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Audit Risk, Components, and Planning Process
Assignment 1
Introduction
Audit risk refers to the risk that the auditor expresses as an inappropriate audit opinion when the financial statements are materially distorted. Audit risk is a result of material misstatement and detection risk (Grahom et al.). Therefore, audit risk is made up of two components (a) risks of material misstatement and (b) detection risk.
The risk of material misstatement refers to the risk that the financial statements are materially misstated before an audit. This risk consists of two components, (a) inherent risk and (b) control risk.' Inherent risk is ‘the vulnerability of a statement about a class of transaction, account balance or communication about a misstatement that could be material, either separately or when summed up with other misstatements, before consideration of any related controls.’
Control risk is the risk that a misstatement could occur in an assertion about a class of transaction, account balance, or disclosure. There could be material, either separately or summed up with other misstatements that cannot be averted or noticed on a timely basis by the organization’s internal control.
Detection risk is defined as the auditor's procedures to minimize audit risk to an acceptably low amount that cannot be noticed. A misstatement that can exist could be material, either separately or summed up with other misstatements.
           Mitigate risk is a control activity that prevents mistakes to reduce risks. There are two kinds of control, namely, preventive and detective controls.
Preventive Controls:  - These are controls that counteract unwanted incidents from taking place therefore encouraging wanted incidents.
Examples of preventive controls include;
1. System controls preventing forbidden entrance.
2. Limitations of user overrides
3. Separation of tasks
4. Double entry of delicate managerial businesses.
Detective Controls are controls that point out unwanted incidents. Examples include exception reports, management reviews, and measures taken on the exceptions.
Due diligence is the questioning activity before devoting to something, like a contract or strategy (Demartini). Basic due diligence like examining the monetary, environmental, corporate communal responsibility, and management operations of a likely associate is a fundamental course of action in risk reduction that is frequently regarded as a legal function.
Areas needing focus for the audit:-
Several areas require emphasis during auditing. They include;
1. Revenue recognition: - Even though, the new accounting quality for revenue recognition has not yet come into force, the auditor should assess management’s needed disclosure of the impact the new standard will possibly have on the monetary reports, including assessing the form, display, and subject matter of the disclosure.

2. Auditing accounting estimate that incorporates equitable value quantification: The auditor is in charge of assessing how accounting estimates have been formed by assessing the reasonableness estimates made by management. Evaluating if the estimates are presented in line with applicable accounting standards properly disclosed.

3. Connected parties and important odd transactions: - Performance needs of late have been boosted in three essential areas: related party transactions, important odd transactions, and a corporation's monetary relationships and transactions with its administrators.
Different types of testing methods used during audit procedures
Inquiry method; this is simply the auditor asking relevant management and staff about the controls put in place at the service organization so as to find out some relevant information. This method is mostly used together with other, more dependable methods. For example, an auditor may ask the management if visitors to the data are escorted. If the auditor cannot observe this activity while on site, no control goal or criteria should ever be aided by controls only tested through inquiry procedures.
Observation method; in this method, activities, and operations are tested. The method comes in handy when there is no documentation of control, for example, observing that a security camera is set upon observing that a fire suppression system is installed.
Examination or Inspection of Evidence: This method is used to determine whether manual controls are being carried out. For example, are backups programmed to run regularly? Are forms being filled out correctly? This method mostly encompasses assessing written documentation and records such as employee manuals, visitor logs, and system databases.

Re-performance: This method is used if the other three above methods fail to provide enough guarantee that a control is running effectively. This method can be used to prove and ensure automated controls it running effectively. This testing method (as well as a CAAT) is the most powerful kind of testing to show the operating effectiveness of a control. Re-performance needs the auditor to manually carry out the control, such as re-performing a calculation that a system automatically computes.

CAAT: This method can be used to examine large amounts of data or examine every transaction rather than just a sample of all transactions. Software is generally used to perform a CAAT, ranging from using a spreadsheet to using specialized databases or software designed specifically for data analytics (e.g., ACL).

Sampling Technique:-
1. Revenue Recognition Audit Procedures:-
           General Ledger review; External revenue recognition audits evaluates the company's general ledger to decide how it records sales. Information relating to goods or services sold, delivery date, and method of payment are important parts of a revenue recognition audit. Auditors may choose an example of transactions to evaluate these specific details. The company's accounting manual or revenue recognition policies and procedures may also be incorporated during the audit. Auditors will make sure revenue information in the general ledger matches true sales statements.
              Financial Statement review; financial statement reviews are a significant part of a revenue recognition audit because the statements carry information that depict a company’s financial information. Companies may attempt to increase their sales figure on the income statement by including data from preceding or subsequent accounting periods. Auditors will review the income statement against the company’s general ledger to determine if any differences exist. A review of previous accounting periods can also demonstrate the revenue trends of a company. Auditors are keen on revenue recognition on financial statements because external business stakeholders depend on this information.
Accounts Receivable
Accounts receivable hold information concerning pending accounts sales. Companies mostly extend credit to customers and permit them to buy goods on account. The accounts receivable sub-ledger have the unpaid balances from customers. Auditors will evaluate this information to make sure the sum of cash pending matches the original sales statement. Companies can control accounts receivable information by including false account balances to better their balance sheet. Auditors will make sure each pending account balance is legal and that the company has a sensible projection for collecting the pending balance.
Accrual/Deferrals
Companies may use accruals or deferrals when recording revenue. Accruals and deferrals allow companies to modify accounting information for timing differences. Accrued revenue is recognizable sales even when cash is not received. Deferred revenue takes place after cash is received for sale. Auditors are keen on accruals and deferrals to make sure they speak for true transactions and not false information.





2. Auditing accounting estimates, including fair value measurements Audit Technique:-
.Accounting estimates are mostly incorporated in historical monetary statements because—
1. The computation of some amounts or the valuation of some accounts is unknown, pending future events.
2. Relevant data about events that have already taken place cannot be collected on a timely and cheap basis.
Developing Accounting Estimates
Management is in charge of setting up a process for preparing accounting estimates. Although the process may not be documented or formally applied, it normally consists of;
1. identifying circumstances for which accounting estimates are needed,
2. identifying the relevant factors that may influence the accounting estimate
3. ,collect relevant, enough, and reliable data to base the estimate.
4. It also includes forming assumptions that represent management's judgment of the most likely situations and events concerning the relevant factors
5. , and determining the estimated amount based on the assumptions and other relevant factors.
6. Determining that the accounting estimate is presented in line with applicable accounting principles and that disclosure is sufficient.
Evaluating Accounting Estimates
The auditor's goal when evaluating accounting estimates is to get sufficient and appropriate evidential matter to provide reasonable assurance that—
1. All accounting approximations that could be material to the financial statements have been developed.
2. Those accounting estimates makes sense in that situation.
c. The accounting estimates are presented in line with applicable accounting postulates and are properly disclosed.
Review and test management's process in many situations, the auditor evaluates the logic of an accounting estimate by performing procedures to test the process used by management to make the estimate.
3. Related parties and significant unusual transactions Audit Technique:-
Identification of related parties
It’s done to recognize connected parties, including changes from the earlier period, understand the nature of their relationship with the organization, and establish if the transactions have been entered with these connected parties during the audited time. The reason for this approach is that management is normally in the best position to recognize related party relationships and transactions than any other subject, in spite of the risk of manipulation and concealment created by management override of controls. In particular, management is likely to be aware of the relationships that have economic significance to the organization and are more likely to carry a risk of material misstatement.
Related parties controls
The inquiry of management and others within the entity who are likely to be aware of the entity's related party relationships and transactions is also important in understanding the controls. Knowledge about the transactions will assist in  recognizing and disclosing parties and transactions under accounting requirements, authorizing and approving important transactions and arrangements with related parties.
 Reviewing records and documents for unidentified or undisclosed related parties or transactions
Searching for related party relationships or transactions that management has not yet recognized or disclosed to the auditor is likely to be a difficult task, especially as management may be oblivious or trying to hide them. ISA 550 takes a strong but feasible approach to the challenge by mandating the inspection of limited types of documents, such as Bank and legal confirmations acquired as part of the audit procedures and Minutes of shareholders' and board of directors' meetings.
Types of documents required for audit evidence:-
Audit evidence is evidence acquired by auditors during a financial audit and registered in the audit working papers.
Audit Evidence:-
· Other third-party confirmations acquired by the auditor;
· Returns made by the organization to regulatory authorities;
· Shareholder registers to recognize important shareholders;
· Records of the organization’s investments;
· Contracts and agreements with crucial management and directors;
· Contracts and agreements with other entities that have directors in common;
· Meaningful  contracts and agreements outside the entity’s normal course of business;
· The specific invoices and correspondence from the entity's professional advisers (maybe relating to the entity's assets' sale) are very significant.
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