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ISSAI 1315
PRACTICE NOTE 315

 IDENTIFyING AND ASSESSING THE RISkS OF MATERIAl MISSTATEMENT 
 THROUGH UNDERSTANDING THE ENTITy AND ITS ENVIRONMENT  

1 All Practice Notes are considered together with ISSAI 1000, “General Introduction to the INTOSAI Financial Audit Guidelines.”

Practice Note1 to International Standard on Auditing (ISA) 315

Identifying and Assessing the
Risks of Material
Misstatement through
Understanding the Entity and
Its Environment

background

This Practice Note provides supplementary guidance to public sector auditors on ISA 315 – Identifying 
and Assessing the Risks of Material Misstatement through Understanding the Entity and Its Environ-
ment. It is read together with the ISA. ISA 315 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 315 deals with the auditor’s responsibility to identify and assess the risks of material misstatement 
in the financial statements, through understanding the entity and its environment, including the entity’s 
internal control. 

Content of the Practice Note
P1. The Practice Note provides additional guidance for public sector auditors related to:
 (a) Overall Considerations.
 (b) Risk Assessment Procedures and Related Activities.
 (c)  The Required Understanding of the Entity and Its Environment, Including the Entity’s Inter-

nal Control.
 (d) Identifying and Assessing the Risks of Material Misstatement.
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Applicability of the ISA in Public Sector Auditing

P2.  ISA 315 is applicable to auditors of public sector entities in their role as auditors of financial 
statements. 

Additional Guidance on Public Sector Issues 

P3.  ISA 315 contains application and other explanatory material with considerations specific to pub-
lic sector entities in paragraphs A21, A35, A65 and A113 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, 
or obligations for public sector entities, arising from legislation, regulation, ministerial directives, 
government policy requirements, or resolutions of the legislature may result in additional objec-
tives. 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 accountability frameworks, and/or reporting on the effec-
tiveness of internal control. These additional objectives may lead public sector auditors to assess 
additional risks of material misstatement. However, even where there are no such additional 
objectives, there may be general public expectations in regard to public sector auditors’ reporting 
of non-compliance with authorities or reporting on effectiveness of internal control. Therefore, 
public sector auditors keep such expectations in mind, and are alert to areas that may give rise to 
risks of non-compliance with authorities or risks relating to effectiveness of internal control when 
planning and performing the audit. 

Risk Assessment Procedures and Related Activities 
P5.  When carrying out the risk assessment procedures and related activities stated in paragraphs 5 to 

10 of the ISA, public sector auditors take into account the broader objectives of the audit mandate 
as described in paragraph P4 above. 

P6.  When inquiring from management and others within the entity as part of the risk assessment 
procedures as described in paragraphs 6(a) and A6 of the ISA, public sector auditors may obtain 
information from additional sources such as:

 • Auditors involved in performance and other audits related to the entity; 
 • Government officials; and
 • Legislative reports or minutes.
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P7.  When performing analytical procedures as part of the risk assessment procedures as described in 
paragraph 6(b) and A7 to A10 of the ISA, public sector auditors may also consider relationships 
such as:

 • Expenditures versus appropriations; 
 • Benefit payments, such as child support and pensions versus demographic information; and
 • Interest as a percentage of national debt compared to the government borrowing rate.

P8.  When performing observations and inspections as part of the risk assessment procedures as 
described in paragraphs 6(c) and A11 of the ISA, public sector auditors may also observe and 
inspect items such as: 

 •  Additional documents prepared by management for the legislature, such as performance reports 
or funding requests; 

 • Testimonies of agency officials; 
 • Ministerial and other directives; and 
 • Official records of proceedings of the legislature.

P9.  The acceptance and continuance process referred to in paragraph 7 of the ISA may not always 
be applicable in the public sector environment. Public sector auditors may not have the option to 
decline or discontinue an audit. However, public sector auditors consider information they may 
obtain from these or similar processes in identifying and assessing the risks of material misstate-
ment. 

P10.  When using information obtained from previous experience with the entity and previous audits 
as described in paragraph 9 of the ISA, public sector auditors may also use reports from previous 
performance audits and other audit activities relevant to the entity.

P11.  Paragraph 10 of the ISA requires the engagement partner and other key engagement team mem-
bers to discuss the susceptibility of the entity’s financial statements to material misstatement, and 
application of the applicable financial reporting framework to the entity’s facts and circumstanc-
es. In the public sector, this 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 discus-
sion. 

The Required Understanding of the Entity and Its Environment, Including 
the Entity’s Internal Control 
P12.  In obtaining the understanding of the entity and its environment required in paragraph 11 of the 

ISA, public sector auditors take into account that: 
 (a)  Decisions may be initiated outside the entity as a result of political processes. Such decisions 

influence management’s activities. Examples include:
  • New geographic locations or closures of existing locations; 
  • Reorganizations, including transfer of activities to other entities; 
  • New program areas; and 
  • Budgetary constraints or cut backs.
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 (b)  Relevant regulatory factors include specific laws and regulations to which the entity is subject 
and the potential impact of non-compliance with these;

 (c)  Other external factors, including the applicable financial reporting framework, may influence 
specific reporting objectives; 

 (d)  Understanding the business operations may include knowledge of the government activities 
carried out, including relevant programs; 

 (e)  Program objectives and strategies may include public policy elements and therefore may have 
implications for the risk assessment;

 (f)  Ownership of public sector entities may not have the same relevance as in the private sector. 
In the public sector, focus is on those charged with governance in their role as representatives 
of the citizens;

 (g)  Governance structures are affected by the legal structure of the entity, for example whether  
the entity is a ministry, department, agency or other type of entity; and

 (h) Issues related to management’s assumptions ongoing concern may not be relevant. 

P13.  Paragraph 11(e) of the ISA refers to the measurement and review of financial performance. 
Public sector auditors may include non-financial information such as achievement of outcomes 
(for example, number of people helped by the program) in their measurement or review. Also, in 
the public sector there are additional external parties who may measure and review performance. 
These external parties may include the legislature, other public sector entities, and the media. 

P14.  In obtaining the understanding of internal control required in paragraph 12 of the ISA, public sec-
tor auditors take the following into account: 

 (a) Any additional reporting responsibilities regarding internal controls;
 (b) Relevant controls that relate to compliance with authorities; 
 (c) Controls related to monitoring performance against the budget; 
 (d) Controls related to transferring budgetary funds to other entities;
 (e)  Controls of classified data related to national security and sensitive personal data, such as tax 

and health information;
 (f)  Supervision and other controls may be performed by parties outside the entity and relate to 

areas such as:
  • Compliance with procurement regulations; 
  • Execution of the budget;
  • Other areas as defined by legislation or audit mandate;
  • Management’s accountability.  

P15.  In obtaining the understanding of the entity’s risk assessment process required in paragraph 15 of 
the ISA, public sector auditors take into account that such process may be set out in legislation, 
included in directives, or conducted by other public sector entities. 

P16.  In some audit environments, such as a Court of Accounts environment, public sector auditors 
may work closely with prosecutors and police when dealing with financial fraud. Therefore, they 
may have obtained information from prosecutors and police that is relevant to the understanding 
of the entity and its environment, and to the risk assessment. 
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Identifying and Assessing the Risks of Material Misstatement 
P17.  When public sector auditors identify and assess the risks of material misstatement in accordance 

with paragraphs 25 and 26 of the ISA, public sector auditors may take into account additional 
matters such as:

 •  The fact that the identification and assessment of risks at the financial statement level and the 
assertion level may include issues related to the political climate, public interest and program 
sensitivity; and 

 •  The fact that the assertions for classes of transactions, account balances and disclosures may be 
expanded to include assertions that transactions and events have been carried out in accordance 
with legislation or proper authority as stated in paragraph A113 of the ISA.

P18.  In exercising judgment as to which risks are significant risks as required by paragraph 28 of the 
ISA, public sector auditors also take the following into account:

 (a) Complexity and inconsistency in regulations and directives; 
 (b) Non-compliance with authorities; and
 (c) The budget process and the execution of the budget. 
  
  The budget in the public sector is an authoritative tool determined by the legislature. Public sec-

tor auditors therefore normally include the budget process as an essential part of their understand-
ing of the entity and its environment, and of the risk assessment, rather than only as a manage-
ment procedure.
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Appendix: Additional examples of Conditions and events That may 
Indicate risks of material misstatement

The following are examples of additional conditions and events that may indicate risks of material mis-
statement for entities in the public sector: 
• Budget overspending due to weak budgetary controls;
• Privatizations;
• New programs;
• Major changes to existing programs;
• New financing sources; 
• New legislation and regulations or directives;
• Political decisions such as relocation of operations;
• Programs without sufficient allocated resources and funding;
• Increased public expectations; 
• Procurement of goods and services in certain industries such as defense; 
• Outsourcing of government activities;
• Operations subject to special investigations;
• Changes in political leadership;
• Indications of waste or abuse;
• Higher than normal expectations to meet budget; and
• Public and private partnerships.




