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CHAPTER 2

Accounting and Auditing Update - August 2022

Assessment of material 
misstatement in the 
financial statements 
This article aims to:

• Summarise key considerations while identifying 
and assessing the risk of material misstatements 
in an audit of financial statements.

| | | |
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Introduction
ISA 315 (Revised 2019), Identifying and 
Assessment of Material Misstatement, provides 
guidance with respect to audit procedures to 
be adopted to understand an entity and its 
environment, its applicable financial reporting 
framework and internal control system for 
identification and assessment of risk of material 
misstatements. The standard was revised by 
International Auditing and Assurance Standards 
Board (IAASB) in December 2019. Subsequently 
in July 2022, the IAASB issued the First Time 
Implementation Guide on ISA 315 (Revised 2019) 
that focusses on the substantial changes as 
compared to ISA 315 (Revised). Some of the key 
changes are as follows:

• An audit of financial statements is performed 
using a risk-based approach and therefore 
the principles of ISA 315 (Revised 2019) 
are relevant for planning and conducting 
the audit. The revised standard responds 
to the challenges and issues faced in the 
erstwhile standard and provides a robust risk 
identification and assessment mechanism. 

• The revised standard would lead to revision 
to risk assessment procedures that would 
be performed by an auditor to encourage a 
consistent and robust risk assessment, which 
forms the foundation of an auditor’s efforts to 
gather sufficient appropriate audit evidence. 

• It emphases on potential benefits and 
implications on using automated tools and 
techniques by the entities. It also addresses 
audit considerations in relation to an entity that 
uses information technology.

The revised standard is effective for audits of 
financial statements for the periods beginning on 
or after 15 December 2021.

The following section summaries the key 
concepts in ISA 315 (Revised 2019) and First 
Time Implementation Guide on ISA 315.

Key concepts under ISA 315 
Risk assessment procedures, scalability and 
information from other sources

Risk assessment procedures are audit 
procedures performed to identify and assess 
the risk of material misstatement, whether 
due to a fraud or an error. Although the risk 
assessment process is considered to be iterative 
and dynamic, the revised standard states that 
the nature and extent of the procedures will vary 
depending upon the nature and circumstances 
of the entity. Therefore, an auditor is expected to 
apply professional judgement to determine the 
nature and extent of risk assessment procedures. 

Further, the revised standard emphasises that 
an unbiased approach shall be adopted for 
designing and performing such procedures 
in order to obtain sufficient and appropriate 

audit evidence. Thus, it is essential to apply 
professional skepticism to gather such an audit 
evidence. Information could be obtained from 
other sources: 

i. Nature of the entity and business risks and 
what may have changed from previous periods 
could provide insights 

ii. Integrity and ethical values of the management 
and Those Charged with Governance (TCWG) 

iii. Applicable financial reporting framework and 
its application to the nature and circumstances 
of the entity. 

The following sources of information can be used 
to perform the risk assessment procedures: 

i. Interactions with management, TCWG, and 
other key entity personnel, such as internal 
auditors.

ii. External parties such as regulators 
(irrespective of the manner of obtaining the 
information i.e. either directly or indirectly)

iii. Publicly available information about the entity, 
for example, entity-issued press releases, 
materials for analysts or investor group 
meetings, analysts’ reports or information 
about trading activity

iv. Information from acceptance or continuance 
activities performed by the auditor  

v. Information from other engagements 
performed for the entity e.g. agreed upon 
procedures or assurance engagements, etc. 

vi. Information from previous experience with 
the entity and previous audits

vii. Analytical procedures to identify 
inconsistencies, unusual transactions or 
events, and amounts, ratios, and trends 
that indicate matters that may have audit 
implications, etc. 

viii. Observations and inspections.

The revised standard also places emphasis 
on conducting discussions among the audit 
engagement team regarding the applicable 
financial reporting framework and susceptibility 
of an entity’s financial statements to material 
misstatement. This is likely to result in exchange 
of information about an entity’s business risks, 
inherent risk factors, potential areas of material 
misstatements and planning the nature, timing 
and extent of the audit procedures.

| | | |
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Understanding of an entity and its 
environment and the applicable financial 
reporting framework

The management is responsible to ensure that 
an organisational structure is in place which 
provides an overview of the ownership and 
governance structure, business model, internal 
control system and should prepare the financial 
statements of the entity in accordance with the 
applicable and acceptable financial reporting 
framework. Further, the management may 
use various methods to measure the financial 
performance e.g. key performance indicators, 
period on period analysis, analysis of budgets and 
forecasts, employee incentive policy, comparison 
with competitors, etc.

The revised standard, emphasises that gaining an 
understanding of an entity, its environment and 
applicable financial reporting framework would 
enable an auditor to identify potential risk of 
material misstatement. The key considerations 
for an auditor are as follows: 

i. Inquire about the entity’s objectives, strategy 
and business model to understand the entity’s 
business operations and risks.

ii. The complexity in entity’s structure and 
its related parties can be identified and 
understood by enquiring about the entity’s 
organisational and ownership structure.

iii. Obtaining an understanding of the entity’s 
governance structure would provide an 

overview of the entity’s system of internal 
control and would enable the auditor to 
identify any deficiencies.

iv. Obtain an understanding of the applicable 
financial reporting framework such as the 
accounting policy, significant classes of 
transactions, account balances and related 
disclosures in the financial statements, 
accounting of unusual or complex transactions 
and industry specific standards to identify 
the risk of misstatement in the preparation of 
financial statements.

v. Understand the management performance 
measures to understand how an entity 
operates from the management’s point of 
view as that may help in identifying and 
assessing risks of material misstatement. 

Consideration of inherent risk factors 

A separate assessment of inherent risk and 
control is now required. Inherent risk factors are 
characteristics of events or conditions that affect 
susceptibility to misstatement, whether due to 
a fraud or an error, of an assertion about a class 
of transactions, account balance or disclosure, 
before consideration of controls. Such factors 
may be qualitative or quantitative and include 
complexity, subjectivity, change, uncertainty 
or susceptibility to misstatement due to 
management bias or other fraud risk factors that 
affect the inherent risk. 

Therefore, an auditor should assess the inherent 

risk factors to draw a linkage between the 
information obtained and the areas where a risk 
of material misstatement could possibly exist.

The ISAs also introduce the concept of ‘spectrum 
of inherent risk’ which is described as the degree 
to which the inherent risk varies. The spectrum 
of inherent risk would assist an auditor to assess 
the likelihood and magnitude of a possible 
misstatement on a range from lower to higher 
risk for the purpose of assessing risks of material 
misstatement. 

System of internal control 

’Controls’ are policies or procedures that an entity 
establishes to achieve the control objectives of 
management or those charged with governance. 
A strong internal control system sets the tone of 
the management. Therefore, management should 
develop, implement and monitor an effective 
system of internal control in the entity and take 
remedial actions against deficiencies identified in 
the internal control system. The internal control 
system developed should be capable to adapt to 
the changes and circumstances of the business 
environment and therefore, there is a need for 
constant monitoring by the management.

The management should define the key areas of 
authority and responsibility, appropriate lines of 
reporting, policies and communications relating 
to appropriate business practices, knowledge, 
experience and training of key personnel and how 
the entity holds individuals accountable. Also, 
the management should determine what internal 

control is necessary to enable the preparation of 
the financial statements.

The standard stipulates that the system of 
internal control consists of the following five 
components: 

a. Control environment

b. The entity’s risk assessment process

c. The entity’s process to monitor the system of 
internal control

d. The information system and communication 
and

e. Control activities.

The revised standard provides detailed guidance 
with respect to each of the components 
stated above. It is imperative for an auditor to 
understand each of the components of internal 
control and basis such understanding identify 
the controls relevant to the audit to evaluate the 
design and implementation of such controls.  
Further, appropriate action must be taken against 
any deficiencies identified that could impact of 
process of identification and assessment of risk 
of material misstatements.

An auditor must also perform inquiries with 
the appropriate individuals from the internal 
audit function to understand the internal control 
system and their deficiencies, if any, business 
risks, actual, suspected or alleged fraud. 
Management’s response towards the findings of 
the internal auditor shall also be considered. 

| | | |
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Use of Information Technology (IT) 

There is a continuous evolution of IT, an entity’s 
system of internal control are likely to contain 
automated elements as well. An entity’s use of 
IT affects the manner in which the information 
relevant to the preparation of the financial 
statements in accordance with the applicable 
financial reporting framework is processed, 
stored and communicated. It further has an 
impact on the manner in which an entity’s system 
of internal control is designed and implemented. 
The management shall be responsible to provide 

the IT infrastructure to the auditor to gain an 
understanding of IT environment. 

Certain risks arise from the use of IT such as the 
risk of integrity of information, ineffective design 
and control of the information system, etc. 

Therefore, the revised standard places emphasis 
on the understanding of the general IT controls 
and information processing controls of an entity 
which are defined below:

The revised standard also emphasises on the 
use of Automated Tools and Techniques (ATT) 
to obtain information for risk assessment. ATT 
consists of IT-enabled processes that involve 
the automation of methods and procedures, 
including the analysis of data using modelling and 

General IT controls 

Controls over the entity’s IT processes that 
support the continued proper operation of 
the IT environment, including the continued 
effective functioning of information 
processing controls and the integrity of 
information in an entity’s information system.

Information processing system 

is defined as controls relating to the 
processing of information in IT applications or 
manual information processes in the entity’s 
information system that directly address 
risks to the integrity of information.  

visualisation, robotic process automation, artificial 
intelligence and machine learning, and drone 
technology to observe or inspect assets. With the 
help of ATT, large volume of data can be analysed 
and assessed quickly and efficiently. 

Identifying and assessing the risks of material 
misstatement 

Risk of material misstatement should be identified 
and assessed by an auditor at financial statements 
and assertion level in order to determine the 
nature, timing and extent of audit procedures to be 
performed to obtain the audit evidence.

Risk of material misstatement is defined as the 
risk that the financial statements are materially 
misstated prior to the audit. the revision of the 
ISA 315 (Revised 2019) led to an insertion of 
an explanation in ISA 200, Overall Objectives 
of the Independent Auditor and the Conduct 
of an Audit in Accordance with International 
Standards on Auditing. This revision now provides 
clarity regarding the threshold for a possible 
misstatement. As per the explanation, a risk of 
material misstatement exists when there is a 
reasonable possibility of:

a. A misstatement occurring (i.e. its likelihood); 
and

b. Being material if it were to occur (i.e. its 
magnitude).

Risk of material misstatement at the financial 
statements level refer to risks that relate 
pervasively to the financial statements as a whole, 
and potentially affect many assertions (e.g. if 
management are not competent this will affect the 
financial statements pervasively).  

The revised standard also focuses on the need for 
identifying the risk at an assertion level wherein an 
auditor is required to determine relevant assertions 
and related significant classes of transactions, 
account balances and disclosure. Significant class 
of transactions, account balance or disclosure 
is one where there is one or more relevant 
assertions. Determining the significant classes of 
transactions, account balances and disclosures 
would assist an auditor in understanding the 
information system. 

Additionally, the standard also intends to improve 
the completeness of the risk identification process 
by introducing the requirement of ‘stand back’ 
which is required when the auditor has performed 
the risk assessment procedures. This process 
requires an auditor to assess those classes of 
transactions, account balances and disclosures that 
are material (either quantitatively or qualitatively) 
but have not been identified as significant (i.e. risks 
of material misstatement have not been identified 
and therefore there are no relevant assertions). 
This procedure would ensure completeness of 
the significant classes of transactions, account 
balances and disclosures at the end of the risk 
assessment process. 

| | | |
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Documentation
As audit documentation provides evidence of 
an auditor’s exercise of professional skepticism, 
the revised standard has enhanced procedures 
to encourage behavioral change for auditors 
when undertaking audit procedures, as well as 
strengthened the documentation requirements. 
The standard states that, the documentation 
should consist of an auditor’s understanding of 
the entity and its environment, the applicable 
financial reporting framework and each of the 
components of the entity’s system of internal 
control. The documentation shall also include 
the source of information, risk assessment 
procedures performed, the risk of material 
misstatements identified and audit procedures 
performed. 

The bottom line
The revised standard provides a stronger 
foundation for the audit, in particular better 
quality risk identification and assessment. This is 
expected to enhance audit procedures especially 
in the areas of IT controls  and inherent risk 
factors post understanding an entity and its 
environment. Management of companies and 
TCWG should monitor the effectiveness of a 
company’s internal financial controls and engage 
in a regular dialogue with internal and statutory 
auditors.

| | | |
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