (ARSC), in Febru-
ary 1985 issued an exposure draft of a pro-
posed statement, Attestation Standards. (The
comment deadhne is June 14, 1985.) The pro-
posed standards are designed to ensure that
the expansion of the attest function will be
orderly and professional; it is also intended
that the document will obviate the need to
define procedures for every conceivable sub-
ject at various levels of assurance.

A generalized risk model of the type de-
scribed in Statement on Auditing Standards
no. 47, Audit Risk and Materiality in Conduct-
ing an Audit, is the linchpin of the proposed
stcindards. This article discusses how the risk
model provides a conceptual basis for the pro-
posed standards (we think of them as "gener-
ally accepted attestation standards"), one that
will permit an orderly growth of the attest
function while protecting the profession and
the users of assertions.

The SAS No. 47 Risk Model
SAS no. 47 (paragraph 2) defines audit risk as
"the risk that the auditor may unknowingly
fail to appropriately modify his opinion on
financial statements that are materially mis-
stated." The statement requires the auditor
(attester) to limit audit risk to a level that is, in
the attester's professional judgment, appro-
priately low for issuing an opinion on the fi-
nancial statements. Because the evidence the
auditor gathers generally relates to account
balances and classes of transactions, the SAS
also describes audit risk as it applies to these
items. The description treats audit risk at the
account-balance or class-of-transactions level
as a combination of inherent, control and de-
tection risks.

The definitions of the three risk elements
(paragraph 20) are intended to be mutually
exclusive and collectively exhaustive:
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n Inherent risk is the risk, as-
suming no related internal ac-
counting controls, that an ac-
count balance or a class of
transactions contains error that
could be material when aggre-
gated with error in other bal-
ances or classes.
• Control risk is the risk, given
that an account balance or a class
of transactions contains error
that could be material when ag-
gregated with error in other bal-
ances or classes, that the control
system wouldn't prevent or de-
tect such error.
D Detection risk is the risk that
the audit procedures will lead the
attester to conclude that error in
an account balance or a class of
transactions that could be mate-
rial, when aggregated with error
in other balances or classes,
doesn't exist when in fact it
does.

It can be seen from these defi-
nitions that the risk model is an
organizing concept for the audi-
tor's efforts to plan and execute effective, ef-
ficient audits. The attester is given an audit
objective and a method to relate planned audit
procedures and resulting evidence to the ob-
jective. The model is a useful conceptual tool
for evaluating the sufficiency of evidence re-
lated to a financiai statement assertion.

Given the auditor's assessments of inherent
and control risks, there can be an evaluation of
the sufficiency of the specific procedures to
restrict detection risk for the assertion. In the
course of this evaluation, the auditor can se-
lect the combination of procedures believed to
be most efficient in the circumstances. This
approach is feasible because the model
doesn't restrict the procedures that the auditor
can select.

Broadening to Other Assertions
Although the SAS risk model ostensibly ap-
plies only to audits of historical financial
statements, it can easily be made applicable to
attest engagements involving other types of
assertions. (See the sidebar on page 68.) This
expansion can be accomplished by deleting
the explicit and implicit references to audits of
historical financial statements contained in the
model's definitions of the risk components.

In this way inherent risk becomes the risk

that an assertion, assuming no control proce-
dures to prevent or detect error in the asser-
tion, contains material error. Control risk be-
comes the risk that the procedures the asserter
established to prevent or detect material error
in the assertion wouldn't detect or correct ma-
terial error. And detection risk becomes the
risk that the auditor's procedures would lead
the attester to conclude that material error in
an assertion doesn't exist when in fact it does.

Thus, the risk model becomes an organiz-
ing concept for the attester's efforts to plan
effective, efficient attest engagements in gen-
eral. The model permits the attester to use any
effective combination of procedures to attain
the engagement objective, thereby preserving
the advantage of allowing the attester to select
the most efficient combination of procedures
to meet the standard.

Broadening to a Moderate
Levei of Assurance

As we've noted, the SAS requires the auditor
to restrict audit risk to a low level that is ap-
propriate for issuing an opinion on the finan-
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cial statements. Clearly there is a need to de-
velop standards for future attest engagements
providing the equivalent of an audit opinion
with respect to other types of assertions (re-
ports that provide a high level of assurance).

It is likely that standards will also be neces-
sary for attest engagements that provide only a
moderate level of assurance. In fact, such en-
gagements already exist—for example, inter-
im financial statement review, which doesn't
result in an auditor's report that expresses as-
surance equivalent to an unqualified opinion.
It would be easy to apply the broadened risk
model to engagements to attain a moderate
level of assurance. The attester would be re-
quired to restrict attestation risk to a moderate
level appropriate for issuing a report impart-
ing moderate assurance. No other changes
would be necessary.

The proposed standards provide assistance
to attesters in making the risk model oper-

Some recent attestation engagements

n Financial forecasts, projections and feasibility
studies.
n EDP software and hardware performance.
n Internal controls at service and fiduciary orga-
nizations.
n Utility-rate applications.
n Reorganization and bankruptcy plans.
n Antitrust case data.
D Contract costs (especially for cost-plus-fixed-
fee contracts).
D Compliance with contract terms (for example,
loan covenants).
n Regulatory filings.
D Compliance with government regulations.
D Lease payment contingencies.
D Management audits.
D Royalties (for example, coal, oil and motion
pictures).
n Ad valorem and realty tax bases.
n Occupancy, attendance and enrollment statis-
tics (for example, apartment buildings and educa-
tional institutions).
n Political contributions and expenditures.
D Labor negotiations data.
D Budget compliance.
n Cost reimbursement (for example. Medicare).
D Productivity indicators.

ational for attest engagements designed to
limit risk to a moderate level. The proposed
standards say that generally it is possible to
perform only inquiry and analytical proce-
dures to restrict risk to this level. This is desir-
able because such procedures usually are the
least expensive.

The inquiries and analytical procedures
cduld be directed toward inherent and control
risks as well as detection risk. For example,
procedures directed toward inherent risk
might cover the stated qualifications of the
asserter in the subject of the assertions, the
extent to which a particular assertion is affect-
ed, by the asserter's judgment, and the past
history of error in the assertion. For control
risk the attester might ask questions about the
asserter's procedures for identifying, record-
ing, classifying and summarizing the items
constituting the assertions and the extent to
which these procedures are subject to con-
trols. As for detection risk, the attester might
perform analytical procedures to identify un-
usual individual items and relationships.

The proposed standards presume that, if, as
a result of performing such procedures or oth-
ers that are more cost-effective in the circum-
stances, nothing comes to light that causes the
attester to believe that the assertions are in-
complete or inaccurate, the auditor would be
justified in issuing a standard moderate (nega-
tive) assurance report. On the other hand, if,
as a result of performing the procedures, the
atlester believes that the assertions may be
incomplete or inaccurate, the auditor should
(1) perform those additional procedures
deemed necessary to restrict attestation risk to
a moderate level or (2) withdraw from the
engagement.

The additional procedures might consist of
more detailed analytical or any other type of
attest procedures (confirmation, for example)
if they were judged more efficient or if they
were considered necessary in the circum-
stances. Although, as we've indicated, fre-
quently it would be appropriate for an attester
to apply only inquiry and analytical types of
procedures in a moderate-assurance engage-
ment, at no point in the engagement would the
proposed standards (or the risk model) pre-
clude the auditor from applying the proce-
dures judged to be appropriate.

Benefits of Applying the Model

Although the risk model can serve as an orga-
nizing concept for the auditor's efforts to plan
effective, efficient, high- and moderate-assur-
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ance attest engagements, its claim to inclusion
in the proposed standards rests on more than
that. The model helps meet one of the key
objectives of a set of generally accepted attes-
tation standards: to provide a framework with-
in which the attest function can expand in an
orderly, professional manner.

For the protection of the public and of the
profession's reputation, it is desirable that
such standards apply to all appropriate attest
engagements that are accepted in response to
market demand. The proposed standards
wouid set limits for which of these niarket-

The risk model helps meet a key
objective of a set of attestation

standards: to provide a framework for
orderly expansion of the attest function.

demanded engagements would be done—as
the introduction to the exposure draft states
and the argument below on boundaries under-
scores.

The risk model helps meet this objective
because it contributes a universally applicable
set of planning and evidence-gathering con-
cepts. It can be applied at any risk level to any
set of attestable assertions, by either the indi-
vidual attester or the proper AICPA group,
such as the ASB or the ARSC, developing
guidance for a nascent attest area.

It is true that substantial judgment will be
required to apply the risk model in situations
in which, for example, the auditor wants to
achieve a high or moderate level of assurance
that nonfinancial assertions aren't materially
misstated. But the requirement for judgment
won't be unique to these situations. A signifi-
cant amount of judgment is necessary to apply
the risk model in an audit of historical cost
financial statements, just as the same level of
judgment is necessary to apply all the other
elements of GAAS.

Even an auditor who believes in using
quantitative methods whenever possible in an
engagement can't accurately measure the ef-
fectiveness of an inquiry procedure in detect-
ing material error or the effectiveness of a
system of internal accounting controls in pre-
venting or detecting such error—significant
judgment is always required. And even if
auditors could accurately measure audit risk at
the account-balance or class-of-transactions
leve!, they would be faced with the fact that
no rigorous methods exist to combine the risk

at the financial statement level—again, sub-
stantial judgment is always necessary. There
is also no consensus—among users or attest-
ers-—on the amount material to the financial
statements or, for that matter, on the appropri-
ately low level of risk for issuing an opinion
on them.

Despite these limitations, the risk model
doê s provide a useful conceptual basis for
analyzing the procedures necessary for an ef-
fective audit engagement. We believe that it
car. also be extended to provide a conceptual
basis for analyzing the procedures necessary
for an effective attest engagement on other
assertions. It would be inconsistent to main-
tain that professionals capable of designing a
set of procedures to achieve a high level of
assurance on one set of assertions (historical
financial statements) aren't capable of design-
ing procedures to achieve a high or moderate
level of assurance on other sets of assertions.

The risk model would permit the attest
function to expand in response to the demands
of the marketplace. But it would help set
boundaries around that expansion because the
model requires the attester to restrict attesta-
tion risk to a level appropriate for the assur-
ance imparted by the report.

Thus, it would help limit the growth of the
attest function to those assertions for which
the attester can gather evidence for restricting
risl-c. Such a limitation should help assuage
potential concerns of the public and regulators
about the expansion of the attest function, and
it would protect the interests of those sectors
of the public that rely on attest reports.

[n addition to the sufficiency of attest evi-
dence, effective attest engagements depend
on the effectiveness of reports in communicat-
ing to users. The risk model also contributes
to achieving this objective.

The current limited-assurance services and
reports encompassed by the Institute's state-
ments on auditing standards have developed
case by case in response to the new attest
sei"vices. As a result, the extent of attester
efibrt and the amount of evidence necessary to
issue a limited-assurance report vary widely.
In addition, the expressions of assurance in-
clude explicit and imphcit assurance and are
expressed in several forms—for example,
positive assurance, disclaimers of opinions,
statements of findings accompanied by a dis-

(Continued on page 74)
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claimer, negative assurance and (in SAS
no. 27, Supplementary Information Required
by the Financial Accounting Standards Board)
no explicit report at all.

The proposed standards would provide con-
sistency in the form in which assurance is
expressed: they provide for two general-use
reports, a high (positive) and a moderate (neg-
ative) assurance report, and a limited-use,
agreed-upon-procedures or agreed-upon-pre-
sentation-criteria report. The standards would
also offer more consistency in the amount of
evidence needed to express a moderate level
of assurance. This enhanced consistency
should improve the effectiveness of attest re-
ports in communicating with users.

Disadvantages of
a Prescribed-Procedures Approach
It should be pointed out that consistent forms
for expressing limited assurance could be ob-
tained without using the SAS no. 47 risk mod-
el. The ASB could simply decide on the ap-
propriate form or forms of assurance and
modify all existing reports to conform to it or
them. But this approach would still leave wide
diversity in the amount of evidence underly-
ing the limited-assurance reports.

It could be argued that there is an easy an-
swer to this problem, too: the ASB could pre-
scribe a set of procedures to be performed and
have the requirements for all existing limited-
assurance services conform to it. There are,
however, several problems with a prescribed-
procedures approach.

Prescribed procedures can
never be calibrated to achieve uniform

levels of attestation risk.

First, and most important, because inherent
and control risk vary (sometimes greatly)
among sets of assertions, a given set of pre-
scribed procedures would result in a different
achieved level of attestation risk for each of
several different sets of assertions. And it is
possible for a more intensive set of prescribed
procedures to result in higher attestation risk
than a less intensive set, provided the more
intensive set is applied in a situation of high
inherent and control risk and the less intensive
set applied in a situation of low inherent and
control risk.

Thus, prescribed procedures can never be
calibrated to achieve uniform levels of attesta-

tion risk, and if the profession adopted such an
approach for high- or moderate-assurance en-
gagements while using a standard expression
of high or moderate assurance, users would be
unaware that they were reading reports con-
veying different levels of assurance.

Such a situation, obviously, is undesirable.
Application of the SAS no. 47 risk model, we
submit, would avoid this problem.

A second problem with a prescribed-proce-
duies solution is that it is difficult to specify a
list of procedures that would be applicable in
the many circumstances that will arise as the
attest function evolves. Thus, such an ap-
proach would hamstring the development of
the attest function by making the ASB's and
the ARSC's promulgation of a list of proce-
dures a prerequisite for an attester's dealing
wii;h a new class of assertions.

Such a prerequisite would have hampered
the development of the attest function in areas
that are significant today—for example, re-
views of forecasts—and would even have in-
hibited, if not prohibited, the development of
audits of historical financial statements. The
SA.S no. 47 risk-model approach, on the other
hand, can be applied in any fact situation by
attesters using their professional judgment.

^. third problem with a prescribed-proce-
dures approach is that in practice many ac-
countants subject to the prescription would
nevertheless widely vary the extent of proce-
dures they perform to support their reports.
They would do so because they recognize that
inherent and control risks vary among repre-
sentations.

We believe that most accountants vary their
procedures as a matter of course in review
engagements conducted under Statement on
Standards for Accounting and Review Ser-
vices (SSARS) no. 1, Compilation and Re-
view of Financial Statements. However, be-
cause some accountants believe a prescribed-
pp^cedures approach dominates in SSARS
no. 1, these professionals think that, by going
beyond the specified procedures, they are
piiicing themselves in an untenable position.

In a situation of high inherent and control
mk, performing additional procedures makes
it appear that the attester is assuming addition-
al responsibilities; but, in the same situation,
refusal to extend procedures would result in
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work the quality of which would make the
accountant uncomfortable.

The SAS no. 47 risk model offers comfort
by providing a logical explanation for the
variance of review (and other moderate-assur-
ance attest engagements) procedures in differ-
ent situations, and it would provide attesters
with a tool for considering when and which
variances are appropriate.

A fmal probletn with a prescribed-proce-
dures approach is that specified procedures

Using the risk model as an element
of the proposed standards would help bring

order to current attest engagements
providing various levels of assurance.

are, in an important sense, incompatible with
standards for expansion of the attest function.
Standards, including interpretive statements,
are intended to be objectives, not a list of
procedures that must be performed. The risk
model doesn't present this problem.

Using the risk model as an element of the
proposed standards, while avoiding all these
probletns, would help bring order to current
attest engagements providing various levels of
assurance and, as noted, would also provide a
conceptual basis for a rational evolution of the
attest function.

The Model and
Existing Attest Engagements

Some accountants may be concerned that ap-
plying the SAS no. 47 risk model would re-
quire significant changes to the standards for
certain existing attest engagements (for exatn-
ple, a review of historical or prospective fi-
nancial statements). Some professionals may
believe that the standards for a review of his-
torical financial statements are dominated by
a prescribed-procedures approach. But this
concern isn't warranted. Almost any set of
prescribed procedures—^including those
specified in SSARS no. 1—would address the
components of the risk model.

The two approaches, then, are harmonious,
although one prescribes what procedures
should be perfortned and the other allows the
attester to choose procedures that provide evi-
dence for reducing attestation risk.

Further, we believe that the risk-model ap-
proach is consistent with a SSARS no. 1 re-
view engagement. Thus, in appendix A of the
SSARS we find that, "in determining his in-
quiries, an accountant may consider (a) the
namre and materiality of the items, (b) the
likelihood of misstatement . . . (d) the stat-
ed qualifications of the entity's accounting
personnel, [and] (e) the extent to which a par-
ticular item is affected by management's
judgment. . . . " These matters are ail indi-
cators of the level of inherent risk related to an
assertion in the financial statements.

Appendix A also contains an illustrative list
of inquiries the accountant might make during
the course of a review engagement. The list
includes, for example, inquiries about "the
procedures for recording, classifying, and
summarizing transactions" that relate to each
of the major financial statement captions list-
ed in the appendix; inquiries about whether
"general ledger control accounts agree with
subsidiary records"; and inquiries about
whether "bank balances [have] been recon-
ciled with book balances." Although these
inquiries don't amount to a study and an eval-
uation of internal accounting controls (para-
graph 29 of the SSARS specifically states that
a teview doesn't contemplate such a study and
an evaluation), the questions do provide evi-
dence pertinent to assessing control risk.

Finally, paragraph 29 says that a review
also doesn't contemplate ' 'tests of accounting
records and of responses to inquiries by ob-
taining corroborating evidential matter" and
thjs doesn't "provide assurance that the ac-
countant will become aware of all significant
matters that would be disclosed in an audit."

Nevertheless, paragraph 29 then says,
"However, if the accountant becomes aware
that information coming to his attention is in-
correct, incomplete, or otherwise unsatisfac-
tory, he should perform the additional proce-
dures he deems necessary to achieve limited
assurance that there are no material modifica-
tions that should be made to the financial state-
ments in order for the statements to be in con-
formity with generally accepted accounting
principles'' (emphasis added).

This statement is completely harmonious
with the risk-model concept of limiting risk
that the financial statements are materially
misstated to a level appropriate considering
the assurance imparted by the accountant's
report. A SSARS no. 1 review engagement is,
then, consistent with the risk model.

It can also be argued that the risk-model
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approach is consistent with the guidelines in
the AICPA's 1980 Guide for a Review ofa
Financial Forecast (second edition, 1982).
The accountant's procedures in such an en-
gagement are directed toward two major as-
sertions: (1) that the financial forecast is pre-
sented {that is, it is displayed and contains
disclosures about significant assumptions and
accounting policies) in accordance with the
rules set forth in AICPA Statement of Position
no. 75-4, Presentation and Disclosure of Fi-
nancial Forecasts, and (2) that the assump-
tions provide a reasonable basis for manage-
ment's forecast.

The accountant's procedures and report
aren't directed to the "numbers" in the finan-
cial forecast (that is, that any specific outcome
is expected) because the control of the busi-
ness during the prospective period will be in
the hands of management—the attester can't
substantiate management's intent or be re-
sponsible for its future actions—and because
it is impossible to predict future events and
circumstances.

The guide says that "factors affecting the
scope of the accountant's review include
knowledge of the [entity's] business, manage-
ment's forecasting experience, [and] the fore-
cast period. . . . " The accountant's knowl-
edge of the entity's business includes factors
such as the nature and condition of its markets
and factors specific to the industry, including
levels of competition and sensitivity to eco-
nomic conditions. Many of these factors are
indicators of inherent risk related to the rea-
sonableness of the assumptions underlying the
financiai forecast and the presentation of the
forecast.

The guide further says that the process by
which the responsible party develops its fi-
nancial forecast is a factor affecting the scope
of the accountant's review. This includes the
"process by which the factors are identified
and assumptions are developed, reviewed,
and approved. . . . " The publication also
says that the "accountant should consider the
forecasting process in relation to the guidance
in Management Advisory Services Guideline
[no.] 3 , " Guidelines for Systems for the Prep-
aration of Financial Forecasts. These matters
are indicators of control risk related to the
reasonableness of assumptions underlying the
financial forecast and the preparation of the
forecast.

The guide directs the accountant to perform
the "procedures he considers necessary in the
circumstances to enable him to report on

whether he believes the assumptions provide a
rt:asonable basis for management's forecast,"
a;; well as procedures to provide reasonable
assurance that the financial forecast is proper-
1)' presented. Thus, a review of a financial
forecast engagement is also consistent with
the SAS no. 47 risk model.

We believe that a review of a financial fore-
cast, as currently defined by the AICPA, is
intended to limit attestation risk to an appro-
priately low level for the high level of assur-
ance imparted by the accountant's review re-
port. Considering the fact that the accountant
is attesting to management's assertions that
the assumptions provide a reasonable basis for
the financial forecast and that the forecast is
properly presented, this objective is achiev-
able and appropriate. Thus, a review of a fi-
nancial forecast is substantially consistent
v/ith the proposed attestation standards.

Orderly Expansion
Oiven the reasonable expectation that the at-
test function will continue to evolve in re-
sponse to the demands of the marketplace,
there is much to be gained if this expansion
proceeds in an orderly fashion while protect-
ing attesters and users of assertions.

In keeping with this goal, we have suggest-
ed that using the generalized SAS no. 47 risk
model in the proposed standards would offer a
tiumber of benefits.

Specifically, incorporating the model
would
11 Provide a conceptual tool to help attesters
design and execute effective, efficient attest
(engagements at high and moderate levels of
assurance.
2 Set standards for such engagements that
])roperly consist of goals to be met rather than
specific procedures to be performed.
3 Help set litnits for expansion of the attest
Inunction by requiring the attester to limit risk
10 a level appropriate for the assurance impart-
ed by the attest report.
4 Give the attester a valid reason for varying
i:he nature, timing or extent of attest proce-
dures in response to the varying levels of risks
among assertions.
5 Result in conceptual consistency among au-
dits of historical financial statements and
high- and moderate-assurance attest engage-
ments on financial and nonfinancial asser-
tions. •
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