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Audit Integrity Risk Models

Concerns over corporate integrity and related risks have never been greater. The impact of integrity-related
incidents has a devastating impact on investors and other corporate stakeholders. Audit Integrity risk ratings and
analytics identify companies most likely to have negative events such as:

= Regulatory Actions

» Shareholder Litigation
» Bankruptcy

» Financial Restatements

As a leading provider of accounting and governance risk analysis on public companies, Audit Integrity is widely
used to objectively identify, measure and monitor risks related to financial reporting and corporate governance
practices.

The Audit Integrity Accounting and Governance Risk (AGR") rating is a forensic measure of the transparency
and reliability of a corporation’s financial reporting and governance practices. The focus of AGR analysis is on
identifying the measures most highly associated with known fraudulent behavior, and quantifying those risks to
determine companies at greatest risk of negative events.

The Audit Integrity Bankruptcy Risk Model

Audit Integrity combined three distinct approaches to product a proprietary measure of bankruptcy risk, the Audit
Integrity Bankruptcy Risk Model, or AI-B. In addition to the fraud-based measures identified in that AGR rating,
Audit Integrity includes proven accounting-based and market-based measures that have been widely used and
accepted in academic and business use. In summary, the three approaches used in AI-B are:

Three Approaches to Predicting Bankruptcy

Accounting-based

Market-based Fraud-based

» Value of Assets » Forensic accounting

e Liquidity
* Leverage
» Profitability

« Asset Volatility e Corporate governance
* Value of Liabilities

Is the company Does the market view Can financial
financially viable? the company as viable? disclosures be trusted?

Each of these approaches is independently predictive of bankruptcy risk. Combined into the AI-B, they provide a
demonstrably better way to identify companies at risk of bankruptcy or severe financial distress.

Key Benefits and Uses

» Insurance Underwriting: improve underwriting efficiency by identifying companies at risk of business failure.

* Audit Reviews: evaluate companies with potential going concern issues, using timely data.

» Credit Management: determine key risk potential and assess the financial health of new and existing clients.

» Risk Management: evaluate suppliers and partners, conduct M&A due diligence, prospect for new business
using Audit Integrity risk ratings to identify high-risk companies and specific risk factors.

To contact Audit Integrity call toll-free to 877-880-8820, or visit our web site at www.auditintegrity.com



http://www.auditintegrity.com/
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Audit Integrity Bankruptcy Risk Model probabilities are updated monthly, reflecting the latest market
information. The Bankruptcy Risk report, as shown in an example below, is available from the Audit Integrity
web site on a stand-alone basis, or as part of the more extensive Profile or RiskBook reports.
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Bankruptcy Risk

A B C Company, Inc. (NASD: ABC)

BANKRUPTCY RISK TREND CHART

MODEL RESULT
A B C Company,_Inc. curmently has a4.32% prababiity of bankruptcy In the next 12 manths. This places them In the lowest ranked 7% of all lange
campanies In the Lnlted States, Indieating higher chance of banrupicy than 43% of comparable companies rated by Audh Integrty.
BANKRUPTCY MODEL INPUTS
The Audtt Integrity Sankrupicy Model 15 basad on thes primary Ingputs:
1. Accounting Faciors shawn by academic research io be predicive of bankrupicy (excesshe leverage, low liquidity or profits).
2 Merton Distance-fo-Detault Model whereby the company's equity Is treated 36 a call option on His assess, and the Implied market valuation
of campany assets can thus be estimated basad on optiens theary (using slock price and wolatiiy). Under Mertan, default Is considered o have
QCCUTEd When tnat implied assst vaEluation falls Delow company debt.
3. Audt integrity AGR Rating, a5 3 measure of coporate Intagrity, and the transparency and refabilty of the published accounting data.
The Input factors are Isted below, companng Me company to the universe of 3l rated ims.

o Accounting Factors
Liquidity Working Capital / Total Assets

16th percertile

-15% TR D% TR O15% 22% 30% 37U 44% 52 GO AT

Leverage  Total Liabilities / Total Assets S0th percentile

1% 21%  32%  43%  64%  64%  THY BAY  0AN  107% 118%

Met Income / Total Assets 23rd percentile

-83% -B1% -70% -5BY 4684 -35% -23% -12% 0% 12% 234 35%

AI-B Model Components

0 Accounting Factors —
accounting measures
found to be predictive of
bankruptcy include
liquidity (does the
company have cash to
fund operations?), leverage
(does the company have
too much debt?), and
profitability (is the
company making money?)

Q Distance-to-Default — the
DD model uses market-
based factors to capture a
timely assessment of
bankruptcy risk. The DD
Model reflects the extent
to which the market value
of assets exceeds debts.
‘When assets are
insufficient to repay debts,

Funds Provided by Operations / Total Liabilities 36th percertile default and ba'nkruptcy
Profitability risk iS hlgh.
-104% -G8%  -35% 0% 35%  GO%  104% 138% 173% 208%
Megative Met Income for Last Two Years No AGR Ratlng —a percentile
Growth in Net Income ISth|percentil=| 6 o
— score of 1-100, with the
14th percertile . . . .
9 ) riskiest companies having
Merton Distance to Default
a 5 10 15 20 25 30 35 40 465 50 55 60 @5 the loweSt Score' AGR
3 T measures the transparency
and reliability of financial
s e e e e disclosure.
Key Report Features

Q Bankruptcy Trend Chart — a 2-year chart of monthly bankruptcy probabilities, used to track potential

deteriorating or improving conditions.

@ Bankruptcy Probability — the probability that the company will file for bankruptcy in the next 12 months.
The Probability can be used in models and simulations to forecast likelihood and impact of bankruptcy.

Bankruptcy Percentile — a percentile score of 1-100%, with the riskiest companies having the lowest score.
A percentile score of 12 means that the company falls in the bottom 12% of all companies covered by

Audit Integrity.

To contact Audit Integrity call toll-free to 877-880-8820, or visit our web site at www.auditintegrity.com
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