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Abstract

In recent years, as China has become a member of WTO and continuous
deepening financial reform, many financial institutions have engaged into various
financial innovation businesses. The derivative financial instruments are the most
active area within these financial innovation businesses. The original purpose of
derivative financial instruments is to eliminate the uncertainties of financial activities
by hedging financial risks. However, the irrelevant application of the derivative
financial instruments has caused much financial turmoil, which urges people to
reassess the risk of the derivative financial instruments. Individual accounting firms
take part in the controlling and supervising banks' activities, which has been verified
to be an effective method to improve the supervision lever of financial activities.

The article introduces the connotation of audit risk and the audit risk model
based on the newly released Chinese Audit Standards as well as some research
results. The information provided includes types and features of derivative financial
instruments; as well as the risks associate with derivative financial instruments audit.
The purpose of the article is to study how to utilize the audit to reduce the risk of
derivative financial instruments by analyzing audit procedures of the commercial
banks’ derivative financial instruments.

The article includes four parts. The first part describes the connotation of audit
risk and the audit risk model. The second part of the article analyses the risks of the
derivative financial instruments. The third part demonstrates the application of
risk-based audit approach will reduce the audit risks. The forth part analyzes the
audit of derivative financial instrument in China and makes some suggestion.

Key words: Derivative financial instrument; Risk-based approach; Auditing;
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