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ISSAI 1240
PRACTICE NOTE 240

 
 THE AUDITOR’S RESPONSIbIlITIES RElATING TO FRAUD IN AN AUDIT OF FINANCIAl STATEMENTS  

1 All Practice Notes are considered together with ISSAI 1000, ”General Introduction to the INTOSAI Financial Audit Guidelines.”
2 ISA 315, “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and Its Environment.”
3 ISA 330, “The Auditor’s Responses to Assessed Risks.”

Practice Note1 to International Standard on Auditing (ISA) 240 

The Auditor’s Responsibilities Relating to 
Fraud in an Audit of Financial Statements 

background

This Practice Note provides supplementary guidance on ISA 240 – The Auditor’s Responsibilities Relat-
ing to Fraud in an Audit of Financial Statements. It is read together with the ISA. ISA 240 is effective 
for audits of financial statements for periods beginning on or after December 15, 2009. The Practice 
Note is effective the same date as the ISA.

Introduction to the ISA 
ISA 240 deals with the auditor’s responsibilities relating to fraud in an audit of financial statements. 
Specifically, it expands on how ISA 3152 and ISA 3303 are to be applied in relation to risks of material 
misstatement due to fraud. 

Content of the Practice Note
P1. The Practice Note provides additional guidance for public sector auditors related to:
 (a) Overall Considerations. 
 (b) Definitions. 
 (c) Professional Skepticism. 
 (d) Discussions among the Engagement Team. 
 (e) Risk Assessment Procedures and Related Activities.
 (f) Identification and Assessment of the Risks of Material Misstatement Due to Fraud. 
 (g) Responses to the Assessed Risks of Material Misstatement Due to Fraud.
 (h) Evaluation of Audit Evidence. 
 (i) Auditor Unable to Continue the Engagement.
 (j) Communication to Management and with Those Charged with Governance.
 (k) Communications to Regulatory and Enforcement Authorities. 

Applicability of the ISA in Public Sector Auditing

P2.  ISA 240 is applicable to auditors of public sector entities in their role as auditors of financial 
statements.
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Additional Guidance on Public Sector Issues 

P3.  ISA 240 contains application and other explanatory material with considerations specific to pub-
lic sector entities in paragraphs A6, A57 and A67 of the ISA.

Overall Considerations
P4.  The objectives of a financial audit in the public sector are often broader than expressing an opin-

ion whether the financial statements have been prepared, in all material respects, in accordance 
with the applicable financial reporting framework (i.e. the scope of the ISAs). The audit mandate 
arising from legislation, regulation, ministerial directives, government policy requirements, or 
resolutions of the legislature may result in additional objectives. These additional objectives may 
include audit and reporting responsibilities, for example, relating to reporting whether the public 
sector auditors found any instances of non-compliance with authorities including budgets and ac-
countability frameworks and/or reporting on the effectiveness of internal control. However, even 
where there are no such additional objectives, there may be general public expectations for public 
sector auditors to report any non-compliance with authorities detected during the audit or to 
report on effectiveness of internal control. These additional responsibilities and the related fraud 
risks need to be considered by the public sector auditor when planning and performing the audit. 

P5.  Paragraphs 2 and 3 of the ISA  deal with characteristics of fraud. Three conditions are normally 
present when fraud occurs. These conditions are often present in various ways in the public sec-
tor. These include:

 •  Incentive or pressure (placed on or perceived by management or employees giving them a rea-
son to commit fraud) – public sector employees are often under pressure to deliver high quality 
services with few resources and to meet budget expectations. This may be especially relevant 
in tough economic conditions where there is pressure to maintain user charges and tax rates, 
resulting in incentives to overstate revenues and understate expenditures. There may also exist 
incentives to spend the available budget by the end of the financial year; 

 •  Opportunity (characteristics or circumstances related to an entity allowing for the perpetration 
of fraud) – a difficult recruitment environment or a lack of sufficient qualified personnel may be 
more prevalent in the public sector. Such situations may often result in deficiencies in internal 
control creating the opportunity for fraud. The widespread use of high volume, low value cash 
transactions in certain public sector entities such as cash transactions at police departments or 
health clinics may add to those risks. Although monetary values may be small, such situations 
may lead to violation of public trust, expectations and accountability; and

 •  Rationalization or attitude (Behavior, character or ethical values that allow individuals to justify 
their reasons for committing fraud)- generally lower salary levels in the public sector compared 
to the private sector may lead employees to believe that they can justify misuse of funds. As 
above, this may violate principles of public trust, expectations and accountability.
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4 ISSAI 1, ”The lima Declaration.”

Definitions

P6.  As stated in the INTOSAI lima Declaration, I General, Section 14 “The concept and establish-
ment of audit is inherent in public financial administration as the management of public funds 
represents a trust. Audit is not an end in itself but an indispensable part of a regulatory system 
whose aim is to reveal deviations from accepted standards and violations of the principles of 
legality, efficiency, effectiveness and economy of financial management early enough to make it 
possible to take corrective action in individual cases, to make those accountable accept responsi-
bility, to obtain compensation, or to take steps to prevent--or at least render more difficult--such 
breaches”. Public sector auditors therefore remain alert throughout the audit for occurrences of 
abuse. In this context, the Practice Note adds an additional definition:

 •  Abuse – involves behavior that is deficient or improper when compared with behavior that 
a prudent person would consider reasonable and necessary business practice given the facts 
and circumstances. Abuse also includes misuse of authority or position for personal financial 
interests or those of an immediate or close family member or business associate. Abuse does 
not necessarily involve fraud, violation of laws, regulations, or provisions of a contract or grant 
agreement. Abuse is a departure from the concept of propriety, which relates to the general prin-
ciples of sound public sector financial management and conduct of public sector officials.

Professional Skepticism
P7.  The auditor’s responsibility to maintain an attitude of professional skepticism throughout the 

audit, as provided for in the ISA, is addressed by ISSAI 1200 .

P8.  In the public sector, threats to maintaining an attitude of professional skepticism throughout the 
audit, as described in paragraphs 12 to 14 of the ISA , may exist and include:

 •  The nature of personal or professional relationships as a result of the political process/environ-
ment; 

 •  The public sector audit organization’s exclusive mandate, resulting in the lack of audit competi-
tors; and

 •  In some environments, the lack of requirements to rotate auditors regularly. 

  Therefore public sector auditors take appropriate action to reduce such threats. Such actions may 
include introducing safeguards as addressed in ISSAI 1220 .

P9.  When information is obtained indicating that abuse may have occurred, public sector auditors 
consider whether such possible abuse could significantly affect the financial statements. Such 
abuse may be considered from both a qualitative and quantitative perspective. Public sector audi-
tors do not provide reasonable assurance of the detection of abuse, but consider the need to report 
such instances as deemed appropriate. 
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Discussion among the Engagement Team

P10.  Paragraph 15 of the ISA requires a discussion among the engagement team members and a 
determination by the engagement partner of which matters are to be communicated to those team 
members not involved in the discussion. In the public sector, the discussion may also cover the 
additional objectives and related risks of material misstatement, as discussed in paragraph P4 
above. Public sector auditors may include auditors engaged in performance audits and other audit 
activities of the entity in such a discussion. 

Risk Assessment Procedures and Related Activities
P11.  When considering the requirement in paragraph 17(c) of the ISA, public sector auditors may also 

inquire as to management’s communication with other government bodies as appropriate.

P12.  When considering the requirements to make inquiries of those charged with governance as stated 
in paragraph 21 of the ISA, public sector auditors may also include responsible officials of for 
example a ministry, board members, or members of relevant legislative committees.

P13.  According to paragraph 22 of the ISA, the auditor shall evaluate whether unusual or unexpected 
relationships that have been identified in performing analytical procedures, including those re-
lated to revenue accounts, may indicate risks of material misstatement due to fraud. In the public 
sector, in addition to revenue accounts, there may be other areas of significance for the purposes 
of performing analytical procedures depending on the nature of the operations of the entity. In 
many public sector entities, areas such as procurement and grants may be more relevant than rev-
enue accounts for such purposes. When performing analytical procedures, public sector auditors 
consider the unique challenges of using the cash basis of accounting and the related possibilities 
for manipulation of financial information.

P14.  When evaluating fraud risk factors as noted in paragraph 24 of the ISA and considering the 
examples provided in Appendix 1 of the ISA, public sector auditors take note that additional 
risk factors may be relevant in the public sector. Examples of additional fraud risk factors in the 
public sector environment are set out in Appendix 1 in the Practice Note.

Identification and Assessment of the Risks of Material  
Misstatement Due to Fraud
P15.  In the public sector, revenue recognition may not always be the most relevant area for the pre-

sumption that there are risks of fraud, as required by paragraph 26 of the ISA. Revenue recogni-
tion may be highly relevant for tax authorities or other agencies that collect revenues such as 
state universities and colleges, hospitals or regulatory agencies, which charges fees for services 
rendered, or are recipients of donor funds. However, in many public sector entities, the focus is 
on expenditures and areas such as procurement and payment of grants. Therefore, in addition to 
revenue recognition, where relevant, public sector auditors may consider such other areas when 
making the presumption of fraud risks.
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Responses to the Assessed Risks of Material Misstatement Due to Fraud

P16.  When designing and performing further audit procedures whose nature, timing and extent are 
responsive to the assessed risks of material misstatement due to fraud at the assertion level, as 
noted in paragraph 30 of the ISA and considering the examples provided in Appendix 2 of the 
ISA, public sector auditors take note that additional audit procedures may be relevant in the pub-
lic sector. Examples of additional audit procedures relevant in a public sector environment are set 
out in Appendix 2 of the Practice Note.

P17.  Paragraph 32(c) of the ISA deals with significant transactions that are outside the normal opera-
tions and activities of the audited entity. Examples of such transactions in the public sector may 
include: 

 •  Economic development incentives;
 • Onerous provisions in union contracts;
 • Real-estate purchases or sales;
 • Land swaps;
 • Granting of easements;
 • Public/private partnerships;
 • Privatization of governmental services;
 • Early extinguishment of debt; and 
 •  Government guarantees or assurances to rescue private sector entities if they have financial dif-

ficulties.

Evaluation of Audit Evidence
P18.  As required by paragraph 35 of the ISA, when a misstatement is identified, the auditor shall 

evaluate whether such a misstatement is indicative of fraud. If there is such an indication, the au-
ditor shall evaluate the implications of the misstatement. Appendix 3 of the ISA contains circum-
stances that might indicate the possibility of fraud. Examples of additional circumstances for the 
public sector are set out in Appendix 3 of the Practice Note.

Auditor Unable to Continue the Engagement
P19.  Public sector auditors do not normally have the option to withdraw from an audit engagement as 

described in paragraph 38(c) of the ISA. Therefore, public sector auditors consider the impact on 
the audit opinion and any requirements for other forms of reporting, including whether it may be 
appropriate to report separately to the legislature and/or to issue classified or restricted reports. 

Communications to Management and with Those Charged  
with Governance 
P20.  Public sector auditors may be required or may decide to communicate matters addressed in para-

graph 41 of the ISA with other parties such as the legislature, in addition to those charged with 
governance.
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Communications to Regulatory and Enforcement Authorities 

P21.  The requirements for reporting of fraud in the public sector may be subject to specific provisions 
of the audit mandate or related legislation or regulation, in line with paragraph 43 of the ISA 
regarding communication to a party outside the entity. Such parties may include regulatory and 
enforcement authorities. In some environments, there may be a duty to refer indications of fraud 
to investigative bodies and even cooperate with such bodies to determine if fraud or abuse has 
occurred. In other environments, public sector auditors may be obliged to report circumstances 
that may indicate the possibility of fraud or abuse to the competent jurisdictional body or to the 
appropriate part of the government or legislature, such as prosecutors, the police and (if relevant 
to legislation) affected third parties. Public sector auditors take care to avoid interfering with 
potential investigations or legal proceedings. Public sector auditors need to be familiar with ap-
plicable laws and regulations in regard to reporting, communication and documentation of indica-
tions or suspicions of fraud. Furthermore, public sector auditors consider the need to obtain legal 
advice in issues regarding indications of fraud. 

 


