Audit Risk and Materiality:
Foundations for Effective
Auditing

Welcome to Week 5 of our auditing course. This week, we'll explore the critical
concepts of audit risk and materiality - fundamental elements that guide the

planning and execution of effective audits. These concepts directly support

Learning Outcome 4: Evaluating audit risks and internal controls.




What 1s Audit Risk?

Audit risk is the possibility that an auditor expresses an inappropriate
audit opinion when the financial statements are materially misstated. In
simpler terms, it's the risk that auditors might:

* Issue a clean opinion when financial statements contain significant

errors
* Fail to detect material misstatements during audit procedures

« Reach incorrect conclusions about the fairness of financial statements

Understanding audit risk is crucial because it guides the entire audit

approach, including the nature, timing, and extent of audit procedures.




The Audit Risk Model: IR, CR, DR

= Q

Inherent Risk (IR) Control Risk (CR)
The susceptibility of an assertion to material The risk that a material misstatement won't be
misstatement, assuming no related controls. prevented or detected by internal controls.
Factors include: Influenced by:

Transaction complexity + Control design effectiveness

Management judgment required « Implementation quality

Susceptibility to fraud « Consistency of operation

The Audit Risk Model: AR = IR x CR x DR helps auditors quantify and manage overall audit risk.

Detection Risk (DR)
The risk that audit procedures won't detect a
material misstatement. Affected by:
* Audit procedure selection
Sample size decisions

« Timing of procedures



Detection Risk in Real-Life Audits

Detection risk is the component auditors have the most control over. In

practice, auditors:

Adjust detection risk inversely to assessed inherent and control risks

« Perform more extensive testing when IR and CR are high

Use professional skepticism throughout the audit process

Apply both tests of controls and substantive procedures

Leverage technology and data analytics to enhance detection

capabilities

The relationship is inverse: as IR and CR increase, auditors must decrease

DR by performing more rigorous procedures.
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Determining Materiality

Quantitative

Definition
KHa®tats! thresholds often based

Information is material if its
on:

omission or misstatement could
5-10% of profit before tax

0.5-1% of total assets

influence the economic decisions of
0.5-2% of total revenue

users taken on the basis of the

financial statements.

Qualitative Factors
Non-numerical considerations:

Legal/regulatory requirements

Public interest concerns

Impact on trends or ratios



Assessing and Responding to
Risk

Risk Identification

|dentify potential sources of material misstatement through industry knowledge, client

understanding, and preliminary analytical procedures.

Risk Assessment
Evaluate identified risks by considering likelihood and potential impact. Determine

which risks require special audit consideration.

Risk Response
Design appropriate audit procedures to address assessed risks. This may include

modifying the nature, timing, and extent of testing.

Documentation
Document the entire risk assessment process, including identified risks,

assessment results, and planned responses.




Case Study: Enron

Background

Enron, once America's seventh-largest company, collapsed in 2001

due to massive accounting fraud and audit failures.

Audit Risk Failures

« Arthur Andersen failed to identify significant inherent risks in

complex transactions
« Control risks were inadequately assessed despite red flags

« Detection procedures were insufficient for the complexity of

operations
« Materiality was improperly applied to off-balance-sheet entities
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The Enron scandal fundamentally changed the auditing profession,
leading to the Sarbanes-Oxley Act and heightened scrutiny of audit

practices.



