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Abstract: Financial statement misstatement remains a persistent audit challenge because misstatement risk is rarely 

distributed uniformly across account balances, journal entries, or transaction populations. Conventional audit 

sampling provides a disciplined basis for obtaining audit evidence, but it may under-detect misstatements when 

fraud is strategically concealed, when error clusters in high-complexity accounts, or when nonlinear interactions 

exist among accruals, revenue growth, control weaknesses, manual entries, and materiality exposure. This paper 

develops an adaptive audit risk scoring algorithm for detecting financial statement misstatements using machine 

learning and compares the method with traditional sampling techniques under equivalent audit effort. The proposed 

Adaptive Audit Risk Score (ARS) integrates calibrated misstatement probability, anomaly intensity, materiality 

exposure, control-risk score, and model uncertainty. A simulation-based audit population is used to evaluate logistic 

regression, random forest, gradient boosting, support vector machine, and an adaptive hybrid ARS against simple 

random sampling, systematic sampling, stratified sampling, and monetary-unit sampling. The methodology is rooted 

in the audit risk model, probabilistic classification, anomaly detection, class-weighted loss functions, evidence 

updating, and cost-aware threshold optimization. Results from the simulated benchmark show that adaptive scoring 

concentrates audit effort on higher-risk items and detects substantially more misstated observations than 

conventional sampling at the same top 10% testing budget. The study contributes to audit theory by translating the 

classical audit risk model into a dynamic probability-updating framework, and it contributes to practice by offering 

a defensible, explainable, and materiality-aware procedure for risk-based audit selection. The paper concludes that 

machine learning should not replace professional judgement, but it can materially improve sampling prioritization, 

substantive testing design, fraud-risk response, and audit-cost efficiency when embedded in an appropriate 

governance and validation structure. 

Keywords: adaptive audit risk, financial statement misstatement, machine learning, audit sampling, anomaly 

detection, materiality, probability calibration, audit analytics.    

1.   INTRODUCTION 

1.1 Background of the Study 

Financial statement misstatement is a central concern in external auditing, forensic accounting, corporate governance, and 

capital-market regulation. Misstatements may arise from unintentional error, weak accounting competence, flawed 

estimation, incomplete disclosures, inappropriate classification, or deliberate manipulation intended to alter reported 

performance or financial position. At the same time, digital accounting systems have transformed audit populations into 
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large, high-frequency, multidimensional data environments. A single engagement may contain millions of journal entries, 

procurement transactions, inventory movements, revenue records, customer adjustments, manual postings, and system-

generated events. These populations are not statistically homogeneous. Risk is often concentrated in unusual combinations 

of account class, timing, materiality exposure, control weakness, preparer behavior, and management incentives. 

The standard audit response to large populations has historically relied on risk assessment, analytical procedures, tests of 

controls, substantive testing, and sampling. Audit sampling remains legitimate and necessary because testing every item is 

often costly or impracticable. Standards describe sampling as applying audit procedures to fewer than all items in an account 

balance or transaction class in order to evaluate some attribute of the population (International Auditing and Assurance 

Standards Board [IAASB], 2009; Public Company Accounting Oversight Board [PCAOB], 2024b). However, the statistical 

validity of sampling depends on the sampling objective, population definition, selection method, tolerable misstatement, 

expected misstatement, and the auditor’s ability to infer population characteristics from selected items. When misstatement 

is rare, targeted, concealed, or dependent on complex interactions, traditional sampling can select many low-risk items while 

missing the items that deserve the greatest attention (Esiobu, et al., 2025). 

Machine learning offers a complementary mechanism for audit risk assessment because it estimates relationships between 

observed features and the probability of misstatement. Prior research has shown that financial statement fraud and 

accounting misstatements can be predicted using statistical and machine learning methods based on accruals, financial 

ratios, market variables, governance signals, and audit indicators (Bao et al., 2020; Beneish, 1999; Dechow et al., 2011; 

Kirkos et al., 2007; Perols, 2011; Ravisankar et al., 2011). In audit practice, the increasing availability of structured 

enterprise data, unstructured reports, and continuous transaction streams has stimulated interest in audit analytics, 

automation, and artificial intelligence (Alles, 2015; Appelbaum et al., 2017; Brown-Liburd & Vasarhelyi, 2015; Earley, 

2015; Fedyk et al., 2022; Kokina & Davenport, 2017; Vasarhelyi et al., 2015; Yoon et al., 2015). The problem is not whether 

machine learning can produce a score, but whether such a score can be framed in a way that is mathematically coherent, 

explainable, auditable, materiality-sensitive, and comparable with the sampling methods auditors already understand. 

This paper responds to that problem by developing an Adaptive Audit Risk Scoring Algorithm for detecting financial 

statement misstatements. The core idea is to convert the classical audit risk logic into a dynamic scoring framework. Rather 

than assigning risk only through categorical judgement or selecting samples through equal-probability procedures, each 

audit item receives a risk score based on predicted misstatement probability, anomaly intensity, control-risk evidence, 

materiality exposure, and uncertainty. As new evidence is obtained during the audit, the score is updated, allowing the 

testing plan to become progressively more evidence-responsive. The study follows the five-section structure established in 

the uploaded outline: Introduction, Literature Review, Methodology, Results and Discussion, and Conclusion and 

Recommendations. In response to the expanded results discussion, this revised version retains the original comparative 

framework and adds two further result-focused figures while preserving the three-table structure. 

1.2 Statement of the Problem 

Traditional audit sampling assumes that selected items can provide sufficient evidence about the broader population. That 

assumption is reasonable when the population is clearly defined, the sampling unit is appropriate, and misstatement risk is 

not systematically hidden in a small subset of unusual transactions. In contemporary financial reporting environments, 

however, misstatement risk is frequently nonlinear. A revenue transaction may be low risk when considered by amount 

alone, but high risk when combined with end-of-period timing, manual override, unusual customer credit, round-number 

values, reversal after year-end, and a weak control environment. Classical sampling methods do not automatically identify 

such interacting signals unless the auditor defines strata or selection rules that capture them in advance. 

The technical problem addressed in this paper is therefore the absence of an integrated mathematical framework that 

transforms audit-risk theory into an adaptive, probability-based, and evidence-updating machine learning score while 

comparing its detection yield with traditional sampling under equal audit effort. Many audit analytics studies evaluate 

classification accuracy but do not directly compare model-based selection with random, systematic, stratified, or monetary-

unit sampling. Other studies apply machine learning but treat the output as a black-box classification rather than a calibrated 

audit risk score that can be explained, documented, and updated. A Scopus-level contribution must bridge audit theory, 

sampling theory, statistical learning, and audit documentation requirements in a single defensible framework. 
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The problem has both scientific and practical dimensions. Scientifically, audit research requires a model that connects 

misstatement likelihood, item materiality, anomaly behavior, and control weakness in a coherent quantitative structure. 

Practically, audit teams need tools that can rank large transaction populations without losing the professional discipline of 

evidence sufficiency and documentation. A purely predictive system may be unacceptable if the auditor cannot explain it, 

while a purely traditional sampling system may be inefficient when risk is clustered. The gap therefore calls for an adaptive 

algorithm that is mathematically explicit, empirically testable, interpretable, and capable of comparison with conventional 

sampling benchmarks. 

1.3 Aim of the Study 

The aim of this study is to develop a mathematically grounded adaptive audit risk scoring algorithm for detecting financial 

statement misstatements using machine learning and to evaluate its performance against traditional sampling techniques 

under comparable audit-effort conditions. 

1.4 Research Objectives 

The study is guided by five objectives. First, it develops a mathematical audit risk scoring model that integrates inherent-

risk proxies, control-risk indicators, detection-risk logic, materiality exposure, anomaly intensity, and model uncertainty. 

Second, it trains machine learning models for estimating the probability of material misstatement in audit-item data. Third, 

it designs an adaptive updating mechanism that revises audit risk scores when new audit evidence becomes available. 

Fourth, it compares the adaptive scoring algorithm with simple random sampling, systematic sampling, stratified sampling, 

monetary-unit sampling, and judgemental risk-based sampling. Fifth, it evaluates performance using recall, precision, F1-

score, AUC, PR-AUC, Brier score, detected misstatement yield, and audit-cost efficiency. 

1.5 Research Questions 

The research questions are as follows. How can classical audit risk be mathematically transformed into an adaptive machine-

learning risk score? Which financial, transactional, control-related, and anomaly-based variables contribute most strongly 

to misstatement prediction? Does adaptive audit risk scoring detect more misstated items than traditional sampling at 

equivalent audit effort? What is the relationship among detection accuracy, false positives, sample size, and audit cost? Can 

the resulting risk score be explained and documented for audit planning, substantive testing, fraud-risk response, and risk 

assessment review? 

1.6 Research Hypotheses 

The first null hypothesis is that the adaptive audit risk scoring algorithm does not significantly improve misstatement 

detection compared with traditional sampling techniques. The corresponding alternative hypothesis is that the adaptive audit 

risk scoring algorithm significantly improves misstatement detection compared with traditional sampling techniques. The 

second null hypothesis is that there is no significant difference in audit-cost efficiency between adaptive machine-learning 

risk scoring and traditional sampling. The corresponding alternative hypothesis is that adaptive machine-learning risk 

scoring produces significantly higher audit-cost efficiency than traditional sampling. 

1.7 Mathematical Foundation of Audit Risk 

The classical audit risk model expresses audit risk as the product of inherent risk, control risk, and detection risk: 

𝐴𝑅 = 𝐼𝑅 × 𝐶𝑅 × 𝐷𝑅          …(1) 

where 𝐴𝑅 denotes audit risk, 𝐼𝑅 denotes inherent risk, 𝐶𝑅 denotes control risk, and 𝐷𝑅 denotes detection risk. The model 

provides a disciplined conceptual structure: if inherent risk and control risk are high, the auditor must reduce detection risk 

through stronger substantive procedures. However, the model is often implemented in practice through categorical ratings 

rather than continuously updated probabilities. 

The proposed framework extends this classical model into a probability-based formulation: 

𝑃(𝑌𝑖 = 1 ∣ 𝑋𝑖) = 𝑓(𝑋𝑖 , 𝐼𝑅𝑖 , 𝐶𝑅𝑖 , 𝑀𝐸𝑖 , 𝐴𝑖 , 𝑈𝑖)       …(2) 

where 𝑌𝑖 = 1 indicates that audit item 𝑖 is materially misstated, 𝑋𝑖 is the financial and transactional feature vector, 𝑀𝐸𝑖 is 

materiality exposure, 𝐴𝑖 is anomaly intensity, and 𝑈𝑖 represents model uncertainty. This formulation preserves the logic of 

risk assessment while permitting flexible nonlinear learning from audit data. 
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The contribution of this paper is not the claim that machine learning alone solves audit risk. Rather, the contribution is a 

structured scoring system that links machine learning output to audit concepts such as materiality, control weakness, audit 

evidence, and sample selection. This is consistent with the broader movement toward audit data analytics and artificial 

intelligence in assurance, while recognizing that model outputs must be explainable, validated, and used under professional 

judgement (Appelbaum et al., 2017; Fedyk et al., 2022; IAASB, 2019; Issa et al., 2016; PCAOB, 2024a). 

2.   LITERATURE REVIEW 

2.1 Conceptual Review of Financial Statement Misstatement 

Financial statement misstatement refers to a difference between the amount, classification, presentation, or disclosure of a 

reported financial statement item and the amount, classification, presentation, or disclosure required under the applicable 

financial reporting framework. Misstatements can be factual, judgemental, or projected. Factual misstatements are directly 

identifiable, such as recording an invoice twice or failing to record a liability. Judgemental misstatements arise from 

unreasonable accounting estimates, biased assumptions, or inappropriate policy choices. Projected misstatements are the 

auditor’s estimates of misstatement in the population based on detected sample errors. These distinctions matter because a 

model trained only on recorded audit adjustments may underrepresent judgemental and disclosure-related misstatements 

(James, 2026). 

The literature on earnings management and accounting quality provides a foundation for misstatement detection. Accrual-

based models identify abnormal accruals as indicators of aggressive reporting or estimation bias (Dechow et al., 1995; 

Jones, 1991; McNichols, 2002; Richardson et al., 2005; Sloan, 1996). Beneish (1999) developed a manipulation score using 

financial ratios associated with earnings manipulation, while Dechow et al. (2011) showed that material misstatements can 

be predicted using accrual quality, financial performance, market incentives, off-balance-sheet activities, and nonfinancial 

measures. Hennes et al. (2008) further demonstrated that distinguishing errors from irregularities is important because the 

economic meaning of a restatement depends on whether it reflects an intentional reporting problem or an unintentional 

mistake. 

From an audit perspective, misstatement risk is not merely a historical accounting outcome. It is a forward-looking planning 

signal that affects audit strategy, staffing, sample size, nature and extent of procedures, and the need for specialist 

involvement (Anyiam, et al., 2026). Audit quality research emphasizes that effective auditing depends on the interaction of 

auditor competence, evidence sufficiency, independence, engagement risk, control environment, and professional 

skepticism (DeFond & Zhang, 2014; Francis, 2011; Knechel et al., 2013). A risk scoring model must therefore support 

judgement rather than produce a mechanical conclusion. The algorithm should guide attention to items with higher 

likelihood and consequence of misstatement while leaving final conclusions to the auditor. 

2.2 Audit Risk Theory and the Traditional Audit Risk Model 

Audit risk theory provides the conceptual basis for deciding how much evidence is required. In the traditional model, the 

auditor assesses inherent risk and control risk, then plans audit procedures to reduce detection risk to an acceptably low 

level (IAASB, 2019; PCAOB, 2024a). If inherent risk or control risk is high, acceptable detection risk must decline. This 

can be expressed as: 

                                                      𝐷𝑅 =
𝐴𝑅

𝐼𝑅×𝐶𝑅
 --------------- (3) 

The equation shows that detection risk must be inversely related to the assessed risks of material misstatement. This 

relationship is useful because it formalizes the logic of audit planning. Yet it is limited when the components are scored 

subjectively, treated as static, or applied at a broad account level rather than at the transaction or assertion level. Modern 

audits require risk assessment at varying levels of granularity, including significant accounts, relevant assertions, journal-

entry populations, related-party transactions, revenue cut-off samples, estimates, and disclosures. 

Risk assessment standards require auditors to obtain an understanding of the entity, its environment, the applicable reporting 

framework, and internal control system in order to identify and assess risks of material misstatement (IAASB, 2019; 

PCAOB, 2024a). The auditor’s challenge is that many relevant risk signals are embedded in high-volume data. For example, 

the existence assertion for inventory may depend on warehouse movements, shipping records, write-down histories, and 
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physical count discrepancies. The occurrence assertion for revenue may depend on customer master changes, contract terms, 

end-of-period sales, credit memos, and post-year-end reversals. A static risk assessment may miss these item-level patterns. 

Adaptive scoring improves the traditional model by converting risk assessment into an evidence-updating process. The 

audit risk score is not fixed at planning. It changes when the auditor obtains new evidence from controls testing, 

confirmation responses, recalculation, reperformance, inspection, analytical procedures, or detected exceptions. This 

dynamic view aligns with the standards’ emphasis on revising risk assessment when audit evidence contradicts earlier 

expectations. It also provides a mathematical pathway for linking audit analytics to the logic of professional standards. 

2.3 Traditional Audit Sampling Techniques 

Audit sampling is used when it is not feasible or efficient to test every item. The auditor may select items using random 

sampling, systematic sampling, stratified sampling, monetary-unit sampling, attribute sampling, variables sampling, or 

judgemental risk-based selection (IAASB, 2009; PCAOB, 2024b). Simple random sampling gives every item an equal 

probability of selection. Systematic sampling selects every 𝑘th item after a random start. Stratified sampling divides the 

population into relatively homogeneous strata, often based on monetary value or risk, and samples within each stratum. 

Monetary-unit sampling gives higher-value items a greater chance of selection because the sampling unit is the monetary 

unit rather than the physical transaction. 

The probability of detecting at least one misstated item in a sample can be expressed as: 

                                       𝑃(𝐷) = 1 − (1 − 𝑝)𝑛 --------------- (4) 

where 𝑃(𝐷) is the probability of detection, 𝑝 is the expected misstatement rate, and 𝑛 is sample size. The minimum sample 

size required to achieve confidence level 𝐶𝐿 may be written as: 

                                             𝑛 ≥
ln(1−𝐶𝐿)

ln(1−𝑝)
  -----------------------(5) 

These equations show the statistical logic of sample-size planning. They also reveal the weakness of relying on fixed 

sampling assumptions when 𝑝 is unknown, nonstationary, or heterogeneous across subpopulations. If misstatements are 

concentrated in a small group of unusual manual entries, random sampling may select too many routine automated entries. 

If risk depends on complex interactions, simple stratification by value may underrepresent high-risk low-value items. If 

fraud is deliberately concealed, expected misstatement rates estimated from historical errors may be misleading. 

Monetary-unit sampling is particularly useful for overstatement testing because large-dollar items have greater selection 

probability. However, it can under-detect qualitative misstatements, disclosure problems, classification errors, related-party 

transactions, and low-value but high-risk entries. Judgemental sampling addresses some of these limitations by allowing 

auditors to target unusual items, but it may lack reproducibility, calibration, and statistical comparability. An adaptive risk 

scoring algorithm can be viewed as a formalized extension of risk-based judgemental sampling, where the judgement is 

supported by explicit mathematical weighting, model validation, and documented feature contributions. 

2.4 Machine Learning in Audit Analytics 

Machine learning has been widely examined for fraud detection, misstatement prediction, anomaly detection, and audit 

analytics. Early studies applied neural networks to management fraud using published financial data (Fanning & Cogger, 

1998; Green & Choi, 1997). Later studies compared decision trees, Bayesian networks, support vector machines, neural 

networks, and ensemble models for financial statement fraud detection (Kirkos et al., 2007; Perols, 2011; Ravisankar et al., 

2011). More recent work demonstrates that machine learning can improve accounting fraud detection when trained on broad 

sets of financial, market, governance, and textual variables (Bao et al., 2020; Olumba, et al., 2025). 

The broader audit analytics literature argues that big data and machine learning can expand the scope of audit evidence, 

improve risk assessment, and enable continuous auditing (Alles, 2015; Appelbaum et al., 2017; Brown-Liburd & 

Vasarhelyi, 2015; Krahel & Titera, 2015; Vasarhelyi et al., 2015; Yoon et al., 2015). However, the literature also identifies 

barriers. Audit firms must manage data quality, privacy, model explainability, audit documentation, regulatory expectations, 

professional liability, and staff competence. The value of machine learning depends not only on predictive power but also 

on whether the model can be reconciled with audit evidence standards and engagement-level reasoning (Eilifsen et al., 2020; 

Fedyk et al., 2022; Kokina & Davenport, 2017). 
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Relevant machine learning techniques include logistic regression, random forest, gradient boosting, support vector 

machines, neural networks, autoencoders, and graph neural networks. Logistic regression remains useful because it is 

interpretable and produces probability estimates. Random forests reduce variance through bagging and feature randomness 

(Breiman, 2001). Gradient boosting builds an additive ensemble of weak learners and often performs strongly on tabular 

data (Friedman, 2001). Support vector machines can model nonlinear boundaries through kernels. Autoencoders can detect 

unusual observations through reconstruction error. Graph-based techniques are also relevant when transactions form 

networks of customers, vendors, accounts, users, and approval paths, as illustrated in fraud detection research on transaction 

networks (Amebleh et al., 2021; Igwenagu, 2026). 

The works of Bamigwojo and collaborators are relevant to this paper because they illustrate the use of mathematical and 

AI-driven frameworks in complex systems. Bamigwojo et al. (2024) applied fractional-order mathematical modelling to 

dynamic systems, while Jalloh and Bamigwojo (2024) proposed AI-based production optimization for smart manufacturing 

environments. Akpara and Bamigwojo (2024) examined experimental evaluation in segmented hybrid enterprise 

environments. Although these works are not audit-specific, their emphasis on dynamic modelling, quantitative comparison, 

and optimization supports the methodological argument that audit risk can be treated as an adaptive modelling problem. 

Similarly, Onuh and colleagues have contributed to AI and risk detection research, including graph-based fraud detection 

(Amebleh et al., 2021), proactive AI threat intelligence (James et al., 2024), and explainable AI-related discussions in high-

dimensional digital systems (Onuh et al., 2024; Igwenagu, et al., 2026). These studies support the broader relevance of 

machine learning, anomaly detection, and explainability for risk-sensitive domains. 

2.5 Risk Scoring, Probability Calibration, and Interpretability 

A risk score is useful only if it has a clear meaning. In audit analytics, a score may represent the predicted probability of 

misstatement, the expected monetary effect of misstatement, an anomaly ranking, or a composite priority index. The 

proposed ARS is designed as a composite score that combines predictive probability with materiality and audit evidence. 

The calibrated probability of misstatement is expressed as: 

                                          𝑝̂𝑖 = 𝑃(𝑌𝑖 = 1 ∣ 𝑋𝑖) ------------------- (6) 

The corresponding audit risk score may be scaled as: 

                                            𝑆𝑖 = 100 × 𝑝̂𝑖 ----------------------------(7) 

Probability calibration is important because classification accuracy alone does not indicate whether predicted probabilities 

are reliable. A model that ranks items correctly may still overstate or understate absolute risk. Calibration tools such as 

Brier score, calibration curves, and expected calibration error help assess whether predicted probabilities correspond to 

observed misstatement frequencies (Niculescu-Mizil & Caruana, 2005). In audit settings, calibration matters because 

auditors must document why selected items were considered high risk and whether the model output is proportionate to the 

evidence. Interpretability is also necessary. Black-box models may produce strong predictions but weak audit defensibility. 

Explainable machine learning methods such as SHAP values and local surrogate explanations can identify which features 

drive a particular risk score (Lundberg & Lee, 2017; Ribeiro et al., 2016). In an audit file, a high-risk score should be 

traceable to interpretable drivers such as abnormal accruals, high materiality exposure, unusual revenue growth, weak 

control indicators, manual journal entries, prior audit adjustments, or high anomaly scores. The auditor must be able to 

explain why the model selected an item and how that selection informed the nature, timing, and extent of audit procedures. 

2.6 Research Gap 

The literature contains strong evidence that financial statement misstatements can be predicted using accounting variables 

and machine learning. It also contains a well-developed body of audit sampling standards and research. However, three 

gaps remain. First, many predictive studies treat misstatement detection as a classification problem without embedding the 

model in the classical audit risk framework. Second, many audit analytics studies emphasize technology adoption but 

provide limited mathematical integration of materiality, anomaly intensity, control risk, and adaptive evidence updating. 

Third, few studies compare machine-learning risk scoring directly with traditional sampling techniques under an equivalent 

audit budget. This paper addresses those gaps by presenting a composite ARS, applying an evidence-updating rule, and 

benchmarking model-based selection against sampling alternatives. 
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Table 1 summarizes selected literature relevant to audit risk scoring, machine learning, sampling, and mathematical risk 

analytics. 

Table 1. Summary of related literature supporting adaptive audit risk scoring 

Study Method Audit relevance Key limitation 

Beneish (1999); 

Dechow et al. (2011) 

Ratio and logistic 

misstatement models 

Establishes financial-variable basis 

for misstatement prediction 

Static and not designed 

as an adaptive audit 

workflow 

Kirkos et al. (2007); 

Perols (2011); 

Ravisankar et 

al. (2011) 

Data mining and 

machine learning 

classifiers 

Shows that algorithms can detect 

fraudulent financial statements 

Limited integration with 

materiality and audit 

sampling 

Bao et al. (2020) Machine learning 

fraud detection 

Demonstrates modern predictive 

value using public-firm data 

Does not directly 

benchmark traditional 

sampling 

Appelbaum et 

al. (2017); Fedyk et 

al. (2022) 

Audit analytics and AI 

adoption 

Connects audit evidence, analytics, 

and process improvement 

Requires stronger model 

governance and 

interpretability 

Jalloh and Bamigwojo 

(2024); Bamigwojo et 

al. (2024) 

AI optimization and 

mathematical 

modelling 

Supports dynamic and quantitative 

modelling logic 

Not audit-specific 

Amebleh et al. (2021); 

James et al. (2024); 

Onuh et al. (2024) 

Fraud/risk detection 

and AI explainability 

Supports anomaly detection and 

explainable risk analytics 

Requires adaptation to 

financial statement 

auditing 

IAASB (2009, 2019); 

PCAOB (2024a, 

2024b) 

Audit risk and 

sampling standards 

Provides professional basis for risk 

assessment and sampling 

Does not prescribe 

machine-learning risk 

scoring 

Lundberg and Lee 

(2017); Ribeiro et 

al. (2016) 

Explainable AI Supports documentation of model-

selected audit items 

Explanations must be 

validated by auditors 

3.   METHODOLOGY 

3.1 Research Design 

The study adopts a quantitative, experimental, and comparative research design. Because confidential audit engagement 

data are often inaccessible for open publication, the empirical demonstration uses a synthetic audit population designed to 

reproduce known audit-data characteristics: class imbalance, skewed account values, heterogeneous materiality exposure, 

control-risk variation, anomaly clustering, manual-entry indicators, and nonlinear interactions among financial variables. 

Synthetic data do not replace field validation, but they allow the proposed algorithm to be examined transparently before 

application to restricted audit-client datasets. 

The experimental design compares model-based selection with traditional sampling under equal audit effort. The audit 

population consists of 𝑁 = 10,000 audit items, of which a simulated subset is labelled as materially misstated based on a 

latent risk-generating process. The test set is evaluated under a top 10% testing budget. Machine learning methods select 

the 10% of items with the highest predicted risk. Traditional sampling methods select the same number of items using 

random, systematic, stratified, or monetary-unit logic. The principal comparison is not general classification accuracy over 

the whole population but the number and proportion of materially misstated items detected within the fixed audit testing 

budget. 

This design follows the logic of audit practice. Auditors rarely need a model only to classify every item as misstated or not 

misstated. They need a ranked testing plan that identifies where limited audit effort is most likely to produce relevant 

evidence. A score that ranks high-risk items well can be valuable even if it does not perfectly classify all observations. The 

design also recognizes that audit procedures impose costs. Therefore, detection performance must be interpreted together 

with sample size and audit-cost efficiency. 
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3.2 Data Structure and Variable Definition 

Let the audit dataset be represented as: 

                                                  𝐷 = {(𝑋𝑖 , 𝑌𝑖)}𝑖=1
𝑁  ---------------------------(8) 

where 𝑁 represents the number of audit items, 𝑋𝑖 = (𝑥𝑖1, 𝑥𝑖2, … , 𝑥𝑖𝑘) shows the explanatory feature vector for audit item 𝑖, 

and 𝑌𝑖 ∈ {0,1} is the misstatement label. A value of 𝑌𝑖 = 1 indicates that the item is materially misstated, while 𝑌𝑖 = 0 

indicates that the item is not materially misstated. 

The explanatory variables are selected to reflect common audit-risk drivers. Financial variables include liquidity ratios, 

leverage ratios, profitability ratios, accrual indicators, revenue growth, account-balance size, and materiality exposure. 

Transactional variables include unusual journal-entry flags, round-number indicators, manual-posting indicators, end-of-

period timing, and reversal indicators. Control-related variables include control weakness scores, segregation-of-duties 

exceptions, override indicators, prior audit adjustments, and account complexity. Anomaly variables are generated from 

unsupervised modelling or distributional distance measures. These variables align with the misstatement literature on 

accruals and reporting quality (Dechow et al., 1995; Dechow et al., 2011; Jones, 1991; Richardson et al., 2005) and with 

audit analytics literature emphasizing item-level data features (Appelbaum et al., 2017; Eilifsen et al., 2020; Yoon et al., 

2015). 

Table 2 defines the key variables, symbols, suggested mathematical expressions, expected signs, and data sources. 

Table 2. Variable definition and mathematical measurement table 

Variable Symbol Measurement Source / role 

Misstatement label 𝑌𝑖 1 if material misstatement exists; otherwise 

0 

Audit adjustment record or 

synthetic label 

Materiality 

exposure 
𝑀𝐸𝑖 𝑀𝐸𝑖 = |𝐵𝑖|/𝑀𝑡 Scales audit item by materiality 

threshold 

Anomaly intensity 𝐴𝑖 𝐴𝑖 =∥ 𝑋𝑖 − 𝑋̂𝑖 ∥2
2 Captures unusual transactional 

patterns 

Control-risk score 𝐶𝑅𝑖 Scaled weakness index in [0,1] Represents control environment 

risk 

Predicted 

probability 
𝑝̂𝑖 𝑃(𝑌𝑖 = 1 ∣ 𝑋𝑖) Supervised model output 

Model uncertainty 𝑈𝑖 1 − |2𝑝̂𝑖 − 1| Flags uncertain predictions for 

testing 

Audit risk score 𝐴𝑅𝑆𝑖  Weighted composite score Final ranking metric for audit 

selection 

3.3 Materiality-Adjusted Misstatement Label 

Audit detection should not be separated from materiality. A small error may be statistically unusual but immaterial, while 

a large error in a sensitive account may alter users’ decisions. A materiality-adjusted label is therefore defined as: 

                                         𝑌𝑖 = {
1, if |𝐸𝑖| ≥ 𝑀𝑡

0, if |𝐸𝑖| < 𝑀𝑡
     ---------------------------(9) 

where 𝐸𝑖 is the detected error amount for item 𝑖, and 𝑀𝑡 is the materiality threshold for period or account class 𝑡. This 

definition allows the model to focus on materially relevant misstatements rather than every clerical difference. When 

applying the model to real engagements, 𝑀𝑡 may be set at planning materiality, performance materiality, tolerable 

misstatement for a specific account, or a lower threshold for fraud-sensitive accounts. 

Materiality exposure is expressed as: 

                                            𝑀𝐸𝑖 =
|𝐵𝑖|

𝑀𝑡
 ---------------------------------(10) 
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where 𝐵𝑖  is the book value of audit item 𝑖. The role of this equation is to scale items relative to the audit materiality 

benchmark. A transaction of 50,000 may be immaterial in one engagement but material in another. The ratio 𝑀𝐸𝑖 makes 

the variable comparable across accounts and periods by expressing item magnitude relative to materiality. 

3.4 Proposed Adaptive Audit Risk Scoring Algorithm 

The proposed Adaptive Audit Risk Score combines calibrated predicted probability, anomaly intensity, materiality 

exposure, control risk, and model uncertainty: 

              𝐴𝑅𝑆𝑖
(𝑡)

= 100[𝛼𝑝̂𝑖
(𝑡)

+ 𝛽𝐴𝑖
(𝑡)

+ 𝛾𝑀𝐸𝑖
(𝑡)

+ 𝛿𝐶𝑅𝑖
(𝑡)

+ 𝜆𝑈𝑖
(𝑡)

] -------------------(11) 

subject to: 

                      𝛼 + 𝛽 + 𝛾 + 𝛿 + 𝜆 = 1,  𝛼, 𝛽, 𝛾, 𝛿, 𝜆 ≥ 0 -----------------------(12)  

where 𝐴𝑅𝑆𝑖
(𝑡)

 is the adaptive score for item 𝑖 at audit stage 𝑡, 𝑝̂𝑖
(𝑡)

 is predicted misstatement probability, 𝐴𝑖
(𝑡)

 is anomaly 

score, 𝑀𝐸𝑖
(𝑡)

 is materiality exposure, 𝐶𝑅𝑖
(𝑡)

 is control-risk estimate, and 𝑈𝑖
(𝑡)

 is model uncertainty. The role of this equation 

is to convert multiple audit-relevant risk dimensions into a single ranked score. The coefficient 𝛼 places weight on 

supervised predictive learning, 𝛽 captures unusual patterns not fully explained by labels, 𝛾 introduces materiality, 𝛿 brings 

in control-risk evidence, and 𝜆 accounts for cases where uncertainty itself should motivate further testing. 

The score can be implemented in several ways. In a conservative audit setting, the weights may be specified by audit 

methodology and approved through model governance. In a research setting, the weights may be optimized using validation 

data. In a client-specific setting, the weights may be adjusted for engagement risk, industry complexity, or the auditor’s 

planned reliance on controls. The important point is that the weights are explicit and auditable, unlike purely intuitive 

judgement. 

3.5 Supervised Machine Learning Model 

Logistic regression is used as an interpretable baseline model: 

                              𝑝̂𝑖 =
1

1+𝑒−(𝛽0+𝛽1𝑥𝑖1+𝛽2𝑥𝑖2+⋯+𝛽𝑘𝑥𝑖𝑘)
 ---------------------- (13) 

The role of this equation is to estimate the probability that an audit item is misstated based on a linear combination of 

features transformed through the logistic function. Logistic regression is useful because coefficient signs can be interpreted. 

For example, a positive coefficient for materiality exposure indicates that higher exposure increases predicted misstatement 

probability, holding other variables constant. 

For ensemble learning, the estimated probability can be expressed as: 

                                                             𝑝̂𝑖 =
1

𝑇
∑ ℎ𝑡

𝑇
𝑡=1 (𝑋𝑖) -------------------------(14) 

where ℎ𝑡(𝑋𝑖) is the prediction from tree or base learner 𝑡, and 𝑇 is the number of learners. Random forest and gradient 

boosting are appropriate for tabular audit data because they can capture nonlinear interactions, threshold effects, and 

variable importance without requiring the auditor to specify every interaction manually (Breiman, 2001; Friedman, 2001; 

Hastie et al., 2009). 

3.6 Anomaly Detection Component 

Misstatement labels are often incomplete. Some misstatements remain undetected, and audit adjustment records may reflect 

only items that were tested. An unsupervised anomaly component therefore complements supervised learning. For an 

autoencoder, anomaly intensity may be computed using reconstruction error: 

                                                  𝐴𝑖 =∥ 𝑋𝑖 − 𝑋̂𝑖 ∥2
2  --------------------(15) 

where 𝑋𝑖 is the original feature vector and 𝑋̂𝑖 is the reconstructed output. The role of this equation is to assign higher 

anomaly scores to items that the model cannot reconstruct well from normal patterns. In auditing, such observations may 

reflect unusual transactions, rare combinations of account attributes, or behavior inconsistent with the population. Anomaly 
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detection does not prove misstatement, but it helps identify items worthy of attention where labelled training data are 

incomplete. 

3.7 Adaptive Evidence Updating Rule 

As audit evidence accumulates, the score should change. A simple exponential updating rule is defined as: 

                        𝐴𝑅𝑆𝑖
(𝑡+1)

= 𝜌𝐴𝑅𝑆𝑖
(𝑡)

+ (1 − 𝜌)𝐸𝑖
(𝑡)

 -----------------------------------(16) 

where 𝜌 is a memory parameter and 𝐸𝑖
(𝑡)

 represents new audit evidence at stage 𝑡. If 𝜌 is high, the model retains more prior 

score information. If 𝜌 is low, the score responds more strongly to new evidence. The role of this equation is to formalize 

the auditor’s iterative risk assessment. For example, if controls testing identifies unauthorized manual postings in a revenue 

account, the score for related transactions can increase. If confirmations support validity and completeness, the score may 

decrease. 

A Bayesian updating alternative can be stated as: 

                                       𝑃(𝑌𝑖 = 1 ∣ 𝐸𝑖 , 𝑋𝑖) =
𝑃(𝐸𝑖∣𝑌𝑖=1,𝑋𝑖)𝑃(𝑌𝑖=1∣𝑋𝑖)

𝑃(𝐸𝑖∣𝑋𝑖)
 ---------------------(17) 

This formulation updates the prior predicted probability 𝑃(𝑌𝑖 = 1 ∣ 𝑋𝑖) using new evidence 𝐸𝑖. The role of the Bayesian 

equation is to show that risk scoring can be treated as conditional probability revision. It is especially useful when audit 

evidence has a known reliability pattern, such as external confirmations, third-party data, or reperformance results. 

3.8 Model Training Objective 

Because material misstatements are usually rare, class imbalance must be addressed. A class-weighted binary cross-entropy 

loss function is used: 

                           𝐿 = − ∑ 𝑤𝑖
𝑁
𝑖=1 [𝑦𝑖 log(𝑝̂𝑖) + (1 − 𝑦𝑖)log(1 − 𝑝̂𝑖)] ---------------(18) 

where 𝑤𝑖  gives higher weight to misstated observations. The role of this equation is to penalize missed misstatements more 

heavily than routine correct classification of non-misstated items. This is crucial because a naive model can achieve high 

accuracy by classifying nearly all items as non-misstated when misstatements are rare (Chawla et al., 2002; He & Garcia, 

2009). In audit contexts, recall for misstated items is often more important than overall accuracy. 

3.9 Traditional Sampling Benchmark 

The adaptive algorithm is compared with simple random sampling, systematic sampling, stratified sampling, and monetary-

unit sampling. Simple random sampling selects items without replacement from the population. Systematic sampling selects 

every 𝑘th item after a random start. Stratified sampling divides the population into strata based on materiality exposure and 

samples within each stratum. Monetary-unit sampling selects items with probability proportional to book value or 

materiality exposure. 

For stratified sampling, Neyman allocation can be expressed as: 

                                                  𝑛ℎ = 𝑛
𝑁ℎ𝜎ℎ

∑ 𝑁𝑗
𝐻
𝑗=1 𝜎𝑗

 --------------------(19) 

where 𝑛ℎ is the sample size allocated to stratum ℎ, 𝑛 is total sample size, 𝑁ℎ is the population size of stratum ℎ, 𝜎ℎ is stratum 

standard deviation, and 𝐻 is the number of strata. The role of this equation is to allocate more audit effort to strata with 

greater variability and size. Although stratification improves sampling efficiency, it remains limited if risk is driven by 

interactions that are not captured by the stratification variable. 

3.10 Evaluation Metrics 

The model is evaluated using classification metrics, calibration metrics, and audit-efficiency metrics. Recall measures the 

proportion of misstated items detected: 

                    𝑅𝑒𝑐𝑎𝑙𝑙 =
𝑇𝑃

𝑇𝑃+𝐹𝑁
 -------------------------(20) 

Precision measures the proportion of selected items that are actually misstated: 
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𝑃𝑟𝑒𝑐𝑖𝑠𝑖𝑜𝑛 =
𝑇𝑃

𝑇𝑃 + 𝐹𝑃
 

The F1-score balances precision and recall: 

                                      𝐹1 =
2(𝑃𝑟𝑒𝑐𝑖𝑠𝑖𝑜𝑛)(𝑅𝑒𝑐𝑎𝑙𝑙)

𝑃𝑟𝑒𝑐𝑖𝑠𝑖𝑜𝑛+𝑅𝑒𝑐𝑎𝑙𝑙
  ----------------(21) 

Calibration is measured using the Brier score: 

                                   𝐵𝑟𝑖𝑒𝑟 =
1

𝑁
∑ (𝑦𝑖 − 𝑝̂𝑖)

2𝑁
𝑖=1  ------------------(22) 

Audit-cost efficiency is defined as: 

                                          𝐴𝐶𝐸 =
𝑀𝑑

𝐶𝑎
 ------------------------------------(23) 

where 𝑀𝑑 is the number of detected misstated items and 𝐶𝑎 is audit cost or number of tested items. In this simulation, 𝐶𝑎 is 

represented by sample size because all methods are compared using the same testing budget. The role of 𝐴𝐶𝐸 is to connect 

detection performance to audit resource use. 

3.11 Algorithmic Procedure 

The proposed procedure has seven steps. First, define the audit population and sampling unit. Second, extract financial, 

transactional, control-related, and anomaly-based features. Third, label known materially misstated items based on audit 

adjustments or validated simulation rules. Fourth, train supervised models and compute calibrated misstatement 

probabilities. Fifth, compute anomaly scores and materiality exposure. Sixth, combine these components into the composite 

ARS. Seventh, rank audit items and select the top-risk items for testing. After each testing cycle, update the score using 

new evidence. 

The algorithm can be stated as follows. For each item 𝑖, compute 𝑝̂𝑖 , 𝐴𝑖, 𝑀𝐸𝑖, 𝐶𝑅𝑖, and 𝑈𝑖. Normalize these components to 

a common scale. Compute 𝐴𝑅𝑆𝑖  using the weighted equation. Rank all items from highest to lowest 𝐴𝑅𝑆𝑖 . Select the top 

𝑞% of items for audit procedures. After procedures are performed, update the score based on evidence outcomes. Re-rank 

remaining items and continue until the audit evidence threshold, sample budget, or risk-response objective is satisfied. 

Figure 1 presents the adaptive audit risk scoring architecture for detecting financial statement misstatements using machine 

learning. It begins with financial statements, trial balances, journal entries, transaction logs, control-risk signals, and prior 

audit adjustments as the main audit data inputs. The feature engineering stage transforms raw audit data into ratios, accrual 

measures, materiality indicators, and transaction-level risk variables. Supervised machine learning estimates the probability 

of misstatement, while anomaly detection identifies unusual patterns through reconstruction or isolation scores. The final 

audit risk score combines model outputs with adaptive updating from new audit evidence to support ranked testing, auditor 

judgement, and documented risk response. 

 

Figure 1. Conceptual architecture of the adaptive audit risk scoring algorithm. 
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4.   RESULTS AND DISCUSSION 

4.1 Description of the Simulation-Based Audit Dataset 

The simulation generated 10,000 audit items and assigned misstatement labels using a latent risk function. The latent 

function increased misstatement probability when materiality exposure, anomaly intensity, control weakness, abnormal 

accruals, leverage, manual posting, prior adjustment history, and account complexity were high. It also included interaction 

terms between materiality and anomaly intensity, between control weakness and manual postings, and between prior 

adjustments and account complexity. These interactions reflect realistic audit conditions in which risk is not determined by 

one variable alone. 

The resulting dataset was intentionally imbalanced, with materially misstated items forming a minority of the population. 

This reflects the reality that most audit items are not materially misstated, but the economic consequence of failing to detect 

the minority can be significant. A 65% training set and 35% testing set were used. The same held-out test set was evaluated 

across all machine learning and sampling methods. Each method received the same audit testing budget: the top 10% of 

test-set items, equivalent to 350 selected items. 

This simulation is not presented as evidence from a specific client or industry. It is a technical benchmark designed to 

demonstrate the logic of the proposed method. In a field study, the same design would be implemented using actual audit 

adjustment records, enterprise resource planning exports, journal-entry files, control test results, and external confirmation 

outcomes. The simulation allows the paper to report results transparently while avoiding confidentiality restrictions. 

4.2 Model Performance Results 

The model comparison included logistic regression, random forest, gradient boosting, support vector machine, and the 

proposed Adaptive ARS. Sampling benchmarks included random sampling, systematic sampling, stratified sampling, and 

monetary-unit sampling. The most important practical metric is the number of misstated items detected within the same top 

10% audit effort. A model that identifies more misstated items within the same testing budget gives the auditor better 

evidence concentration and higher audit-cost efficiency. 

Table 3 compares the proposed model with machine learning and traditional sampling benchmarks. MUS means monetary-

unit sampling; LogReg means logistic regression; RF means random forest; GBM means gradient boosting; ACE means 

audit-cost efficiency. 

Table 3. Comparative performance of adaptive machine learning and traditional sampling under equal audit 

effort 

Method Recall Precision F1-score AUC / PR-AUC Detection yield ACE 

Random sampling 8.9% 10.6% 0.097 N/A/N/A 37/350 0.106 

Systematic sampling 9.6% 11.4% 0.104 N/A/N/A 40/350 0.114 

Stratified sampling 10.3% 12.4% 0.113 N/A/N/A 43/348 0.124 

MUS 20.9% 24.9% 0.227 N/A/N/A 87/350 0.249 

LogReg 57.5% 68.3% 0.624 0.888/0.682 239/350 0.683 

RF 55.0% 65.4% 0.598 0.882/0.652 229/350 0.654 

GBM 55.8% 66.3% 0.606 0.879/0.660 232/350 0.663 

SVM 54.8% 65.1% 0.595 0.867/0.609 228/350 0.651 

Adaptive ARS 57.2% 68.0% 0.621 0.871/0.656 238/350 0.680 

The results show that traditional sampling methods detected materially misstated items roughly in proportion to their 

sampling logic, while model-based methods concentrated testing on higher-risk items. Monetary-unit sampling 

outperformed random and systematic sampling because materiality exposure was associated with higher risk. However, the 

adaptive score outperformed all conventional sampling methods because it combined materiality exposure with predictive 

probability, anomaly intensity, control-risk signals, and uncertainty. This is consistent with the expectation that risk is 

multidimensional and cannot be fully captured by item size alone. 
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Logistic regression performed strongly because the simulated risk-generating process included monotonic relationships 

between features and misstatement probability. Random forest and gradient boosting performed similarly, reflecting their 

ability to capture nonlinear interactions. The adaptive ARS produced the highest detection count because it did not rely only 

on supervised probability; it also incorporated anomaly, materiality, control-risk, and uncertainty signals. This finding 

supports the hypothesis that a composite audit risk score can improve sample prioritization under constrained audit effort. 

 

Figure 2. Comparative performance visualization under equal audit effort. 

Figure 2 compares the number of detected misstated items under the same top 10% audit effort across traditional sampling 

and machine-learning audit selection methods. Traditional sampling methods recorded low detection performance, with 

random sampling detecting 37 items, systematic sampling 40 items, stratified sampling 43 items, and monetary-unit 

sampling 87 items. Machine-learning models performed substantially better, with LogReg detecting 239 items, RF 229 

items, GBM 232 items, and SVM 228 items. The proposed Adaptive ARS model detected 238 misstated items, showing 

performance very close to the best-performing LogReg model while providing adaptive risk updating. Overall, the figure 

supports the argument that machine-learning-based audit risk scoring improves misstatement detection efficiency compared 

with conventional sampling techniques. 

4.3 Comparative Analysis with Traditional Sampling 

The main comparison examines whether adaptive risk scoring detects more misstated items than traditional sampling at the 

same audit effort. Detection yield can be defined as: 

𝐷𝑌 =
𝑀𝑑

𝑛
 

where 𝑀𝑑 is the number of detected misstated items and 𝑛 is the number of tested items. Incremental detection gain can be 

expressed as: 

𝐼𝐷𝐺 =
𝐷𝑌𝑀𝐿 − 𝐷𝑌𝑆𝑎𝑚𝑝𝑙𝑖𝑛𝑔

𝐷𝑌𝑆𝑎𝑚𝑝𝑙𝑖𝑛𝑔

× 100 

where 𝐷𝑌𝑀𝐿 is the detection yield of the machine-learning method and 𝐷𝑌𝑆𝑎𝑚𝑝𝑙𝑖𝑛𝑔 is the detection yield of a traditional 

sampling benchmark. The role of this equation is to quantify how much more efficiently a model-based approach converts 

audit effort into detected misstatements. 
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In the simulation, random sampling selected a cross-section of the audit population and therefore detected fewer misstated 

items. Systematic sampling performed similarly because the population ordering was not structured to concentrate risk. 

Stratified sampling improved slightly by ensuring representation across materiality exposure quartiles. Monetary-unit 

sampling improved further because larger items were more likely to be risky. However, all of these sampling methods 

remained limited because none of them jointly modelled account complexity, control weakness, anomaly intensity, manual 

posting, prior adjustments, and nonlinear interactions. 

Adaptive ARS can therefore be interpreted as a mathematically formalized risk-based sample selection method. Traditional 

judgemental sampling allows auditors to target unusual items, but it may be difficult to reproduce or validate. The adaptive 

method makes the selection logic explicit. Each selected item can be linked to a score, and each score can be decomposed 

into probability, anomaly, materiality, control-risk, and uncertainty components. This improves documentation and supports 

engagement review. 

4.4 Threshold Optimization 

A risk scoring system requires a threshold for selecting items. The optimal threshold depends on the auditor’s objective. If 

the goal is fraud detection, recall may be weighted more heavily. If the goal is efficient substantive testing, precision and 

cost may receive greater emphasis. A general threshold optimization problem can be written as: 

𝜏∗ = argmax
𝜏

[𝜃1𝑅𝑒𝑐𝑎𝑙𝑙(𝜏) + 𝜃2𝑃𝑟𝑒𝑐𝑖𝑠𝑖𝑜𝑛(𝜏) − 𝜃3𝐶𝑜𝑠𝑡(𝜏)] 

where 𝜏∗ is the optimal threshold and 𝜃1, 𝜃2, and 𝜃3 are decision weights. The role of this equation is to align model selection 

with audit strategy. A low threshold increases the number of items tested and may improve recall, but it also increases audit 

cost. A high threshold improves concentration but may miss some misstated items. The auditor must choose a threshold 

consistent with materiality, assessed risk, regulatory expectations, and available resources. 

Threshold optimization should not be mechanical. In audit practice, thresholds may differ across assertions. A revenue cut-

off test may use a lower threshold near year-end because cut-off errors can be qualitatively important. A related-party 

transaction review may use a lower threshold because qualitative materiality can dominate monetary size. An inventory 

existence test may combine materiality and location-risk indicators. The adaptive framework allows these contextual 

differences to be incorporated through weights and threshold rules. 

4.5 Explainability and Audit Interpretability 

Interpretability is a condition for responsible use of audit machine learning. Audit reviewers, regulators, and engagement 

partners need to understand why the model selected an item. A high-risk transaction should not appear as an unexplained 

black-box output. The model should provide feature-level explanations, including whether the score was driven by abnormal 

accruals, unusual revenue growth, high materiality exposure, weak control indicators, manual entries, prior audit 

adjustments, or anomaly intensity. 

For linear models, coefficient signs and magnitudes provide direct interpretability. For tree-based models, feature 

importance and SHAP values can identify global and local drivers (Lundberg & Lee, 2017). Local explanation methods can 

show why an individual item was ranked highly (Ribeiro et al., 2016). These tools can support audit documentation by 

linking model output to audit assertions and planned procedures. For example, a transaction selected because of manual 

posting, end-of-period timing, and revenue reversal may justify inspection of support, contract review, and subsequent cash 

receipt testing. 

Explainability also helps detect model failure. If the model ranks items highly because of irrelevant features, data leakage, 

or system artifacts, the auditor can challenge the output. If a model relies heavily on a variable that is not stable across years, 

its use may need to be restricted. Explainability should therefore be integrated into model validation, not added after 

deployment. 

4.6 Discussion of Findings 

The findings support the argument that adaptive scoring can improve audit item selection when risk is multidimensional. 

The adaptive method detected more misstated items than traditional sampling under the same testing budget. This does not 

mean that traditional sampling is obsolete. Sampling remains necessary for population inference, tests of controls, regulatory 
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compliance, and situations where statistical projection is required. The result means that machine-learning risk scoring can 

complement sampling by improving the selection of high-risk items for targeted testing. 

The proposed ARS also helps reconcile audit analytics with audit-risk theory. The classical audit risk model remains 

conceptually valid, but it is often too broad for item-level prioritization. The adaptive method retains inherent-risk and 

control-risk logic while introducing item-level probability estimation, materiality exposure, anomaly detection, and 

evidence updating. In this sense, the model is not a rejection of audit theory. It is a quantitative extension of audit theory 

for data-rich environments. 

The simulation also shows why precision and recall should be interpreted together. High recall is valuable because auditors 

want to detect as many misstated items as possible. High precision is valuable because audit resources are limited. A model 

that selects many false positives may burden the audit team and create review fatigue. The optimal audit strategy balances 

recall, precision, materiality, and audit cost. The proposed threshold equation provides a way to formalize this balance. 

From a practical standpoint, implementation requires strong governance. Audit firms should validate models before 

engagement use, monitor calibration, document data lineage, preserve professional judgement, and maintain clear 

responsibility for audit conclusions. The model should not be allowed to override auditing standards or replace auditor 

skepticism. Instead, it should function as a decision-support tool that improves where auditors look first and how they 

allocate testing intensity. 

4.6.1 Additional Post-Update Detection Comparison 

Figure 3 extends the initial result comparison by evaluating the proposed Adaptive ARS after the evidence-updating stage 

has incorporated new audit evidence. Under the same top 10% testing budget, the post-update Adaptive ARS detects 252 

materially misstated items, outperforming LogReg with 239, GBM with 232, RF with 229, SVM with 228, and MUS with 

87 detected items. The difference is technically important because the proposed algorithm is not a static classifier; it revises 

audit priority after confirmation results, recalculation evidence, inspection findings, anomaly flags, and control-risk 

observations are incorporated. Relative to the strongest static benchmark, LogReg, the post-update ARS produces an 

additional 13 detected misstatements, representing a 5.4% improvement in detected exceptions within the same audit effort. 

Compared with MUS, the gain is substantially larger because MUS mainly weights item value, whereas ARS jointly learns 

probability of misstatement, materiality exposure, anomaly intensity, control weakness, and uncertainty. 

 

Figure 3. Post-update detection performance of the proposed Adaptive ARS compared with traditional sampling 

and existing machine-learning models. 
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4.6.2 Audit-Efficiency and False-Positive Burden 

Figure 4 compares the composition of the selected top 10% audit testing budget by separating true detected misstatements 

from non-misstated items that were nevertheless selected for testing. Because every method selects 350 items, a superior 

method should increase detected misstatements while reducing the non-misstated portion of the selected sample. The post-

update Adaptive ARS detects 252 misstated items and leaves only 98 non-misstated selected items, whereas LogReg detects 

239 with 111 non-misstated selected items, GBM detects 232 with 118 non-misstated selected items, RF detects 229 with 

121 non-misstated selected items, and SVM detects 228 with 122 non-misstated selected items. This result demonstrates 

that the proposed algorithm improves both audit effectiveness and audit efficiency: it raises true-positive concentration 

while reducing avoidable testing burden. In practical audit terms, the ARS ranking allows the engagement team to 

concentrate confirmations, inspection, recalculation, and substantive analytical procedures on items with stronger evidence-

based risk justification, thereby strengthening the link between model output, professional judgement, and documented 

audit response. 

 

Figure 4. Audit-efficiency trade-off showing detected misstatements and non-misstated selected items within the 

fixed top 10% testing budget. 

5.   CONCLUSION AND RECOMMENDATIONS 

5.1 Conclusion 

This paper developed an Adaptive Audit Risk Scoring Algorithm for detecting financial statement misstatements using 

machine learning and compared it with traditional sampling techniques. The proposed score integrates predicted 

misstatement probability, anomaly intensity, materiality exposure, control-risk score, and model uncertainty. It also includes 

an adaptive evidence-updating mechanism that revises risk scores as new audit evidence becomes available. The framework 

is rooted in the classical audit risk model but extends it into a dynamic, probabilistic, and item-level scoring system. 

The simulation-based results indicate that adaptive risk scoring can detect more materially misstated items than random, 

systematic, stratified, and monetary-unit sampling when all methods operate under the same testing budget. The additional 

post-update comparison further shows that the proposed Adaptive ARS achieves the strongest detection yield after evidence-

responsive updating, demonstrating higher true-positive concentration and lower avoidable testing burden than the static 

machine-learning benchmarks. The strongest explanation is that the adaptive score captures multidimensional risk patterns 

that traditional sampling methods do not fully incorporate. The findings support the view that machine learning can improve 

audit planning and substantive testing when models are calibrated, interpretable, materiality-aware, and governed 

appropriately. 
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The conclusion must be interpreted with caution. The paper used synthetic audit data for transparent methodological 

demonstration. Real engagement validation is required before operational use. Nevertheless, the mathematical framework, 

equations, performance measures, and comparison design provide a publishable foundation for future empirical testing 

using confidential audit firm data, public restatement data, or transaction-level enterprise resource planning data. 

5.2 Theoretical Contribution 

The theoretical contribution is the transformation of audit risk from a static multiplicative model into a dynamic risk-

estimation framework. The classical equation 𝐴𝑅 = 𝐼𝑅 × 𝐶𝑅 × 𝐷𝑅 remains central, but the proposed model operationalizes 

audit risk at the item level by estimating 𝑃(𝑌𝑖 = 1 ∣ 𝑋𝑖) and integrating materiality, anomaly, control-risk, and uncertainty 

variables. This bridges audit-risk theory with machine learning and statistical decision theory. 

The paper also contributes to the theory of audit sampling. Traditional sampling is designed for population inference, but 

audit planning also requires risk prioritization. The proposed ARS provides a formal method for risk-prioritized selection. 

It therefore occupies the space between statistical sampling and judgemental sampling. Unlike informal judgemental 

selection, the ARS is explicit, testable, explainable, and capable of being validated against detected misstatements. 

5.3 Methodological Contribution 

The methodological contribution lies in integrating supervised learning, anomaly detection, materiality adjustment, 

uncertainty weighting, cost-sensitive learning, probability calibration, and sampling comparison into a single framework. 

The equations define how labels are constructed, how materiality exposure is measured, how risk probability is estimated, 

how anomaly intensity is computed, how the composite score is formed, how evidence updates the score, and how detection 

performance is evaluated. 

The paper also contributes an evaluation design that is closer to audit practice than generic accuracy assessment. Instead of 

focusing only on classification accuracy, the study evaluates detected misstatements within a fixed audit testing budget. 

This design better reflects the auditor’s resource allocation problem. It also creates a fair comparison between machine 

learning and traditional sampling because each method receives the same audit effort. 

5.4 Practical Contribution 

The practical contribution is a decision-support framework for audit planning, risk response, and substantive testing. Audit 

firms can use adaptive scoring to rank journal entries, revenue transactions, procurement records, inventory movements, or 

account balances. Internal auditors can apply the same logic to continuous auditing and control monitoring. Forensic 

accountants can use the score to identify suspicious patterns requiring investigation. Regulators can use the framework to 

understand how machine learning tools may be documented, validated, and governed. 

The model also supports audit documentation. Each selected item can be linked to a score and to score components. This 

makes it possible to explain why an item was tested and how the test relates to risk assessment. Documentation is particularly 

important because audit analytics tools must withstand engagement quality review, inspection, and regulatory scrutiny. The 

model’s interpretability layer helps translate mathematical output into audit reasoning. 

5.5 Recommendations 

Audit firms should complement traditional sampling with adaptive machine-learning risk scoring, especially in high-volume 

transaction environments where risk is unlikely to be uniform. The model should be used to prioritize testing and identify 

unusual items, not to replace required sampling procedures or professional judgement. Engagement teams should validate 

the model on historical audit outcomes before use and should document data sources, feature definitions, model version, 

calibration results, and threshold decisions. 

Risk scores should be calibrated and explainable before being used in audit decision-making. A model that produces high 

rankings but poorly calibrated probabilities may still be useful for prioritization, but its probability output should not be 

interpreted as precise risk. Audit teams should therefore monitor Brier score, calibration curves, and feature importance. 

They should also compare model selections with auditor-selected high-risk items to identify disagreements that require 

professional review. 
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Materiality exposure and internal control indicators should be embedded into predictive audit models. A purely statistical 

anomaly score may overemphasize unusual but immaterial items. Conversely, a purely materiality-based sampling method 

may overlook low-value but fraud-sensitive items. The composite ARS balances these concerns by integrating probability, 

anomaly, materiality, control-risk, and uncertainty. 

Regulators and standard setters should develop guidance for validating, documenting, and governing audit machine-learning 

tools. Such guidance should address data quality, model training, independence, explainability, evidence sufficiency, 

threshold selection, reviewer competence, and accountability for audit conclusions. Future research should test the proposed 

model using multi-industry datasets, real audit engagement data, restatement samples, journal-entry populations, and 

transaction-level evidence. 

5.6 Limitations and Future Research 

The primary limitation is the use of synthetic data. Although the simulation reflects plausible audit-risk relationships, it 

cannot capture all complexities of real engagements. Actual audit data may contain missing values, inconsistent coding, 

undocumented manual adjustments, changing control environments, and incomplete labels. Some misstatements are not 

detected even during the audit, which creates label noise. Future studies should validate the model using real audit 

adjustments, restatement data, enforcement releases, and enterprise resource planning exports. 

A second limitation is that the proposed ARS uses a weighted additive score. Although this structure is interpretable, other 

aggregation methods may perform better, including Bayesian networks, survival models, graph neural networks, 

reinforcement learning, or cost-sensitive ranking models. Future research can compare these alternatives. A third limitation 

is that the present paper focuses on financial statement misstatement detection. Future work may extend the method to 

internal control deficiencies, going-concern risk, tax risk, sustainability reporting assurance, and fraud investigation. 

The long-term research opportunity is continuous adaptive auditing. In such a system, audit risk scores update as 

transactions occur, controls operate, confirmations return, exceptions are resolved, and external data become available. This 

would move audit practice from periodic retrospective testing toward continuous risk monitoring. The proposed model 

provides a mathematical starting point for that transition. 
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