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As the time available to the auditors is limited, it is necessary to assess the risk in carrying out the audit. Therefore interim audit may be taken up before close of the accounting year when auditor can devote some time to assess the associated risk. Proper risk assessment definitely improves the audit quality, because having assessed the risk element the auditor can decide the areas requiring focused attention thereby enabling him to reduce cost. Thus, more time can be devoted to important areas of audit concern. Assessment of risk results in effective audit plan, setting appropriate materiality level, determining appropriate sample size for compliance testing and determination of the timing and extent of substantive procedures. It may be noted that an auditor can minimize audit risk only when he assesses the audit risk objectively and properly
The Auditing and Assurance Standard (AAS)-6 Risk Assessments and Internal Control issued by the Institute of Chartered Accountants of India (ICAI) has prescribed standards on the procedures to be followed by the auditor for understanding the client’s accounting and internal control systems and on audit risks and its components

Meaning of Audit Risk

Audit risk is defined under AAS-6 Risk Assessment And Internal Control: Audit Risk means the risk (the changes or probability or possibility) that the auditor gives an inappropriate audit opinion when financial statements are materially misstated. It is the additive inverse of assurance. If audit risk is 10%, assurance is (100-90)=90%.

To obtain reasonable assurance, the auditor will have to reduce audit risk to an acceptably low level. Audit risk cannot altogether be eliminated due to inherent limitation of audit.

Audit risk has three components;

1) Inherent Risk: It is the susceptibility of an account balance or class of transaction to material misstatement, assuming that there are no internal controls.

It is due to the nature of account balance or transaction and nothing can be done about it e.g., cash 

2) Control Risk: It is the risk that a material fraud or error will not be prevented or detected and corrected in a timely basis by internal controls. It is the risk that control will fail or flop.

3) Detection Risk: It is the risk that auditor’s substantive procedures will fail to detect a material fraud or error.

AUDIT RISK= inherent risk *control risk*detection risk.

Auditor can only assess the inherent risk and control risk. He cannot minimize them, as they are not in his control. So, to reduce audit risk, the auditor has to minimize detection risk. He will decide the acceptable level of detection risk based on his assessment of inherent risk and control risk. 

Accounting System: It is the series of tasks and records of an entity by which transaction are processed for maintaining books of account. Such transactions identify, assemble, analyses, calculate, classify, records, summaries and report transactions and other events. 

Internal Control: It consist of all the policies and procedures adopted by the management of an entity to assist in achieving the following objectives:
· The orderly & efficient conduct of business;
· Adherence to management policies:

· The safeguarding of assets;

· The prevention and detection of fraud & errors;

· Accurate and complete accounting records;

· The timely preparation of financial information.

The internal audit function is a separate component of the internal control function. Its objective is to determine whether other internal controls are well designed and properly operated. The internal control system comprises: 

1) Control Environment: It means the overall attitude, awareness and actions of directors and management regarding the internal control system and its importance in the entity.

2) Control Procedures: It is those polices and procedures in addition to the control environment which management has established to achieved the entities specific objectives.

(Because of the inherent limitation of internal control, control risk can never be reduced to zero in any audit situation. No matter how strong the control are, there will be some control risk however negligible.)

Understanding of the accounting and internal control system. 

Understanding the relevant aspects of the accounting and internal control systems together with the inherent and control risk assessment will enable the auditor to:

· Assess the adequacy of the accounting system.

· Identify the types of potential frauds or error that could occur.

· Consider the factor that affects the risk of material frauds and errors.

· Develop an appropriate audit plan.

· Determine the nature, timing and extent of his audit procedures.

Preliminary assessment of Inherent risk. AAS-6 (Rev.)
In developing overall audit plan; the auditor should assess the inherent risk at the level of financial statements. Such assessment should be related to material account balance and classes of transaction at the level of assertions made in the financial statements. Alternatively, the auditor should assume that inherent risk is high for assertion, taking into account factors relevant to the financial statements as a whole and to the specific assertions. When the auditor makes an assessment that the inherent risk is not high, he should document the reasons for such assessment. Factor to be considered while assessing inherent risk:

At the level of Financial Statement;

1. Management’s integrity.

2. Management’s experience and knowledge.

3. Changes in management during the period.

4. Unusual pressure. For example, the entity is in dire need of a loan.

5. The nature of entity’s business.

6. Factor affecting entity’s industries.

At the level of Account balance and Class of transaction;
1. Quality of accounting system.

2. Accounts, which required adjustment in the prior period.

3. Accounts, which required high degree of estimation.

4. The degree of judgment involved in determining account balances.

5. Susceptibility to misappropriation.

6. Unusual transaction, especially at the period end.

7.  Transaction not subjected to ordinary processing.

Preliminary assessment of control risk:
Preliminary assessment of control risk should be done by the auditor after obtaining an understanding of the accounting system and internal control but before carrying out test of control. This assessment should be:

· At the assertion level; and

· For every material account balance or class of transactions.

The preliminary assessment of control risk is the evaluation of the likely effectiveness of an entity’s internal controls in preventing or detecting and correcting material frauds and errors. The auditor’s preliminary assessment of control risk would ordinarily be high when:

(a) The entity’s accounting and internal control system are not effective; or

(b) Test of control would not be efficient. That is to say, the possible time, energy and resources saving in substantives, in the auditor’s assessment, would not be commensurate with the time, energy and resources likely to be expended on test of control.

Test of Control
The auditor should obtain audit evidence through test of control to support an assessment of control risk which is less than high .The lower the assessment of control risk the more evidence is required regarding the suitable design and effective operation of accounting system and internal control. The tests of control are preformed to obtain audit evidence about the effectiveness of:

(a) the design of the accounting and internal control system:

(b) the operation of the internal controls throughout the period.

Relationship between the assessment of inherent and control risk: Management often reacts to inherent risk situation by designing accounting and internal control system to prevent or detect and correct errors and frauds. Therefore, in many cases, inherent  & control risk are highly interrelated. In such situation, if the auditor attempts to assess inherent and control risk separately there may be inappropriate risk assessment. As a result, audit risk may be more appropriately determine in such situation by making a combined assessment
Assessment of Detection Risk

The level of detection risk relates directly to the auditor’s substantive procedures. The auditor’s control risk assessment, together with the inherent risk assessment, influences the nature, timing and extent of substantive procedure to be performed to reduce detection risk, and therefore audit risk, to an acceptably low level. Some detection risk would always be present even if an auditor were to examine 100% of the account balances or class of transaction because, for example, most audit evidence is persuasive rather than conclusive.

Relationship between Detection and Inherent & control risk

There is an inverse relationship between detection risk and the combined level of inherent and control risk. For example, inherent & control risk are high, acceptable detection risk needs to be low to reduce audit risk to an acceptably low level. On the other hand, when inherent and control risk are low, an auditor can accept a higher detection risk and still reduce audit risk to an acceptably low level.

The higher the assessment of inherent and control risk, the more audit evidence the auditor should obtain from the performance of substantive procedures. When auditor determine that detection risk regarding a financial statement assertion for a material account balance or class of transactions cannot be reduce to an acceptable level, the auditor should express a qualified or disclaimer of opinion as may be appropriate.

Audit Risk in the Small Business.

The auditor needs to obtain the same level of assurance in order to express an unqualified opinion on the financial statements of both small and large entities. However, many internal controls that would be relevant to large entities are not practical in the small business.

Relationship between Materiality and Audit Risk 

According to AAS-13 “Audit Materiality”:

(a) Materiality and the degree of audit risk are inversely related

(b) Higher the materiality level, lower the audit risk.

(c) The risk or chances that a particular account balance or class of transaction would be misstated by an extremely large amount might be very low.

(d) But the risk that it could be misstated by an extremely small amount might be very high.

The auditor considers this inverse relationship when he determines the nature, timing and extent of his audit procedures. If after planning for specific audit procedures, the auditor concludes that acceptable materiality level is lower, audit risk is increased. He would try to reduce the audit risk to an acceptable level by

(1) Carrying out extended or additional tests of control;

(2) Modifying the nature, timing and extent of his substantive procedures.

Materiality and Audit Risk in evaluating Audit Evidence. If the audit is planned prior to period end, the auditor will anticipate the result of operation and the financial position. If actual result of operations and financial position are substantially different, the assessment of materiality and audit risk may also change. Additionally, the auditor may, in planning the audit work, intentionally set the acceptable cut off level for verifying individual transaction at a lower level than is intended to be used to evaluate the result of the audit.

CIS Environment: Computer information system environment exists when one or more computers of any type or size are involved in the processing of financial information of significance to the audit.

According to “AAS-29”, the auditor should consider the CIS environment in designing audit procedures to reduce audit risk to an acceptably low level. He should make enquiries and particularly satisfy himself whether:

(a) Adequate procedure exists to ensure that the data transmitted is correct and complete, and

(b) Cross verification of records, reconciliation statement and control system between primary and subsidiary ledgers do exist and are operative and that accuracy of computer complied records are not assumed.

Conclusion:

Assessment of audit risk enables the auditor to reduce the risk of material misstatement through appropriate test of controls and substantive procedures. Risk assessment improves audit efficiency and it helps the auditor to provide value added service to the client through constructive management letter indicating material weaknesses in the accounting and internal control systems and suggesting improvements thereto.

