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Q.1. Why this SA? 

This Standard on Auditing (SA) 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.  

Q.2. What is Objective Auditor to apply this 

SA? 

The objective of the Auditor is to identify and assess 

the Risks of Material Misstatement, whether due to 

fraud or error,  

 At the financial statement and  

 At assertion levels,  

SA-315 - Identifying and Assessing the Risks 

of Material Misstatement through 

Understanding the Entity and Its Environment  

[Effective Date 01.04.2008] 
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Through understanding the entity and its environment, 

including the entity’s internal control, thereby 

providing a basis for designing and implementing 

responses to the assessed risks of material 

misstatement. This will help the auditor to reduce the 

risk of material misstatement to an acceptably low 

level. 

Q.3. What are Assertions? 

Representations by management, explicit or otherwise, 

that are embodied in the financial statements, as used 

by the auditor to consider the different types of 

potential misstatements that may occur. 

Q.4. What is Risk Assessment Procedure? 

Risk assessment procedure means the audit procedures 

performed to obtain an understanding of the 

 Entity and its environment, (Step-1) 

 Including the entity’s internal control, (Step-2)  

To identify and assess the risks of material 

misstatement (Step -3), whether due to fraud or error, 

at  
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 The financial statement Level and   

 Assertion levels. 

The risk assessment procedures shall include the 

following:  

 Inquiries of management and of others within the 

entity who in the auditor’s judgment may have 

information that is likely to assist in identifying 

risks of material misstatement due to fraud or 

error.  

 Analytical procedures. (Refer SA 520 For this) 

 Observation and inspection. (Refer SA 500 for 

this) 

Q.5. How an Auditor shall understand of the 

Entity and Its Environment, Including the 

Entity’s Internal Control to Identifying and 

Assessing the Risks of Material 

Misstatement? 

Following are the Steps involved here  

Step-1 Procedures to understand the entity its 

environment 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

Author: CA. Aseem Trivedi  Standards on Auditing | 5 

The Auditor shall obtain an understanding of the 

following: 

 Relevant industry, regulatory, and other external 

factors including the applicable financial reporting 

Framework. 

 The nature of the entity, including: 

 Its operations; 

 Its ownership and Governance structures; 

 The types of investments that the entity is 

making and plans to make; and 

 The way that the entity is structured and how it 

is financed: To enable the Auditor to 

understand the classes of transactions, account 

balances, and disclosures to be expected in the 

Financial Statements. 

 The entity's selection and application of 

Accounting Policies, including the reasons for 

changes thereto. The Auditor shall evaluate 

whether the entity's Accounting Policies are 

appropriate for its business and consistent with the 

applicable Financial Reporting Framework and 

Accounting Policies used in the relevant industry. 
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Order for video lecture  www.cakit.in 
 

 

 

6 | | Author: CA. Aseem Trivedi                                    7566758177 

 The entity's objectives and strategies, and those 

related business risks that may result in risks of 

material Misstatement. 

 The measurement and review of the entity's 

financial performance. 

Step-2 Procedure to understanding Entity's Internal 

Control 

Internal Control is control of entity over its business. 

As explained in SA-315 Internal Control is: 

 The process designed, implemented and 

maintained 

 By those charged with Governance, management 

and other personnel 

 To provide reasonable assurance about the 

achievement of an entity's objectives with regard 

to : 

 Reliability of financial reporting, 

 Effectiveness and efficiency of operations, 

 Safeguarding of assets, and 

 Compliance with applicable laws and 

regulations. The way in which internal control is 
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designed, implemented and maintained varies 

with an entity's size and complexity 

Step-3 Understanding the Control and Control 

Environment 

The Auditor shall obtain an understanding of the 

control environment. As part of obtaining this 

understanding, the Auditor shall evaluate whether: 

 Management, with the oversight of those charged 

with Governance, has created and maintained a 

culture of honesty and ethical behaviour; and 

 The strengths in the control environment elements 

collectively provide an appropriate foundation for 

the other components of internal control, and 

whether those other components are not 

undermined by control environment weaknesses. 

The entity's risk assessment process (RAP):-  

The Auditor shall obtain an understanding of whether 

the entity has a process for: 

 Identifying business risks relevant to financial 

reporting objectives; 

 Estimating the significance of the risks; 

 Assessing the likelihood of their occurrence; and 
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 Deciding about actions to address those risks. 

Result-1 If the entity has established risk assessment 

procedure: - The Auditor shall obtain an 

understanding of it, and the results thereof. Where the 

Auditor identifies risks of material Misstatement that 

management failed to identify, the Auditor shall 

evaluate whether there was an underlying risk of a 

kind that the Auditor expects would have been 

identified by the entity's risk assessment process. If 

there is such a risk, the Auditor shall obtain an 

understanding of why that process failed to identify it, 

and evaluate whether the process is appropriate to its 

circumstances or if there is a material weakness in the 

entity's risk assessment process. 

Result-2 If the entity has not established such a process 

or has an ad-hoc process- The Auditor shall discuss 

with management, whether business risks relevant to 

financial reporting objectives have been identified and 

how they have been addressed. The Auditor shall 

evaluate whether the absence of a documented risk 

assessment process is appropriate in the circumstances, 

or represents a material weakness in the entity's 

internal control. 
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 The information system, including the related 

business processes, relevant to financial reporting, 

and communication. 

 Control activities relevant to the Audit. 

In understanding the entity's control activities, the 

Auditor shall obtain an understanding of how the 

entity has responded to risks arising from IT. 

Step -4 identifying and assessing the Risks of Material 

Misstatement. 

The Auditor shall identify and assess the risks of 

Material Misstatement at: 

 The Financial Statement level;  

The auditor’s understanding of internal control may 

raise doubts about the audit ability of an entity’s 

financial statements. For example:  

 Concerns about the integrity of the entity’s 

management may be so serious as to cause the 

auditor to conclude that the risk of 

management misrepresentation in the financial 

statements is such that an audit cannot be 

conducted.  
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 Concerns about the condition and reliability of an 
entity’s records may cause the auditor to conclude 
that it is unlikely that sufficient appropriate audit 
evidence will be available to support an unqualified 
opinion on the financial statements.  

 The assertion level for classes of transactions, 

account balances, and disclosures Assertions used 

by the auditor to consider the different types of 

potential misstatements that may occur fall into 

the following three categories and may take the 

following forms: 

  Assertions about classes of transactions and 

events for the period under audit (you already 

have knowledge of following as we did learn 

Vouching in IPCC the same is here):  

o Occurrence: transactions and events that 

have been recorded have occurred and 

pertain to the entity.  

o Completeness: all transactions and events 

that should have been recorded have been 

recorded.  
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o Accuracy: amounts and other data relating 

to recorded transactions and events have 

been recorded appropriately. 

o Cut-off: transactions and events have been 

recorded in the correct accounting period. 

o Classification: transactions and events have 

been recorded in the proper accounts. 

 Assertions about account balances at the period 

end (you already have knowledge of following 

as we did learn Verification in IPCC the same is 

here):  

Existence—assets, liabilities, and equity   

interests exist.  

Rights and obligations—the entity holds or 

controls the rights to assets, and liabilities are 

the obligations of the entity.  

Completeness—all assets, liabilities and equity 

interests that should have been recorded have 

been recorded. 

Valuation and allocation—assets, liabilities, and 

equity interests are included in the financial 

statements at appropriate amounts and any 
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resulting valuation or allocation adjustments are 

appropriately recorded. 

 Assertions about presentation and disclosure:  

 Occurrence and rights and obligations—

disclosed events, transactions, and other matters 

have occurred and pertain to the entity.  

 Completeness—all disclosures that should have 

been included in the financial statements have 

been included.  

 Classification and understand ability—financial 

information is appropriately presented and 

described, and disclosures are clearly expressed.  

 Accuracy and valuation—financial and other 

information are disclosed fairly and at 

appropriate amounts. 

STEP- 5 Special Consideration when IT systems also 

pose specific risks to an entity's internal control  

As per SA-315 "Identifying and Assessing the Risks of 

Material Misstatement through Understanding the 

Entity and its Environment", IT system also poses 

specific risks to an entity's Internal Control. They are: 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

2 | | Author: CA. Aseem Trivedi                                    7566758177 

 Reliance on systems to data that may result in 

destruction of data, processing inaccurate data or 

both. 

 Unauthorized access to data that may result in 

destruction of data or improper change to data, 

including the recording of unauthorized or non-

existent transactions, or inaccurate recording of 

transaction. Particular risk may arise when multiple 

users access a common database. 

 The possibility of IT personnel gaining access 

beyond those necessary to perform their assigned 

duties thereby breaking down segregation of 

duties. 

 Unauthorized changes to data in Master files. 

 Unauthorized changes to systems or programs. 

 Failure to make necessary changes to systems or 

programs. 

 In appropriate manual intervention. 

 Potential loss of data or inability to access data as 

required. 
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Q.6. What is responsibility of Auditor for 

documentation? 

The Auditor shall document: 

 The Discussion among the Engagement team 

where required by paragraph, and the significant 

decisions reached; 

 Key elements of the understanding obtained 

regarding each of the aspects of the entity and its 

environment, the sources of information from 

which the understanding was obtained; and the 

risk assessment procedures performed; 

 The identified and assessed risks of Material 

Misstatement at the Financial Statement level and 

at the assertion level as and; 

 The risks identified, and related controls about 

which the Auditor has obtained an understanding, 

as a result of the requirements. 



 

 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

4 | | Author: CA. Aseem Trivedi                                    7566758177 

PRACTICE PROBLEMS 

Q.7. The Investments made by the Company 

in Government Securities look NSC, 

Government Bonds, etc. should be kept 

in personal Custody of Financial 

Controller of the company? 

False, there should be existence of a proper system for 

safe custody of all security with adequate internal 

control measures and documentation. There is a 

fundamental principle of internal control that 

custodian responsibility and decision-making 

responsibilities are not to be combined for a job 

profile of a person, it will increase the chance of 

Misstatement. 
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THIS SA IN EXAM 

Q.8. While commencing the Statutory Audit of 

ABC Company Limited, what should be 

the considerations of the Auditor to assess 

Risk of Material Misstatement and his 

response to such risks?  (Nov 14/ 5 Marks) 

As per SA 315, “Identifying and Assessing the Risk of 

Material Misstatement through understanding the 

Entity and its Environment”, the Auditor shall identify 

and assess the risks of material Misstatement at the 

Financial Statement level; and the assertion level for 

classes of transactions, account balances, and 

disclosures to provide a basis for designing and 

performing further Audit procedures. For this purpose, 

the Auditor shall: 

 Identify Risks throughout the process of obtaining 

an understanding of the entity and its 

environment, including relevant controls that 

relate to the risks, and by considering the classes of 

transactions, account balances, and disclosures in 

the Financial Statements; 
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 Assess the identified risks, and evaluate whether 

they relate more pervasively to the Financial 

Statements as a whole and potentially affect many 

assertions; 

 Relate the identified risks to what can go wrong at 

the assertion level, taking account of relevant 

controls that the Auditor intends to test; and 

 Consider the likelihood of Misstatement, including 

the possibility of multiple misstatements, and 

whether the potential Misstatement is of a 

magnitude that could result in a material 

Misstatement. 

Auditor's Responses to the Assessed Risk of Material 

Misstatement: According to SA 330 “The Auditor's 

Responses to Assessed Risks”, the Auditor shall design 

and implement overall responses to address the 

assessed risks of material Misstatement. In designing 

the Audit procedures to be performed, the Auditor 

shall: 

 Consider the reasons for the assessment given to 

the Risk of Material Misstatement at the assertion 

level for each class of transactions, account 

balance, and disclosure, including: 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

Author: CA. Aseem Trivedi  Standards on Auditing | 7 

 The likelihood of material Misstatement due to 

the particular characteristics of the relevant class 

of transactions, account balance, or disclosure; 

and 

 Whether the risk assessment takes into account 

the relevant controls, thereby requiring the 

Auditor to obtain Audit Evidence to determine 

whether the controls are operating effectively; 

and 

 Obtain more persuasive Audit Evidence the higher 

the Auditor's assessment of risk. 

Q.9. Z Ltd. has its entire operations including 

accounting computerized. As the Audit 

partner you are concerned about 

inherent and control risk for material 

Financial Statement assertions. What 

could be the areas you look forward for 

deficiencies and risk identification?   

               (May 11/ 4 Marks) 

Risk Assessment: The Auditor in accordance with SA-

315, “Identifying and Assessing the Risks of Material 
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Misstatement through Understanding the Entity and its 

Environment”, should make an assessment of inherent 

and control risk for material Financial Statement 

assertions. 

In a Computerized environment risk of a Material 

Financial Statement ascertain being erroneously stated 

could arise from the deficiencies in the following case 

as: 

 Program developed and maintenance has some 

defect since inception. 

 System software support is improper. 

 Operations including processing of data are not 

regulated and ungoverned. 

 Physical CIS security may be lacking. 

 Control over access to specialized utility program 

is improper. 

These Deficiencies would tend to have a negative 

impact on all application systems that are processed 

through the computer. 

 

 

 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

Author: CA. Aseem Trivedi  Standards on Auditing | 9 

Q.10. What are the broad matters to be 

considered while obtaining knowledge of 

business for a new Audit Engagement of 

a manufacturing concern?     

          (May 10/ 4 Marks) 

The broad matters to be considered while obtaining 

knowledge of business for a new Audit assignment are 

set out in SA-315 Identifying and Assessing the Risks of 

Material Misstatement through Understanding the 

Entity and its Environment. These are: 

 Relevant industry, regulatory, economic and other 

external factors including the applicable financial 

reporting Framework. 

 The nature of the entity, including: 

 The entity's selection and application of 

Accounting Policies. 

 The entity's objectives and strategies, and those 

related business risks that may result in risks of 

material Misstatement. 

 The measurement and review of the entity's 

financial performance. 
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In addition to the importance of knowledge of the 

client's business in establishing the overall Audit plan, 

such knowledge helps the Auditor to identify areas of 

special Audit consideration, to evaluate the 

reasonableness both of Accounting Estimates and 

management representations, and to make judgment 

regarding the appropriateness of Accounting Policies 

and disclosures. 
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