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1 Introduction 

1.1  Use of This Manual 

This Manual sets out the requirements that must be followed in respect of audits of 
financial statements by member firms of Moore Global. 

It is not based on any particular audit tool and is intended to be compatible with the 
various tools in use in member firms of Moore Global. 

This manual is based on, and refers to, International Standards on Auditing (ISAs) as 
issued by the International Audit and Assurance Standards Board. However, its 
requirements must be applied even where audits are not undertaken in accordance 
with those standards. 

This Manual sets minimum requirements that must be met by member firms. 
Member firms may not remove requirements, but they may need to supplement this 
Manual. 

Requirements must be added where there are local legal or regulatory requirements 
that go beyond the requirements of ISAs. 

Further guidance should also be added to tailor the requirements for use with the 
local audit tool, whether this is a computer based system or manual. Because this 
Manual has been drafted without regard to any particular tools that may be in use it 
deals primarily with what needs to be done, whilst leaving open exactly how this 
should be done. Additional guidance will be valuable to partners and staff of member 
firms in assisting them in meeting the requirements that have been set. 

There is no particular format specified for such additions and this could be done by 
adding text to this Manual, through separate user guidance or through being built 
into the tools in use. 

It may also be useful to provide procedural detail in respect of requirements. For 
example, this Manual contains the requirement that modified audit reports (with 
limited exceptions) be approved by designated individuals within the firm before 
they are issued. That is a general requirement. It would be useful for firms to 
supplement this with details of how and from whom such approval should be 
obtained. That is a specific requirement.  
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2 Engagement Acceptance and Continuance 

2.1 Introduction 

Engagement acceptance and continuance is the process through which the auditor 
accepts a new audit engagement or agrees to continue an existing audit engagement 
for one or more further accounting periods. 

In deciding whether or not to accept or continue an audit engagement the auditor 
must ensure that certain preconditions for an audit are met and that all ethical 
requirements have been complied with. 

Information that is obtained as part of the process of client acceptance or continuance 
may also be relevant to the risk assessment and at later stages of the audit. 

2.2 Preliminary Procedures 

Client and engagement acceptance and continuance policies and procedures are part 
of the firm’s system of quality management and must therefore be covered in the 
firm’s quality management policies and procedures.  

Reference must therefore be made to the firm’s quality management manual.  

This Manual does not cover general quality management procedures. 

Relevant ethical requirements, including those related to independence. 

In respect of individual audit engagements, engagement partners must satisfy 
themselves that they have obtained an understanding of the relevant ethical 
requirements, including those related to independence, and also ensure the other 
members of the engagement team have been made aware of the relevant ethical 
requirements and the firm’s related policies and procedures. 

To be able to form an opinion on whether relevant ethical requirements, including 
those related to independence, have been fulfilled, engagement partners must:  

• obtain the relevant information from the firm and, where applicable, from network 
firms to help identify and evaluate circumstances that create threats to compliance 
with relevant ethical requirements; 

• evaluate information on breaches of the relevant ethical requirements; and 

• take appropriate action to respond to the causes and consequences of the 
breaches in a timely manner if breaches of relevant ethical requirements are 
noted.F0F

1 

 
1 Para. A45, ISA 220 (Revised) 
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If an issue is identified that cannot be resolved by the engagement partner then the 
engagement partner must report the matter to the appropriate person within the firm 
so that appropriate action can be considered and, where appropriate, taken. This may 
involve the elimination of the activity or interest that creates the threat.  

Where, after any further action has been taken, the engagement partner does not 
believe that it is possible to eliminate any threats or reduce them to an acceptable level 
through the use of safeguards then the firm should not accept or continue the audit 
engagement, unless the firm is required to continue with the engagement as a result 
of law or regulation. 

The decision as to whether to eliminate a threat or to withdraw from an audit 
engagement is a commercial one. For example, where a firm undertakes or plans to 
undertake work which is incompatible with the independence required of an auditor 
it is for the firm to decide whether it is more beneficial to withdraw from the audit 
engagement or to withdraw from the other work. 

At the client acceptance and continuance stage, the auditor must establish an 
understanding of the relevant ethical requirements, including those related to 
independence, that the auditor applies for the audit engagement, including, if 
applicable in the circumstances, any independence requirements specific to audits of 
financial statements of certain entities (i.e., those specified by the relevant ethical 
requirements, such as Public Interest Entities in the IESBA Code), as it forms the basis 
for communication with those charged with governance, as required during the audit. 

Other Matters 

In addition to considering whether the firm’s ethical and quality management policies 
and procedures have been complied with as part of the acceptance or continuance 
process for a specific engagement, engagement partners must also be satisfied in 
relation to various other matters. 

The audit engagement partner must be satisfied that the proposed audit engagement 
team, and any auditor’s external experts and internal auditors who provide direct 
assistance who are not part of the engagement team, collectively have the appropriate 
competence and capabilities, including sufficient time to perform the engagement 1F1F

2 

If the resources assigned are insufficient or inappropriate, the engagement partner 
must take action to address the need for additional or alternative resources. 

In particular, with respect to accounting estimates, a determination must be made as 
to whether the proposed engagement team requires specialised skills or knowledge 
to perform the risk assessment procedures, to identify and assess the risks of material 
misstatement, to design and perform audit procedures to respond to those risks, or to 
evaluate the audit evidence obtained. For many straightforward estimates this is 
unlikely to be an issue but not all estimates are straightforward. 

 
2 Para 26, ISA 220 (Revised) 
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Engagement partners must also confirm that the engagement is one for which they 
are legally entitled to act. 

The engagement partner should also consider whether there any other reasons the 
firm should not act, for example any significant concerns the audit engagement 
partner may have concerning the integrity of the owners, key management or those 
charged with governance of the entity. 2F2F

3 Where such concerns are present the firm 
should not agree to act3F3F

4 

Once engagement partners are satisfied that the firm’s ethical and quality 
management policies and procedures have been met, they are in a position to proceed 
with acceptance or continuance procedures. 

Additional requirements for initial engagements 

In an initial engagement, additional procedures are required to be performed by 
auditors. They must obtain access to the prior year's audit file and review the 
predecessor auditor's report to determine whether the opening balances have been 
properly carried forward from the prior year. 

2.3 Agreeing Terms of Engagement 

A key element of engagement acceptance is that auditors must agree the terms of the 
engagement with management and (where appropriate) those charged with 
governance.  

Auditors must: 

• determine whether the financial reporting framework to be used in preparing the 
financial statements is acceptable; 4F4F

5 

• obtain agreement from management that it accepts and understands its 
responsibilities: 

o for preparing the financial statements in accordance with the financial 
reporting framework;  

o for internal control; and 

 
3 Para. A50, ISA 220 (Revised) 
4 Given that such concerns may be of different degrees, firms would normally be expected to 
have specific procedures for consideration of such matters, such as a requirement to consult 
with at least one other partner, and specifically to consult with a partner with responsibility for 
ethical matters, where there is one. 
5 Para. 6 (a), ISA 210 
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o for providing the auditor with all information management consider 
relevant to the preparation of the financial statements, all information the 
auditor may request for the purposes of the audit and unrestricted access to 
persons within the entity from whom the auditor may consider it necessary 
to obtain audit evidence. 5F5F

6 

Financial Reporting Frameworks 

Acceptable general financial reporting frameworks include (but are not necessarily 
restricted to) IFRS and national GAAPs in the jurisdiction for which they were intended. 

If the financial reporting framework has been supplemented by local law or regulation, 
auditors need to consider whether this creates a conflict with the framework. If there 
is such a conflict, auditors must discuss this with management and agree that either: 

• the additional requirements can be met through additional disclosure; or 

• the description of the framework can be appropriately modified. 

If neither course of action is possible the auditor’s opinion may need to be modified. 6F6F

7 

Auditors must be alert for instances where the financial reporting framework has been 
changed for no clear reason since this may be an indicator of higher fraud risk. 

Similar considerations may apply where discretionary options have been used within 
a financial reporting framework. However, many financial reporting frameworks (such 
as IFRS) limit the ability to change options unless the change is demonstrably more 
appropriate and therefore this may also be an indication of specific potential non-
compliance with that framework. 

Auditors must also be alert for instances where the financial reporting framework 
adopted is not in fact acceptable in the jurisdiction in which the financial statements 
are being prepared. Such engagements are not generally accepted. 7F7F

8
 

Money Laundering 

In addition to the information mentioned above, auditors will also be required by local 
law and regulation to perform procedures to comply with anti money laundering 
legislation. These will differ from jurisdiction to jurisdiction and are not covered in this 
manual. 

 
6 Para. 6 (b), ISA 210 
7 Para. 18, ISA 210 
8  There may be exceptions to this where, for example, financial statements are prepared for 
consolidation purposes where the framework applied is not acceptable in the jurisdiction of the 
entity. Such engagement may be accepted, but the auditor must then provide a special purpose 
audit report. Special purpose audits are outside of the scope of this manual. 



 

6 
 

2.4 Documenting Terms of Engagement 

Once auditors are satisfied that the ethical and other requirements for accepting or 
continuing an engagement and client relationship are met, then they must agree the 
terms of the actual engagement with management or those charged with 
governance8F8F

9 

This agreement will usually take the form of an engagement letter, which must 
include: 

• the objectives and scope of the engagement; 

• respective responsibilities of the auditor and management; 

• identification of the financial reporting framework to be used; and 

• information about the expected form and content of the report which will be issued 
(including a statement that there may be circumstances in which the actual report 
differs from what is expected). 

Where local law or regulation prescribes in detail the terms of audit engagements, 
then the letter of engagement does not have to repeat this, and can instead refer to 
the existing law or regulation.  

The engagement letter must be signed and dated.  

For recurring engagements, auditors must consider whether the terms need to be 
revisited, updated or otherwise revised or whether the client needs to be reminded of 
the existing terms. The engagement file must document that this consideration has 
taken place. 9F9F

10
 

2.5 Imposed Limitation of Scope 

If the auditor considers that management are imposing a limitation on the extent of 
their work through the terms of the audit engagement such that there will be no 
choice but to disclaim an opinion on the financial statements then the auditor must 
not accept that engagement unless required to do so by law or regulation. 

2.6 Change in Terms 

Auditors must not accept changes in the terms of audit engagements without 
reasonable justification. 10F10F

11 

 
9 Para. 9, ISA 210 
10  Para. 13, ISA 210 The firm’s quality management procedures should set out the maximum 
period for which an engagement letter may remain in place. 
11 Para. 14, ISA 210 
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If during the course of an audit engagement, management request a change such 
that it becomes a limited assurance engagement, then the auditor must consider 
whether there is reasonable justification for doing this.  For example, this may apply 
where management were not aware that they had the option to obtain a limited 
assurance engagement rather than an audit. If the auditor does not consider that there 
is reasonable justification for the change the auditor should not accept the change in 
terms. 11F11F

12 

If during the course of an audit engagement the terms are changed, with the 
agreement of all parties, then the new terms must be reflected in a new, and 
appropriately dated, engagement letter. 12F12F

13 

If an auditor is requested to change the terms of an engagement but cannot agree 
new terms, and management does not want to continue the engagement under the 
existing terms, then the auditor must: 

• withdraw (if allowed by law or regulation); and 

• consider whether to refer the matter to other parties, such as those charged with 
governance, owners or regulators. 13F13F

14 

2.7 Further Information  

If the engagement team becomes aware, at any stage of the audit engagement, of 
information that might have caused the firm to decline the engagement had it been 
known at the time the acceptance decision was made, the relevant person within the 
firm must be informed, so that the firm and the engagement partner can take the 
necessary action. 14F14F

15
 

  

 
12 Para. 15, ISA 210 
13 Para. 16, ISA 210 
14 Para. 17, ISA 210 
15 Para. 24, ISA 220 (Revised) 
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3 Materiality 

3.1 Introduction 

When planning an audit, the auditor is required to: 

• determine a materiality level for the financial statements as a whole – whilst 
benchmarks can be useful in setting a starting point, and are included in the 
chapter 3.3, this is a matter of professional judgement and must be supported 
separately in relation to every audit; 

• determine one or more materiality levels for classes of transactions, account 
balances or disclosures where misstatements below the level of materiality for the 
financial statements as a whole may still affect the decisions of users – ie identify 
the areas of greatest sensitivity for users and determine the applicable materiality 
level accordingly; and 

• determine performance materiality levels which will then be used in deciding upon 
whether audit work needs to be undertaken and, if so, in setting the nature and 
extent of that work. 

Materiality for the financial statements as a whole and for specific areas are accounting 
measures related to the needs of the users of financial statements.  

Performance materiality is the ‘working materiality’. It sets a numerical level which 
helps guide auditors to do the appropriate amount of work necessary to support their 
audit opinion. Its application is the method by which the auditor reflects the possibility 
of undetected misstatements. In effect, it provides the auditor with a margin of error. 
It is applied by the auditor in planning the audit in, amongst other things: 

• determining whether audit procedures, other than risk assessment procedures, are 
required in relation to an audit area and assertion; 

• determining the overall approach that is appropriate in determining the types of 
procedure to be applied to an audit area and assertion; 

• determining the specific procedures that will be applied to an audit area and 
assertion; 

• determining those items which must be specifically addressed, if reliance is being 
placed on tests of detail, by setting a threshold above which specific items must be 
tested; 

• determining sample sizes, if a sampling approach is to be adopted. 

Performance materiality should be treated with caution in some areas. For example, it 
cannot simply be applied to population values when dealing with completeness, nor 
to potentially volatile areas such as derivative instruments since in both cases it is the 
understatement risk that is relevant. 
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Performance materiality must vary with the assessed level of risk of material 
misstatements. MG starts from a range of benchmark levels of performance materiality 
(for areas which are not of special sensitivity to users) as a percentage of materiality for 
the financial statements as a whole of 60-75%, 50-60%, 40-50% and 40% or lower for 
low, medium, high and significant risk respectively. This is only a starting point and 
should be adjusted to reflect more nuanced risk assessments where appropriate.  

When performing the audit, performance materiality is applied in assessing the results 
of many audit procedures, such as analytical procedures, and in determining the 
responses to those results. 

Materiality will need to be reconsidered as the audit progresses, if any information 
comes to light which would have affected the auditor’s initial assessment if known at 
the time. This will always apply where an audit is initially planned based on expected 
rather than actual figures. 

The audit file must document the key factors considered in determining each of the 
various materiality levels set out above, and how performance materiality has been 
applied in the assessment of the results of audit procedures. 

3.2 Materiality for the Financial Statements as a Whole - 
Overall Materiality 

Materiality is fundamentally an accounting concept, not an audit concept.  

Whilst used by auditors, it is equally relevant in non-audit assignments, such as 
compilations or reviews.  

As an accounting concept, it may therefore change according to the financial 
reporting framework that is being adopted, although most frameworks tend to work 
on broadly similar definitions. 

The definition under IFRS stresses the fact that it is a matter of judgement and not a 
calculation: 

Information is material if omitting it or misstating it could influence decisions that users make on the 

basis of financial information about a specific reporting entity. In other words, materiality is an entity-

specific aspect of relevance based on the nature or magnitude, or both, of the items to which the 

information relates in the context of an individual entity’s financial report. Consequently, the Board 

cannot specify a uniform quantitative threshold for materiality or predetermine what could be 

material in a particular situation. [Para. QC11, Chapter 3, The Conceptual Framework for Financial 

Reporting] 

ISA 320 does provide a brief summary of factors that might be considered in relation 
to materiality, but notes that where there is a definition in the financial reporting 
framework then this must be used as the frame of reference by the auditor 15F15F

16 

 
16 Paras. 2 and 3, ISA 320 
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Materiality is also not inherently directly related to quantum. As made clear above, 
materiality relates to the potential for affecting the decisions of users. Materiality 
applies to words and descriptions just as much as numbers. Even where it applies to 
numbers, it can apply to numbers which are small. For example, where a company 
provides disclosure under IFRS 7, the disclosure of a low level of exposure to a specific 
risk is itself material information, since it will affect the views of users. 

However, the qualitative aspects of materiality are most relevant when dealing with 
identified misstatements and some types of omission. It is the quantitative aspects 
that are of greatest importance in the planning of an audit and the performance of 
planned audit procedures. 

Given that materiality is an accounting concept, it might also be useful to ask the 
directors of a company (or equivalent for other bodies) what overall materiality level 
they consider appropriate. While this does not replace the auditor’s judgement, it may 
inform it. 16F16F

17 

3.3 Determination of Materiality for the Financial Statements 
as a Whole – Overall Materiality 

Materiality for the financial statements as a whole is the amount of misstatement that 
would not affect the decisions of users, in relation to matters other than those to which 
users of the financial statements are likely to be particularly sensitive. 

The determination of materiality for the financial statements as a whole is a matter of 
professional judgement. It cannot be reduced to a mathematical formula. This is 
stressed in most relevant financial reporting frameworks. 17F17F

18 

However, this does not mean that some basic calculations cannot be used as a starting 
point for the determination of materiality. This includes a range of percentages that 
could be applied to:   

 
 
Overall Materiality   
Appropriate 
Benchmark Suggested Range % 

Turnover 0.5% - 2% 
Profit before tax 5% - 10% 
Normalised profit before 
tax 5% - 10% 

Gross assets 0.5% - 2% 
Net assets 2% - 5% 
Total income / expenses 0.5% - 2% 

 
17 The IAASB made a deliberate decision to omit this as a requirement of ISA 320, on the basis 
there is otherwise some risk auditors will substitute management’s judgement for their own - 
see paras. 6 to 10 of the Basis for Conclusions published in May 2006.  This does not mean that 
there is any prohibition on asking management for their views – only on relying on them. 
18 Para. 4, ISA 320 
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These are just a starting point for the evaluation and provide some guidance as to the 
range of results.  The amount agreed cannot be accepted without a proper justification 
being included on the audit file. 

In determining whether and how the initial amount calculated should be adjusted, or 
even ignored and entirely replaced on the basis that it does not deal with the factors 
relevant to the particular client, consideration should be given to relevant factors such 
as: 

• whether users are likely to focus on particular aspects of the financial statements 
(such as revenues or profits) 

• the stage of the company’s life cycle (which may affect whether users focus on 
growth trends, profits or cash generation); 

• the nature of the company (such as whether there are any specific benchmarks 
often used in assessment of companies in that industry); 

• the financing structure of the company (such as whether the company is primarily 
debt or equity financed, which may affect whether focus will tend to be on assets 
and profit before interest or profit before tax); 

• the volatility of all or part of the measures (such as where profits before tax are 
highly volatile and should either be given little weight in the determination of the 
materiality level, or ignored altogether); 

• even where a measure is not normally volatile, whether the auditor is aware that an 
amount is affected by an exceptional circumstance, and that a normalised measure 
might need to be used instead; 

• whether any individual measures should be excluded, or adjusted, on the basis that 
they are affected by discretionary actions, (such as where directors’ remuneration 
is adjusted in the light of the underlying profitability of the company, so that profit 
before tax is not a useful measure). 

It should be noted that where reference is made to “users”, this is a reference to users 
as a group and not to particular individuals. The effect (or lack of effect) of potential 
misstatements on actual individual users should not be considered. 18F18F

19  

Whether the initial amount is used or otherwise, the audit file must include an 
explanation of the basis on which the judgement on materiality has been reached. This 
need not include a discussion of all of the matters listed above (or others, given that 
these are only example of possible considerations) but only those that are relevant to 
the judgement made.   

 
19 Para. 2, third bullet, ISA 320 
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As a general rule, the explanation can be briefer the more similar are the initial 
measures used to calculate the starting point, even if the agreed level has been 
amended substantially from this.  

Finally, it is worth noting that the level of materiality set for the financial statements as 
a whole has very little direct impact on the audit; it is not used directly for planning the 
audit procedures, it is not used directly in assessing the results of audit procedures and 
it is only one factor in deciding whether or not an identified error must be corrected or 
could lead to a qualification in the audit report. The level affects the audit primarily 
indirectly, through the impact it has upon performance materiality levels and the 
clearly trivial threshold for accumulating misstatements.  

3.4 Materiality for Particular Areas – Specific Materiality 

Materiality levels for classes of transactions, account balances or disclosures may differ 
from the initial overall assessment where misstatements below the level of materiality 
for the financial statements as a whole may still affect the decisions of users. 

Like materiality for the financial statements as a whole, this is an accounting concept 
and not an audit one. It simply reflects the fact that users of financial statements will 
be more sensitive to some matters than others. As a simple example, a company might 
have an appropriate level of materiality for the financial statements as a whole set at 
1m; this necessarily means that a user’s views and decisions would not, in general, be 
affected by a misstatement of this amount. To consider that an understatement of 
directors’ remuneration of 1m would be treated with the same insouciance by a user is 
absurd. This needs to be reflected by the auditor in both planning and performing the 
audit. 

3.5 Determination of Materiality for Particular Areas 

Benchmarks and standard calculations have little or no role to play in the 
determination of materiality levels that should be applied to particular audit areas. 
Such determination is purely a matter of professional judgement. Having said that, the 
absolute level of some of the materiality assessments required probably varies far less 
than for materiality for the financial statements as a whole. (Using directors’ 
remuneration as an example again, whilst the appropriate materiality levels for a small 
private company and a large listed company would not be the same, they would not 
vary proportionately to the materiality level applied to the financial statements as a 
whole.) 

Unlike materiality for the financial statements as a whole, which must always be set, 
there may be rare cases where there is no need for any specific materiality for sensitive 
areas to be determined. 

In most cases, one or more areas will be of particular sensitivity, and this will need to 
be reflected by the auditor. Among the factors that would need to be considered by 
the auditor in determining both that there are areas of particular sensitivity and what 
materiality should be applied are: 



 

13 
 

• user’s expectations regarding the measurement or disclosure of certain items, 
whether these are affected by law, regulation, the applicable financial reporting 
framework or otherwise. This is why directors’ remuneration and other transactions 
with related parties will often be areas where a lower materiality level is appropriate; 

• key disclosures in relation to the industry in which the company operates. For 
example, research and development expenditure in the pharmaceuticals industry 
or loan loss provisions in the finance industry; 

• whether a particular event or matter might be expected to lead to the focussing of 
attention on a particular area of the financial statements. For example, the results 
of a newly acquired or discontinued operation might be of particular interest to 
users. 

It is important to note that audit areas may need to be sub-divided for the purposes of 
determining materiality levels for sensitive areas. Auditors are entitled to assume that 
users have a reasonable business and accounting knowledge, will read the financial 
statements diligently, and understand the basic concept of materiality.  

Taking the example of directors’ remuneration yet again, and assuming a private 
company, this might comprise salaries and bonuses paid in cash and the value of share 
options granted to directors. Most users would probably expect the cash elements to 
be extremely accurate, which would need to be reflected in the assessment of 
applicable materiality. A reasonable user would not expect the value ascribed to share 
options to be accurate to the same extent, given the subjectivity and judgement 
required in the valuation of options, particularly for a private company. The applicable 
materiality would then need to reflect this. This means that there would need to be 
two separate materiality levels for directors’ remuneration; one to deal with the options 
and another to deal with the less subjective elements. 

The MG Preliminary Materiality Calculator includes a section dealing with sensitive 
areas for which a lower level of materiality may be appropriate, and work can be 
documented in this section if the auditor is using the calculator. This does not contain 
any predetermined ranges but does mention some areas where the determination of 
such a level may be appropriate. 

Below is a non-exhaustive list for the transactions, balances or events which could be 
subject to a specific materiality level lower than overall materiality: 

• Related party transactions and balances 

• Significant management estimates or valuations including sensitivity analysis 

• Director remuneration 

• Director’s expense 

• Auditor’s remuneration, in particular non-audit services 

• Management fees and commissions 
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3.6 Performance Materiality 

Performance materiality is an audit concept. 

It arises as a result of audit risk, and is an acknowledgement that audit work can never 
be relied upon to identify all of the errors that may exist in the areas with which it 
deals.19F19F

20 

Performance materiality could therefore be considered to be the auditor’s margin of 
error. It sets a numerical level which helps guide auditors to do an appropriate amount 
of work to support their audit opinion. 

The basic idea behind performance materiality is very simple, and based on fairly 
indisputable logic. The auditor assumes that an entity has two categories of asset, and 
that an auditor sets a materiality for the financial statements as a whole at 100,000. If 
this is then applied in auditing each area, for example in setting sample sizes then the 
materiality that has actually been applied is 200,000. An auditor cannot use materiality 
for the financial statements as a whole in relation to each audit area, as if the auditor 
does that then they are effectively planning in such a way that they may well miss 
“immaterial” errors that are material in aggregate. (So if each asset class included 
75,000 of errors, in the same direction, the planned testing would not have been 
designed to find them. Yet that would mean a 150,000 error in the financial statements, 
which would mean that the financial statements were materially misstated.) 

Having said that, this does not mean that determination of performance materiality 
involves the auditor simply sub-dividing the materiality level for the financial 
statements as a whole, so that their sum equals the materiality for the financial 
statements as a whole. Performance materiality in aggregate may exceed materiality 
for the financial statements as a whole. This logic relies upon the implicit assumption 
that risks are broadly symmetrical, that is, there may be both under and over 
statements in relation to the overall position.  

The main exception to the general rule is therefore where the risks tend in the same 
direction. For example, were the firm to be acting for a client where the general level 
of fraud risk is considered to be high, in relation to virtually all audit areas, and that risk 
is considered to lead to an increased likelihood of overstatement of net assets (ie 
overstatement of both assets and income, understatement of both liabilities and costs) 
then this would need to be factored in when assessing entity level risk and will be 
reflected in substantially reduced levels of performance materiality, which would then 
need to amount to little more than an allocation of the materiality for the financial 
statements as a whole. (The question of whether the firm should be acting at all in such 
circumstances is a separate one and is not addressed here.) 

 
20 Para. A12, ISA 320 
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3.7 Determination of Performance Materiality - General 

As noted above, performance materiality(“PM”) must reflect the assessed level of risk 
of material misstatements. The performance materially must be set by reducing the 
materiality for the financial statements as a whole by an appropriate amount based on 
the risk assessment. It’s important to remember that the determination of 
performance materiality is not a simple mechanical calculation and involves the 
exercise of professional judgment. 

The firm’s audit approach recognises four levels of audit risk: 

• low; 

• medium; 

• high; 

• significant. 

Inevitably, this means that each of the levels covers a range of risk assessments; a 
medium risk assessment, for example, could be bordering on high or low. 

For this reason, it is not possible to specify a single basis by which materiality for the 
financial statements as a whole should be reduced to arrive at an appropriate 
performance materiality. 

However, as with materiality for the financial statements as a whole, this does not 
mean that starting points cannot be provided. 

The first level of performance materiality (which could be called basic performance 
materiality) is simply a reflection of the unavoidable risk of failing to spot 
misstatements, which applies even where the risk of such misstatements has been 
assessed as low. 

It is suggested that between 60% and 75% be applied as a starting point for a low-risk 
client at the entity level, but that consideration be given to reducing this where the risk 
is considered to be at the upper end of the low range, ie approaching medium risk.  

Where risks are assessed as medium or high the percentage must be reduced. It is 
suggested that 50% to 60% (for medium) and 40% to 50% (for high) be used as starting 
points, although these amounts may be increased or reduced to reflect a more 
nuanced assessment of risk levels. 

Significant risks at entity level must be dealt with separately. Where risks are assessed 
as significant, it is suggested that 40% or lower to be used as starting points. In many 
cases, the procedures applied in relation to significant risks will not be those likely to 
be affected by performance materiality.  
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The MG Preliminary Materiality Calculator includes a section, “PM client risk”, dealing 
with performance materiality. In this section, the percentage applied by the auditor in 
determining performance materiality will depend on individual risk factors associated 
with the entity being audited. 

The suggested percentage to be applied to overall performance materiality are 
summarised as follows:  

Four level of audit risk Suggested benchmark 

Low risk 60% - 75% 

Medium risk 50% - 60% 

High risk 40% -50% 

Significant risk 
40% or lower (a matter of 
auditor's judgements) 

 

Below are the lists of the 6 factors that should be considered when determining the 
audit risk level, this list is not exhaustive and the auditor should remain aware of 
anything else that may affect this assessment: 

# Factor to consider in setting Performance materiality 

Factor #1 

Expected total value of known and likely misstatements (based 
on past significant misstatements and other factors) that 
individually or in aggregate are quantitatively or qualitatively 
material to the entity’s financial statements   

Factor #2 
Management’s overall attitude towards identifying and 
responding to risks within its business  

Factor #3 
The monetary value of the accounts where amounts are subject 
to estimation and are not able to be determined with precision 

Factor #4 Number of identified control deficiencies and/or brought 
forward adjustments from prior years 

Factor #5 Aggregation effect of planned testing involving sampling 

Factor #6 
The overall size and complexity of the entity, including diversity 
of operations  

3.8 Determination of Performance Materiality – Sensitive 
Areas – Specific Materiality 

Performance materiality is also relevant in relation to sensitive areas where a lower 
level of materiality has been determined. 

The logic used within the standard is the same as that provided in relation to the 
financial statements as a whole; that the application of a performance materiality level 
reduces the risk that unidentified misstatements will, in aggregate, exceed the 
appropriate materiality level. 
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Given that the risk associated with cumulative errors is significantly less when dealing 
with sensitive areas rather than the financial statements as a whole, it is suggested 
that the performance materiality be reduced only marginally, if at all, below the 
materiality level set for the particular audit area under section 3.5. 

This is because the risk of aggregation, dealt with above, does not arise when dealing 
with a single area. 

The MG Preliminary Materiality Calculator allows for the identification of areas where 
a separately determined performance materiality is appropriate. 

3.9 Clearly Trivial Threshold 

The audit team is required to accumulate misstatements identified during the audit, 
other than those that are clearly trivial 20F

21 . Clearly trivial misstatements will be 
misstatements that are clearly inconsequential, whether taken individually or in 
aggregate and whether judged by an criteria of size, nature or circumstances. When 
there is any uncertainty about whether one or more items are clearly trivial, the 
misstatement is considered not to be clearly trivial. 

Auditors generally set a threshold for recording misstatement which is referred to as a 
“Clearly trivial threshold”. Any misstatements noted above the threshold are 
accumulated to the summary of identified misstatements. It is suggested that the 
clearly trivial threshold is set at a maximum of 5% of overall materiality during an 
engagement. Any misstatements noted below such threshold are not required to be 
accumulated as they would not have a material effect in aggregate on the financial 
statements unless the auditor considers it appropriate to do so because of the nature 
of the misstatement or if it is required by those charged with governance to report all 
misstatements identified during the audit irrespective the value of the misstatements.  

A lower level than the suggested threshold of 5% can be adopted based on auditor’s 
professional judgements, in particular when there are significant small misstatements 
with similar nature noted when individually are below trivial but in aggregate may be 
above trivial or material. 

The Clearly Trivial Threshold(“CTT”) can be calculated and document in the “Trivial 
Misstatement” Tab in the MG Preliminary Materiality Calculator. 

3.10 Revision of Materiality Levels 

The materiality levels determined during the initial audit planning may need to be 
revised during the course of the audit. The simplest example might be where much of 
the audit planning is undertaken prior to the end of the client’s reporting period, based 
on estimated figures, in which case materiality will always need to be reconsidered 
when draft amounts for the period become available. 

 
21 ISA 450.5 
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Where the auditor becomes aware of any information that would have led to a 
different level of materiality at the initial planning stage then the materiality should be 
revised, whether this applies to materiality for the financial statements as a whole, 
materiality applicable to sensitive areas, or both.  

The change and the reasons for the change must be documented on the audit file. The 
information in the original materiality calculation should not be amended for this 
purpose, so that a record of the revision is maintained. If the auditor is using the MG 
Materiality Calculator toolkit, the change can be recorded using the MG Final 
Materiality Calculator whilst retaining the original. 

Where there is a change to the level or levels of materiality for the financial statements 
as a whole or for particular areas, consideration must also be given to whether 
performance materiality needs to be altered. The specific circumstances always need 
to be considered, but basic principles include that: 

• where materiality levels have increased, then there is no need to (or benefit from) 
altering performance materiality levels; 

• where materiality levels have decreased then a certain tolerance should be allowed 
before revising performance materiality. This will depend on the circumstances, but 
a tolerance level of 10% would probably be at the upper end of the acceptable 
range. 

Where performance materiality levels do need to be reduced then both the audit work 
already undertaken and further procedures yet to be performed need to be 
reconsidered. This may require further procedures to be undertaken, or the extension 
of procedures already planned or performed. 

The guidance for revision of materiality can be summarised as follows: 

Rules for the requirement to revise materiality calculations  

Final Overall Materiality("OM") 
movement  Suggested approach 

Final OM > Preliminary OM 
No revision for OM, PM & CTT is required 
however the engagement team can 
elect to adopt a higher OM, PM & CTT 

Final OM decreasing percentage > 
10% 

Revision for Final OM, PM and CTT is 
required 

Final OM decreasing percentage < 
10% 

Final OM is required to be revised down, 
but it is not mandatory that PM & CTT 
also be reduced. If PM & CTT is not 
reduced, the file will still need to contain 
evidence that it was considered.  

 

3.11 Using Performance Materiality in Planning 

Some audit procedures will be little affected by the level of performance materiality. 
(For example, this would apply to procedures where 100% of a population is to be 
tested.) 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library#mstph__4d69e49a-309a-434b-9a23-cee8eded4f0b
https://intranet.moore-global.com/hub/audit-and-assurance/template-library#mstph__4d69e49a-309a-434b-9a23-cee8eded4f0b
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Performance materiality is applied in audit planning in: 

• determining whether audit procedures are required in relation to an assertion at all 
– where a balance or class of transactions is below performance materiality then 
(depending on the assertion under consideration) no audit testing may need to be 
performed at all;  

• determining the overall types of procedure that should be undertaken in relation 
to an assertion – for example, the higher the performance materiality relative to the 
population value the more the auditor may be able to rely upon substantive 
analytical procedures rather than tests of detail (although again this may depend 
on the assertion under consideration); 

• deciding the particular procedures that should be applied in auditing an assertion 
- in deciding which substantive analytical procedures to be undertaken, for 
example, the auditor would consider the precision level each is capable of achieving 
relative to the time likely to be needed for their completion. Similarly, where there 
are individual items within the population that exceed the level of performance 
materiality then they must be tested in some way; if tests of detail are to be 
undertaken then such items must be included in such an audit test; 20F21F

22 

• deciding on the sample sizes that should be applied in sampling tests – when 
applied to sampling tests performance materiality is described as tolerable 
misstatement. 

Care does need to be taken in considering the impact of the relevant assertion and the 
nature of the item under consideration. For example: 

• when considering completeness in relation to a category of liabilities, performance 
materiality cannot be compared with the recorded amounts in order to determine 
the nature and extent of audit procedures; 

when considering items whose valuation is potentially highly volatile, such as many 
classes of derivative instrument, the nature and extent of audit procedures cannot be 
based on their carrying values. It could be based on the sum of their underlyings. In 
this case, valuation is the assertion most likely to be affected, but it may affect others. 
It would not, for example, be appropriate to decide not to test rights and obligations in 
relation to a derivative asset on the basis that its carrying value is small if the underlying 
is large. 

 

 
22 Consideration should also be given to setting a level, below performance materiality, above 
which all items in a population should be tested. This has merits, in that it will reduce the risk of 
material misstatement. For sampling procedures, it may also be highly efficient, depending on 
the skew in the population, since the number of items caught by such a threshold may be less 
than the reduction in sample size which results. (It is for this reason that ISA 530 deals with 
stratification of populations, and notes that this will often have the effect of reducing sample 
sizes.) Whilst not directly relevant, some guidance from the AICPA suggests that the threshold 
should be set at between one third and one sixth of the performance materiality level. 
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3.12 Using Performance Materiality in Performing an Audit 

Performance materiality is applied during the course of undertaking the audit 
fieldwork in a number of ways. 

Performance materiality must always be considered in assessing the results of 
substantive analytical procedures. The auditor is required to evaluate whether an 
expectation is sufficiently precise to be capable of identifying a misstatement. Where 
the achievable precision level is greater than performance materiality, this criterion 
cannot be met and the results of the audit test cannot be considered to give rise to 
appropriate audit evidence. (In practice such a test should, of course, not be planned 
since precision levels should be considered during audit planning and not once 
procedures have been performed.) Similarly, the auditor must determine the amount 
of any variation between amounts recorded and expected that is acceptable without 
further investigation. This amount need not be the same as performance materiality 
and would normally be lower, but could never be higher. 

Where non-sampling substantive tests have been undertaken, such as coverage tests 
or tests where items above a specified value has been tested, performance materiality 
is relevant in determining whether the results provide sufficient audit evidence or 
must be supplemented. With such tests, the results that have been obtained cannot 
be extrapolated to the untested population. Therefore, the value of the untested 
population must be considered in relation to performance materiality to determine 
whether further audit work is required. 

Where sampling substantive tests have been performed, the extrapolated 
misstatement must be compared with the performance materiality to determine 
whether the test has provided sufficient appropriate audit evidence. 

Performance materiality might also be relevant when reconsidering the audit strategy 
and plan in the light of identified misstatements. This is dealing with a very similar issue 
to that of performance materiality. As a result, the audit strategy and audit plan should 
be reconsidered where the aggregate of identified misstatements exceeds the basic 
performance materiality established during the planning of the audit. 21F22F

23  For this 
purpose, no distinction can be drawn between corrected and uncorrected 
misstatements, since the point is to reconsider whether the risk assessments on which 
the audit strategy and plan were based were appropriate, which is not affected by 
whether the client adjusts for identified misstatements or not. However, whether or 
not misstatements have been adjusted for will affect the outcome of the 
reconsideration. 

 
23  This is in addition to the reconsideration required by ISA 450 where the nature and 
circumstances of identified misstatements indicate that other misstatements may exist that 
may make the total of misstatements material. This reconsideration is of a qualitative rather 
than quantitative nature. 
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3.13 Special Considerations – Materiality and Estimation 
Uncertainty 

There are certain circumstances where the estimation uncertainty associated with an 
accounting estimate is multiples of materiality. This is more common for certain types 
of accounting estimates or in certain industries, such as insurance or banking, where a 
high degree of estimation uncertainty is more typical and there may be specific 
requirements in the applicable financial reporting framework in that regard.  

In such circumstances, and considering the procedures performed and the audit 
evidence obtained, the auditor may conclude that in the auditor’s judgment, a range 
that is multiples of materiality is appropriate in the circumstances.  

When this is the case, the auditor’s evaluation of the reasonableness of the disclosures 
about estimation uncertainty becomes increasingly important, in particular whether 
such disclosures appropriately convey the high degree of estimation uncertainty and 
the range of possible outcomes. 
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4 Discussions with Clients 

4.1 Introduction 

Discussions with clients should be undertaken throughout the audit. However, this 
section of the Manual primarily deals only with two specific matters both of which are 
addressed during the risk assessment stage of the audit: 

• the discussion with management that should cover fraud risks and related matters;  
22F23F

24 and 

• the discussion with management covering matters that are likely to assist in the 
identification of risk of material misstatements, whether such risks relate to 
possible fraud or error. 23F 

This section also deals with matters that are directly connected to these two 
mandatory discussions. 

In principle, there are two separate discussions. For many entities, including almost all 
smaller ones, however, the auditor may combine the discussions. This is perfectly 
acceptable, so long as the agenda for the combined discussion covers all of the matters 
that are required to be addressed. Conversely, for larger or more complex entities 
discussions may need to be held with a number of parties separately in order to obtain 
different perspectives from those with different experiences within the entity. The 
important thing is not the number of meetings held, but that the meeting or meetings 
collectively ensure that the auditor is provided with sufficient relevant information 
which can then be taken into account in the risk assessment. Whilst the client’s 
assessment of both fraud and other misstatement risks must not be the determining 
factor in the auditor’s risk assessment it is clearly relevant to it.  

4.2 Risk Discussions with Management 

The auditor must make enquiries of management concerning matters that may affect 
the auditor’s assessment of the risk of material misstatement in the financial 
statements. 

Such discussions can really be divided into two parts: 

• the auditor should discuss many matters with management that will affect the 
auditor’s risk assessment, but which may also be relevant for other reasons and are 
not couched as risk discussions. For example, the auditor would be expected to 
discuss the commercial performance of the entity with management. Such 
discussions would then be relevant to the risk assessment since they might, for 
example, be used to inform preliminary analytical procedures and would be borne 
in mind throughout the audit; and 
 

• the auditor should also discuss risks with management specifically. 
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It is only the second type of discussion that is considered further in this section. 

Other than matters relating to fraud, the areas covered should include: 

• management’s assessment of those risks giving rise to a risk of material 
misstatement in the financial statements. This may usefully be divided between 
business risks and other risks; and 

• the entity’s process for the identification of business and other risk. In particular, 
whether the entity has a formal process for the identification of such risks, for 
estimating their significance, for assessing the likelihood of their occurrence and 
for deciding what actions, if any, should be taken to mitigate those risk. Where 
there is no such formal process, as is more likely in a smaller or less complex entity, 
the auditor should try to establish how management has satisfied itself that all 
relevant risks have been identified. 

As noted above, the auditor cannot simply accept the entity’s own risk assessment, but 
that risk assessment can be used to inform the auditor’s independent assessment. This 
may bring to light potential areas of which the auditor was previously unaware. It may 
also highlight areas where the existence of risk is clear to the auditor, but does not 
seem to be apparent to management. This information may itself be relevant in 
assessing the response to such risks. 

4.3 Discussions with Others 

Much of the information relevant to the auditor is likely to be obtained through 
discussion with management, and even more specifically with those with 
responsibility for financial reporting. 

However, auditors should not limit their discussions to such persons. Relevant 
information may be obtained from a variety of sources, for example: 

• discussions with employees involved in initiating, processing or recording complex 
or unusual transactions may help the auditor valuate the appropriateness of the 
selection and application of certain accounting policies; 

• discussions with marketing or sales personnel may provide information about 
changes in the entity’s marketing strategies, sales trends, or contractual 
arrangements with its customers; 

• discussions with staff involved in the risk management function (or those 
performing such roles) may provide information about operational and regulatory 
risks that may affect financial reporting; and 

• discussions with IT personnel may provide information about system changes, 
system or control failures, or other information system-related risks. 24F24F

25 
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It is not possible to provide an exhaustive list of parties with whom the auditor should 
hold discussions, nor an agenda of items that should be covered. Instead, the auditor 
should consider all possible sources of information and hold discussions with all 
relevant individuals who may be able to provide information that is not likely to be 
available elsewhere. The intention is always to try to get a different perspective on the 
entity which may identify further risks of material misstatement. 

Where those charged with governance are separate from management the auditor 
should always hold discussions with those charged with governance. The 
communication process with those charged with governance is covered separately 
but should include obtaining their views on business and other risks. 

4.4 Discussions with Internal Audit 

Where an entity has an internal audit function the auditor must always hold 
discussions with persons from that function for the purposes of informing the auditor’s 
risk assessment. Such discussions must be held even where the auditor does not 
expect to use the work of the internal audit function to modify the nature or timing, or 
reduce the extent, of audit procedures to be performed. The discussions should be held 
with the person or persons who, in the auditor’s judgement, have the appropriate 
knowledge, experience and authority. 25F 

Such discussions may provide useful information for obtaining an understanding of 
the entity and its environment, the applicable financial reporting framework and the 
entity’s system of internal control in identifying and assessing risks of material 
misstatement at the financial statement and assertion levels. In performing its work, 
the internal audit function is likely to have obtained insight into the entity’s operations 
and business risks, and may have findings based on its work, such as identified control 
deficiencies or risks, that may provide valuable input into the auditor’s understanding 
of the entity, the auditor’s risk assessments or other aspects of the audit. 26F25F

26 

The auditor should always make specific enquiries about any matters the internal audit 
function has raised with those charged with governance and the outcomes of the 
function’s own risk assessment process. 

4.5 Fraud Risk Discussion with Management 

The auditor must always hold discussions relating to fraud risk with management. 

These must cover, at least: 

• management’s assessment of the risk that the financial statements may be 
materially misstated due to fraud, including the nature, extent and frequency of 
such assessments; 
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• management’s process for identifying and responding to the risks of fraud in the 
entity, including any specific risks of fraud that management has identified or that 
have been brought to its attention, or classes of transactions, account balances, or 
disclosures for which a risk of fraud is likely to exist; 

• management’s communication, if any, to those charged with governance 
regarding its processes for identifying and responding to the risks of fraud in the 
entity;  

• management’s communication, if any, to employees regarding its views on 
business practices and ethical behaviour; 27F26F

27 and 

• whether management has knowledge of any actual, suspected or alleged fraud 
within the entity. 28F27F

28 

The justification for such enquiries is that management is responsible for the entity’s 
internal control and for the preparation of the entity’s financial statements, so the 
auditor should obtain and consider management’s own assessment of the risk of fraud 
and the controls in place to prevent and detect it. The auditor cannot just accept the 
assessment, but must evaluate it critically. In particular, the auditor needs to bear in 
mind that management’s assessment of both fraud risk and controls will not, and 
indeed cannot, deal adequately with fraud risks related to management override. The 
auditor must therefore always consider whether the results of any enquiries should be 
corroborated with other information. 

The auditor should consider whether the extent and frequency of management’s 
assessment of fraud risk and controls is appropriate for the size and nature of the entity. 
A diverse and complex entity would reasonably be expected to have a formal fraud risk 
assessment process, for example through annual assessments or as part of continuous 
monitoring. The absence of such a process where this might be expected may itself 
give the auditor cause for concern, since at the very least it may indicate that 
management do not take internal control sufficiently seriously. Smaller entitles may 
lack this formality, yet this may be considered appropriate and adequate. In a small 
entity consideration of fraud risks may, for example, focus on the risks of employee 
fraud or misappropriation of assets. Where this is reasonable, the auditor would not 
draw adverse conclusions as a result of this. 

Similar considerations apply to management’s process for identifying and responding 
to any identified fraud risks. The auditor must assess whether the response is 
appropriate given the size and nature of the entity, and the level of risk it faces. For a 
larger business the process may again be expected to be formal whilst for a smaller 
and simpler business the responses may be more general, such as increased oversight 
rather than the imposition of particular control activities. The auditor is, in effect, 
required to determine if the entity’s response is appropriate given the risk identified 
and the costs that would be associated with its mitigation or elimination. 

 
27 Para. 17, ISA 240 
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Management ‘s communication with those charged with governance in relation to 
fraud will be relevant only to those entities where there is separation between 
management and those charged with governance. In such cases, the auditor should 
expect to see communication of any major risks that have been identified and the 
actions that have been or will be taken to address them. 

Communication with staff is both potentially directly relevant to the fraud risk 
assessment, but is also relevant to the auditor’s assessment of the “tone at the top” 
element of the control environment. 

4.6 Discussions with Others 

As noted above, discussions with management concerning fraud risks and responses 
may be very useful when dealing with matters such as employee or third party fraud, 
but will not provide useful information in relation to management fraud risks. 

As a result, the auditor must always discuss fraud risks, including management fraud 
risks, and knowledge of any actual, suspected or alleged fraud with those charged with 
governance where these are separate from management and must always consider 
whether there are other parties with whom such discussion should be held, such as: 

• operating personnel not directly involved in the financial reporting process; 

• employees with different levels of authority; and 

• employees involved in initiating, processing or recording complex or unusual 
transactions and those who supervise or monitor such employees. 

For larger entities there may also be further relevant individuals such as: 

• in-house legal counsel; 

• ethics officer; and 

• identified persons charged with dealing with allegations of fraud.  

The discussions with those charged with governance must cover, amongst other 
things, how they exercise oversight of management’s processes for identifying and 
responding to the risks of fraud in the entity and the internal control that management 
has established to mitigate these risks29F28F

29
 

4.7 Discussions with Internal Audit 

Where an entity has an internal audit function the auditor should always hold 
discussions with persons from that function in relation to fraud. Those discussions 
must cover both the risks of fraud and their knowledge of any actual, suspected or 
alleged fraud. 30F29F

30 
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The discussions would also be expected to cover any specific fraud related activities 
that may have been undertaken by the internal audit function, such as: 

• the procedures performed, if any, by the internal audit function during the year to 
detect fraud; and 

• whether management has satisfactorily responded to any findings resulting from 
those procedures. 31F30F

31 

4.8 Documentation  

The normal discussions with client staff that are undertaken during the course of the 
audit may need to be documented where relevant to the auditor’s work and 
conclusions, and this would normally be done in the working papers dealing with the 
matters discussed. No separate documentation will be required.  

Formal discussions with management, those charged with governance and internal 
audit must be specifically and separately documented. 
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5 Understanding of the Entity and its Environment , 

and the Applicable Financial Reporting 

Framework 

5.1 Introduction 

Auditors cannot audit something that they do not understand.  

Having an understanding about the clients that are being audited is a prerequisite for 
being able to conduct those audits – although clearly the more audit work that is done, 
the greater and more informed that understanding will become.  

There is however, a level of understanding that needs to be present from the outset. 
This level of understanding needs to be obtained or consolidated (depending on 
whether the client is a new client or an existing one) during what we call the pre-
planning phase.  

Without an adequate understanding of the entity being audited, the entity’s 
applicable financial reporting framework and the environment in which it operates, it 
will not be possible for auditors to perform an effective risk assessment. It is their 
understanding of the entity being audited that enables auditors to identify and assess 
the risks of material misstatement present and thus to design and implement their 
responses to those risks. Lack of understanding would not only hinder auditors from 
identifying, assessing and responding to risks, it would also have a negative impact on 
their professional scepticism and their general awareness of fraud risk indicators since 
they wouldn’t have any useful context for what is ‘expected’ or ‘normal’ to help them 
identify the unexpected or the abnormal.  

This section of the manual addresses the specific areas relating to obtaining and 
updating understanding that auditors need to consider in order to enable them to plan 
and perform effective audits. It does not however address understanding internal 
controls which is addressed in Chapter 7. 

5.2 What Do Auditors Need to Understand 

Auditors need to understand the issues, circumstances and facts that are relevant to 
their audit.  

This is obviously potentially very wide, but there are three main headings under which 
the many things that need to be understood can be divided: 

• the entity being audited; 

• the industry and environment in which the entity operates; and 

• the applicable financial reporting framework. 
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The Entity Auditors have to obtain an understanding of the following factors 
related to the entity: 

• operations (what the company does and how it does it); 

• objectives and strategies (what the company wants to achieve and how it plans to 
go about it); 

• the business model of the entity31F

32 (how the entity creates, preserves, and captures 
financial or broader value, for its stakeholders)   

• ownership and governance structures (who is in charge, and how lines of 
command work); 

• investments (what types of investment the company has, what it is planning (and 
why), not forgetting special purpose entities); 

• the structure of the entity (who does what and how);  

• financing (methods of current and planned financing and the rationales for these); 

• the structure and complexity of the entity’s IT environment and how the use of IT 
interact with stakeholder through IT interfaces and other technologies; and 

• measurement and review of financial performance (how this is done and what the 
results have been in the past). 

Understanding these factors will enable auditors to identify: 

• risks arising from them; and 

• potential fraud risk indicators should they exist. 

Examples of risks that might be identified as a result of understanding the factors 
listed above include but are not limited to: 

• operational risks (eg stock obsolescence, supply chains, manufacture, warranties, 
distribution, markets, cash flow, reliance on service centres, staffing); 

• business risks (inappropriate objectives or strategies, failure to recognise the need 
for change, or incentives or pressures on management) 

• investment risk (if the entity has high risk investments, volatile investments, lack of 
liquidity, expansion of the business where demand has not been accurately 
estimated); 

 
32 Not all aspects of the business model are relevant to the auditor’s understanding. Business 
risks are broader than the risks of material misstatement of the financial statements, although 
business risks include the latter. The auditor does not have a responsibility to understand or 
identify all business risks because not all business risks give rise to risks of material 
misstatement. Para A62, ISA 315 Revised (2019) 
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• fraud risks (susceptible stock (eg high volume small sized high value items that are 
poorly controlled), involvement of related parties, non-obvious transactions or 
investment decisions, susceptible command chains, opportunities and incentives 
(eg bonus schemes) for manipulation); 

• financing (existence of loan covenants and restrictions, high leveraging, cash flow 
issues); 

• unduly complex structures; and 

• existence of related parties which might give rise to related party transactions. 

The Environment and the Industry 

Auditors have to obtain an understanding of the following factors relating to the 
industry and environment in which the entity operates: 

• regulatory factors (eg tax, industry specific practices and accounting quirks, 
legislation, government policies, environmental requirements, tariffs or incentives); 

• factors that impact on conducting business eg utilities cost, business taxes, levies, 
dues etc 

• the legal and regulatory framework within which the entity is operating; and 

• how the entity is complying with that framework (and how the entity is ensuring it 
will continue to do so). 

• industry factors such as 

➢ the competitive environment (including demand, capacity and price 
sensitivity); 

➢ cyclical or seasonal issues (not relevant for all industries but highly relevant 
for some); 

➢ supplier and customer relationship norms within the industry/sector; and 

➢ impact of technology (eg on the entity’s products, supply or delivery 
mechanisms);  

• Other external factors (eg General economic conditions, interest rates and 
availability of financing, and inflation or currency revaluation) 

The Applicable Financial Reporting Framework 

• the entity’s financial reporting practices in term of the applicable financial 
reporting framework (eg accounting principles and industry-specific practices, 
revenue recognition, accounting for financial instruments, foreign currency assets, 
liabilities and transactions and unusual or complex transactions); and 
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• the entities selection and application of accounting policies, including any changes 
thereto (as well as the reason for) 

The auditor should not overlook the importance of identifying the applicable financial 
reporting framework. Although this may often appear obvious, but this may not always 
be the case. For example, IFRS adopted in the EU are not identical to IFRS adopted in 
the rest of the world, some jurisdictions have different financial reporting frameworks 
depending on factors such as the size of the entity, etc. 

5.3 Procedures 

The procedures that auditors must perform to obtain an understanding of the entity 
and its environment, the applicable financial reporting framework fall under the 
general heading ‘risk assessment procedures’ – the procedures which are performed 
to help auditors complete their risk assessment. 

Risk assessment procedures must include: 

• making inquiries of: 

o management; 

o appropriate staff members in the entity; and 

o the internal audit function (where applicable); 

• performing preliminary analytical procedures; and 

• observation and inspection. 

While all of the above procedures must be performed, not all of the procedures will be 
necessary for every element of the understanding that must be obtained – it depends 
on the auditor’s judgement as to which procedure will prove the most efficient, the 
most effective and provide the best evidence. 

5.4 Documentation 

Auditors must include the key elements of their understanding of the entity in the 
audit documentation. This will inevitably involve narrative explanations of what, why 
and how.  

They must also identify the source of the information they have obtained and what risk 
assessment procedures were performed. 
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Where information is carried forward from one year to the next (for example 
information relating to the structure of the entity may remain reasonably relevant from 
year to year), the documentation needs to demonstrate that the auditor has checked 
that the understanding they have previously had remains relevant and complete and 
that the possibility of changes in circumstance or other developments has been 
considered and either added to the understanding or discounted. This needs to be a 
positive statement rather than a case of no documentation indicating nothing has 
changed. 
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6 Preliminary Analytical Procedures 

6.1 Introduction 

Analytical procedures must be performed as part of the risk assessment procedures 
undertaken for every audit of financial statements. 32F32F

33 

For the purposes of this Manual these are referred to as preliminary analytical 
procedures. 

6.2 Objective of Preliminary Analytical Procedures 

Preliminary analytical procedures are primarily intended to assist the auditor in the 
identification of the risks of material misstatement. They may also identify aspects of 
the entity’s business of which the auditor was previously unaware. They are not 
intended to, and do not, provide sufficient appropriate audit evidence on which to base 
an audit opinion.  

This matter is considered further below. 

6.3 Preliminary Analytical Procedures as Risk Assessment 
Procedures 

As risk assessment procedures, their results must be considered in conjunction with 
the results of: 

• enquiries of those within the entity who may have information relevant to the 
assessment of risks of fraud and error; and 

• inspection and observation. 

The three required risk assessment procedures are not independent, and the 
preliminary analytical procedures may both affect and be affected by the other 
procedures. For example: 

• preliminary analytical procedures may identify matters which are then discussed 
with management33F

34; and 

• matters may be identified through discussion with the entity’s staff which are then 
used to inform the preliminary analytical procedures. 

The risk assessment will then reflect the results of the preliminary analytical 
procedures together with the results of the other procedures undertaken. It is this 
combined assessment that must then be used as the basis for determining the 
responses to those risks. 

 
33 Para. 14 (b), ISA 315 Revised (2019) 
34 Preliminary analytical procedures may assist in identifying aspects of the entity of which the 
auditor was unaware or understanding how inherent risk factors, such as change, affect 
susceptibility of assertions to misstatement. 
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6.4 Performance of Preliminary Analytical Procedures 

The nature of the preliminary analytical procedures to be undertaken is a matter of 
judgement for the auditor. There are no particular procedures that must be 
undertaken in all cases.  

As with all analytical procedures, the intention is to compare financial information with 
the auditor’s expectations. Such comparisons may identify, amongst other things, 
unusual transactions or events, or amounts, ratios and trends that affect the auditor’s 
preliminary risk assessment. The identification of any unusual or unexpected 
relationships is also likely to be specifically relevant in determining those areas with a 
higher risk of material misstatement. 

The procedure for the performance of preliminary analytical procedures is basically the 
same as that for any other analytical procedures: 

1. develop expectations about the data (using both financial, and non-financial 
information); 

2. compare expectations with the amounts recorded, or ratios based on the amounts 
recorded; and 

3. evaluate the results. 

Sources for developing expectations may include but are not limited to: 

• prior period financial statements; 

• accounting information from within the entity, such as extrapolations based on 
management accounts or interim accounts; 

• budgets; 

• forecasts; 

• financial data produced by other entities in the same industry; 

• other data relevant to the industry in which the entity operates. 

As with all other analytical procedures, there must be no general presumption that 
amounts should be similar to those in prior periods, and the absence of expected 
change is itself an indicator of increased risk. 

Expectations must then be compared with the amounts that have actually been 
recorded, or ratios that have been calculated from such amounts. The preliminary risk 
assessment will then be affected by the degree to which expectations are met.  

Where expectations have not been met, this is an indication that the risk assessment 
should be higher than it would otherwise have been. How much higher is a matter of 
judgement and will depend on the extent of the divergence and the results of other 
risk assessment procedures.  
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The risk assessment should be affected at the assertion level. For example, where 
revenues are higher than expected this indicates an increased risk assessment in 
relation to occurrence, but is unlikely to have any effect upon the assessed risk in 
relation to completeness. Conversely where revenues are lower than expected this 
might indicate a higher risk related to completeness rather than occurrence. 

In assessing the results of preliminary analytical procedures, consideration should be 
given as to whether any unexpected or unusual relationships indicate a risk of fraud or 
a risk of error. 34F34F

35 However, such an assessment may often be made only in the light of 
the results of other risk assessment procedures and in some cases after the 
performance of procedures in response to the assessed risks. It will usually be 
acceptable for the auditor to identify a potential anomaly during preliminary risk 
assessment without reaching any conclusion on whether this may be a fraud risk. In 
such cases, the matter will need to be revisited at a later stage as a conclusion will need 
to be made prior to the completion of the audit. 

6.5 Timing of Preliminary Analytical Procedures 

Preliminary analytical procedures may be undertaken at the same time as any other 
risk assessment procedures. In particular, they may be undertaken prior to the end of 
the entity’s financial year and on the basis of interim accounts or management 
information. They may also be undertaken after the end of the year but on the basis of 
limited information, a situation that is particularly likely to arise with smaller entities. 

However, where preliminary analytical procedures are performed on the basis of 
information that is known to be incomplete, this has implications for the efficiency of 
the audit. In particular, further procedures will then have to be performed once more 
complete information has become available. For example if preliminary analytical 
procedures are performed on the basis of management accounts for the first nine 
months of the year then they will have to be revisited once information becomes 
available for the whole of the year. Such a two-stage process will need to be reflected 
in the audit documentation, as set out below. 

6.6 Limitations of Preliminary Analytical Procedures 

As noted above, preliminary analytical procedures are a risk assessment procedure and 
do not provide sufficient appropriate evidence upon which to base an audit opinion.  

This means that where preliminary analytical procedures involve expectations that 
have been met, this may be taken as an indicator of a lower risk of material 
misstatement but, in isolation, does not provide any evidence that the amounts 
appearing in the financial statements are in fact appropriate. Preliminary analytical 
procedures are not the same as analytical procedures undertaken as part of 
substantive testing. 

Among the reasons why preliminary analytical procedures do not provide audit 
evidence are: 

 
35 Para. 22, ISA 240 
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• they are undertaken at an early stage of the audit, and often at a time when further 
information needs to be obtained as a result of other risk assessment procedures. 
As a result, they are often based on information which is sufficient for this purpose, 
but would not be sufficient for analytical procedures as a substantive test; 

• they are generally undertaken on highly aggregated data and can therefore 
provide only a broad indication; and 

• whilst expectations must be developed, these do not require the level of precision 
that would be needed for procedures performed during substantive testing, and 
there is no requirement that the degree of precision be recorded on the audit file 
in the same level of detail. (In particular, there is no requirement that expectations 
and acceptable differences be based on performance materiality.) 

6.7 Documentation of Preliminary Analytical Procedures 

Adequate documentation for preliminary analytical procedures will vary widely, given 
the wide variety of procedures that can be undertaken, and depending on the 
complexity of the entity being audited. 

However, the audit documentation must include: 

• confirmation that preliminary analytical procedures have been undertaken, 
although this may be in the form of working papers showing the work undertaken 
and need not be in the form of a separate confirmation; 35F35F

36 

• identification of the sources of the information that has been used in the 
performance of preliminary analytical procedures. Copies of documentation may 
be provided but are not required; and 

• the results of the preliminary analytical procedures, which must include the effect 
that they have had on the risk assessment as a whole. However, for this purpose it 
is acceptable to identify only those matters where the results of the procedures 
have increased the risk assessment. In particular, there is no requirement to identify 
all of the areas or assertions where the preliminary analytical procedures have not 
increased the assessed risk of material misstatement.  

Where preliminary analytical procedures have initially been performed on incomplete 
information, for example interim or management accounts which do not cover the 
whole of the accounting period, then the audit file must also contain evidence that the 
results of such procedures have been revisited once further information has become 
available and the effect, if any, that this has had on the risk assessment. 

 

 

  

 
36 Para. A7, ISA 230 
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7 Control Environment, and Design and 

Implementation of Controls 

7.1 Introduction 

Internal control is an intrinsic part of the business operations of an entity, therefore the 
understanding of an entity necessary to enable performance of an audit must include 
an understanding of the entity’s system of internal control.   

This section of the Manual deals primarily with two aspects of the system of internal 
control: 

• the control environment; and 

• control activities, including the audit work required on the design and 
implementation of those controls activities. 

Other elements of the system of internal control are dealt with only in passing. 

Control activities are defined as: 

“Policies or procedures that an entity establishes to achieve the control objectives of 

management or those charged with governance” 
36F

37 

Control activities are embedded within the components of the entity’s system of 
internal control. Control activities may be direct or indirect. Direct control activities are 
those that are precise enough to address risks of material misstatement at the 
assertion level. Indirect controls activities are those that support direct controls. 

The System of Internal control is defined as: 

“The system 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, and compliance with applicable laws and regulations..” 36F37F

38 

The control environment: 

“Include[s] the governance and management functions and the attitudes, awareness and 

actions of those charged with governance and management concerning the entity’s internal 

control and its importance in the entity. The control environment is a component of internal 

control.” 

Whilst control activities are: 

 
37 Para. 12 (c), ISA 315 Revised (2019) 
38 Para. 12 (m), ISA 315 Revised (2019) 



 

38 
 

“Those policies and procedures that help ensure that management directives are carried out. 

Control activities are a component of the system of internal control.” 

An understanding of the entity’s system of internal control must be obtained in all 
audits, whether or not the auditor plans to place any reliance on controls when 
planning and performing audit procedures to respond to assessed risks.  

7.2 Controls and the Control Environment 

Entities may be vulnerable to risks which could prevent them from being able to 
prepare financial statements that are free from material misstatement. These may be 
business risks, fraud risks or risks that affect only the preparation of financial 
statements. In order to mitigate these risks, management or those charged with 
governance establish internal control. 

Management or those charged with governance may establish a system of internal 
control to achieve other aims too, but these will often be outside the scope of the 
auditor’s work. The auditor is concerned with those aspects of system of internal 
control which are relevant to the audit and the preparation of the financial statements. 
This may not mean all of the entity’s control activities which relate to financial 
reporting – it is a matter for the auditor’s judgement to determine which of the control 
activities are relevant. This will be addressed further below. 

There are many ways of visualising the five components of internal control. The 
diagram below is taken from the Fourth Edition of the Guide to Using ISAS in the 
Audits of Small and Medium-Sized Entities published by IFAC. 

 

 

 

 

 

 

 

 

 

The system of internal control needs: 

• a context within which to operate – the entity’s control environment; 

• identification of the potential threats which internal control mitigates – the 
entity’s risk assessment process; 
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• a way of capturing and retaining relevant information – the entity’s information 
system and communication 

• policies and procedures to prevent or detect problems arising – the entity’s 
control activities; and 

• a way of checking that everything is working as it should be – process to monitor 
the system of internal control. 

The control environment includes: 

• communication and enforcement of integrity and ethical values; 

• commitment to competence; 

• participation by those charged with governance; 

• management’s philosophy and operating style; 

• the entity’s organisational structure; 

• assignment of authority and responsibility; and 

• human resources policies and practices. 

The entity’s risk assessment process (as it relates to the preparation of the financial 
statements) includes the ways in which management identifies relevant risks, 
estimates their significance and the likelihood that they may occur, and determines 
the appropriate response. 

Information systems and communication usually incorporate IT however they will also 
ordinarily incorporate other types of infrastructure, people, procedures, data and 
communications. The information system that is relevant to the preparation of the 
financial statements includes methods and records that: 

• identify and record all valid transactions; 

• describe the transactions well enough to enable them to be properly classified; 

• measure their value to enable them to be properly recorded; 

• identify when the transactions occurred to enable them to be recorded in the 
proper period; and 

• present them (and any related disclosures) properly in the financial statements. 

Control activities can be categorised as policies and or procedures that relate to: 

• authorisation and approvals; 

• performance reviews; 
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• reconciliations and verifications 

• information processing; 

• physical or logical controls; and 

• segregation of duties. 

The Monitoring Process is the final element of maintaining internal control on an 
ongoing basis. This may include for example management’s review of whether 
specified activities are performed to the specified schedule. 

7.3 Control Environment 

When considering the control environment, auditors must evaluate whether: 

• management, with the oversight of those charged with governance, has created 
and maintained a culture that is honest and ethical; 

• the control environment provides an appropriate foundation for the other 
elements of internal control; and 

• the control environment has any deficiencies which do or might undermine the 
other elements of internal control. 37F38F

39 

The control environment sets the tone for an organisation, and as such has a pervasive 
effect upon all of the other elements of internal control. A poor tone at the top in 
relation to, for example, integrity, commitment to competence or attitude towards risk 
will result in poor attitudes towards these things throughout the organisation. The 
control environment operating in an entity will also necessarily have a pervasive impact 
on the risks of material misstatement, whether due to fraud or error. A strong control 
environment will have a positive effect (although it will not, by itself, be able to prevent 
or detect all misstatements) – a strong environment will foster the design and 
operation of strong control and monitoring activities, for example. Conversely, a weak 
control environment is likely to undermine other elements of internal control, for 
example by allowing override of controls. 

Strong control environments are not only found in large organisations. Smaller entities 
may have strong control environments, so long as those involved in the management 
of the entity have and demonstrate appropriate attitudes, such as a strong 
commitment to application of ethical values, although with such entities the auditor 
needs to be mindful of the dangers posed by the concentration of authority and 
decision making in few hands (including the possibility of management override of 
controls).  

The audit of the control environment, and the evaluation of that environment as set 
out above, differs from most audit work in that it deals with general matters rather 
than specific matters directly related to the financial statements. 

 
39 Para. 21(b)(iii), ISA 315 Revised (2019) 
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For example, in evaluating the control environment the auditor would be expected to 
consider at least some of the following issues, as appropriate to the entity: 

• does management demonstrate, both through its words and its actions, a 
commitment to high ethical standards? 

• does management take steps to minimise incentives to staff to engage in activities 
that may be dishonest or unethical? 

• does the entity have a formal code of conduct that sets out acceptable standards 
of ethical, behaviour? 

• is there evidence that employees understand what constitutes acceptable 
behaviour? 

• are there procedures for staff to report identified instances of unethical behaviour? 

• does the entity consistently take appropriate action where cases of unethical 
behaviour are identified? 

• does the entity have formal job descriptions setting out the competences required 
for each position? 

• is there a formal appraisal system? 

• is appropriate training provided to maintain competence? 

• is the entity structured in a way that is appropriate given its size and nature? 

• does the entity invest sufficiently in IT environment and enhancement, or recruit 
sufficient number of appropriately skilled individuals when the entity uses 
commercial software? 

• does the entity has governance over IT which commensurate with the nature and 
complexity of the entity and its business operation enabled by IT? 

With smaller entities in particular, there may be a lack of formal and documented 
systems. This does not mean that the control environment is poor, but it does mean 
that the auditor’s observation of practices within the entity will be important in 
reaching an assessment of the control environment, rather than reliance on stated 
policies and procedures. 

7.4 Control Activities 

As noted above, the control activities component includes controls that are designed 
to ensure the proper application of policies and procedures, including direct and 
indirect controls. 
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The auditor is required to understand the control activities component within the 
entity. 39F

40 

This must include: 

• controls that address significant risks; 39F40F

41  

• controls relating to journal entries including non-standard journal entries used to 
record non-recurring, unusual transactions or adjustments; 

• controls relating to risks for which substantive procedures alone are insufficient 
and controls for which the auditor plans to test operating effectiveness; Fand 

• other controls that the auditor considers are appropriate based on the auditor’s 
professional judgment40F.41F

42 

In all other cases it is a matter of judgement. In reaching that judgement the auditor 
must consider, amongst other things: 

• the assessed risk of material misstatement, with a positive correlation between the 
risk assessment and the likelihood that controls are considered to be key; 

• whether it is appropriate (or possible) to test the operating effectiveness of the 
control; 

• whether there are multiple controls addressing the same assertion, in which case 
only one or some of the controls are likely to be relevant; and 

• the effect of other work undertaken on system of internal control, such as the 
assessment of the control environment. 

IT controls are subject in principle to the same considerations as manual controls, but 
the auditor must obtain a specific understanding of how the entity has responded to 
risks arising from the use of IT. 41F42F

43
  

The auditor is required to identify and evaluate general IT controls for IT applications 
and other aspects of the IT environment that the auditor has determined to be subject 
to risks arising from the use of IT, because general IT controls support the continued 
effective functioning of information processing controls.  

 
40 Para. 26, ISA 315 Revised (2019) 
41 Para. 26(a)(i), ISA 315 Revised (2019) 
42 Whether or not the auditor intends to test the operating effectiveness of controls does affect 
the decision as to whether controls are considered relevant to the audit. To that extent, a 
decision to adopt a wholly or primarily substantive audit is likely to affect whether the audit 
considers the documentation and review of controls.  
43 Para. 26(c), ISA 315 Revised (2019) 
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If the IT systems in place are particularly complex and are an integral part of the 
financial reporting process, the auditor may consider engaging an IT audit specialist to 
assist with its evaluation. 

MG now has a General Information Technology Control toolkit, to guide the auditor to 
document the consideration of the complexity level of the IT environment, 
understanding of General IT control (GITC), and risk arising from the use of IT. If the 
auditor plans to rely on the GITC, the auditor will be required to test GITC for 
effectiveness. 

Controls can be categorised as policies and or procedures that relate to: 

• authorisation and approval; 

• performance reviews; 

• reconciliations and verifications; 

• information processing; 

• physical or logical controls; and 

• segregation of duties. 

7.5 Design and Implementation of Controls 

Once the auditor has identified controls in the control activities component, the 
auditor must: 

• evaluate the design of those control activities; and, subject to that evaluation 

• determine whether or not they have been implemented.  

The work undertaken by the auditor to evaluate the design and implementation of 
controls will include, but cannot be limited to, enquiries of the entity’s personnel 42F43F

44.  

As noted above, this must be done in every audit, even where the auditor is not 
expecting to place reliance on the operating effectiveness of controls when designing 
further audit procedures to respond to assessed risks.  

As also noted above, factors such as the assessment of the control environment and 
the associated monitoring activities will affect the identification of relevant control 
activities, but even where this assessment has reduced the number of relevant control 
activities there may still be some. The design and implementation of those control 
activities must still be evaluated and tested. 

 
44 Para 26(d)(ii), ISA 315 Revised (2019)  

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/general-it-control-(gitc)-toolkit
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Evaluating the design of a control activity involves considering whether the control, 
individually or in combination with other controls, is capable of effectively preventing, 
or detecting and correcting, material misstatements.  This is a theoretical exercise 
based on the auditor’s understanding of how the control activity is intended to 
operate. It involves asking the question – if the control operates as expected will it 
achieve what management intended it to achieve? For example -  will an authorisation 
control prevent people from performing tasks that management do not want them to 
perform, such as despatching goods, or making payments. 

If a control is not properly designed this may represent a significant deficiency in 
internal control. It may also represent a fraud risk indicator (offering opportunity for 
fraudulent activity).  

Where the auditor concludes that a control is poorly designed (ie would not achieve 
what it was intended to achieve) then its implementation should not be tested. In all 
other cases, once design has been evaluated then implementation must be 
confirmed. 

As noted above, enquiry alone is not sufficient to obtain audit evidence that a control 
has been implemented. The auditor must ensure that the control occurs in practice 
through procedures such as: 

• observation (observing the application of specific control activities) 

• inspection (inspecting documentation, reports etc which demonstrate that the 
control activity has been undertaken); and 

• tracing transactions through the information system (walkthrough tests). 

The procedures performed to obtain an understanding are not sufficient to provide 
evidence regarding operating effectiveness. Put another way, on the basis of work 
undertaken on the design and implementation of control alone the auditor can place 
no reliance on these controls, and there can be no reduction whatsoever in the level 
of substantive audit work required. 

Since the testing of the implementation of control is a check on the auditor’s 
understanding of the entity and is not intended to provide audit evidence, only one 
instance of the control operating need be tested. 

Based on the auditor’s evaluation of each of the components of the entity’s system of 
internal control, the auditor shall determine whether one or more control deficiencies 
have been identified.44F

45 If the auditor has identified one or more control deficiencies, 
the auditor is required to determine whether, individually or in combination, the 
deficiencies constitute a significant deficiency. 45F

46  If significant, it should be 
communicated to those charged with governance, refer to Chapter 30 for further 
guidance when preparing the report to those charged with governance. 

 
45 Para 27, ISA 315 Revised (2019) 
46 Para 9 ISA 265 
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Where the auditor considers it likely that it may be possible to place reliance on some 
or all of an entity’s controls, it may be most efficient to perform operating effectiveness 
testing in conjunction with implementation testing. Where this approach is adopted 
the auditor must be very careful to ensure that the documentation makes clear what 
work constitutes the implementation testing and what work constitutes the operating 
effectiveness testing. 

7.6 Subsequent Audits 

The auditor may take previous experience into account in determining which controls 
are relevant to the audit. In doing so, the auditor must consider whether there are 
changes that may affect this assessment, such as: 

• changes in personnel;  

• changes in business model; 

• changes in the organisational structure; 

• changes in the wider business environment; 

• introduction of new IT systems; and 

• reaction to previous reports relating to control weaknesses or deficiencies. 

The auditor may also take account of the assessment of the design of the controls that 
was reached in previous years, so long as no relevant factors have been identified 
which might alter this assessment, and after having confirmed (usually through 
enquiry) that the control itself remains unchanged. 

However, implementation must be retested each year, and no reliance can be placed 
on implementation testing undertaken in previous periods. 

7.7 Documentation 

The auditor must document: 

• key elements of the understanding obtained regarding each of the aspects of the 
entity and its environment,  the applicable financial reporting framework and the 
entity’s system of internal control noted above; 

• the sources of information from which the understanding was obtained;  

• the procedures performed to obtain the understanding; and 

• the control relating to significant risks, journal entries, controls for which the 
auditor plans to test operating effectiveness, risks for which substantive procedures 
alone are insufficient, and other controls that the auditor considers are appropriate 
based on the auditor’s professional judgment 40,and the work done in connection 
with these. 
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Documentation of each aspect of the system of internal control may be in the form of 
flowcharts or narrative notes. However set out, the documentation must identify: 

• controls in the control activities component; 

• the risks at the assertion level addressed by those controls; 

• the assessment of the design of those controls; 

• the work undertaken to demonstrate implementation of those controls. 

It may also be useful to identify whether additional work was done or is planned to test 
operating effectiveness. 

Where information has been prepared by the entity (for example organisation charts) 
then it should be clear on the file what additional work was done to check the accuracy 
and ongoing relevance of the information. Where information has been carried 
forward from previous years, the documentation on the file should make it clear what 
work was done to establish that the information was still valid for the current period.  
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8 Risk Assessment Meetings 

8.1 Introduction 

A key part of the risk assessment process is the discussion amongst the engagement 
team.  

This is one of the best opportunities for all of those with relevant knowledge to have 
input into the risk assessment process to ensure that all key risks are identified and 
that the audit plan is appropriately responsive to risk levels. 

The discussion should cover both fraud and other risk factors. 43F46F

47 

8.2 Who Should Attend? 

The meeting should be attended by all key engagement team members. 

This does not necessarily mean the whole of the audit team. It should, however, usually 
include all individuals who are likely to be able to contribute based on their experience 
either of the specific client or of other relevant areas, such as the industry in which the 
client operates. Whilst the meeting is not a briefing meeting, it does serve the 
subsidiary purpose of providing relevant information to those who attend. 

For a single audit, the meeting must always be attended by the audit engagement 
partner and audit manager. It should also, wherever possible, include the audit senior 
or seniors particularly if they have previous experience with the client. 

For very large, often multi-site, audits the audit engagement partner may lead the 
main such meeting including where necessary those responsible for component 
audits, but delegate discussion with others. 

Such meetings should be held in person where possible, but conference calls may be 
necessary particularly for audits across jurisdictions. 

Whilst the discussion must always include key engagement team members, this does 
not preclude the involvement of others. The attendance of experts (such as 
experienced IT or valuation specialists where these issues are expected to arise on the 
audit) may be useful, even where those individuals are not to form part of the audit 
engagement team. 

8.3 The Role of the Engagement Partner 

The meeting must be led by the engagement partner. 44F47F

48 

This must be made clear in the documentation of the meeting. 

 
47 Para. 17 of ISA 315 Revised (2019) requires such a discussion, in general, which is then referred 
to in para. 16 of ISA 240 which sets specific requirements in relation to fraud. 
48 Para. 17, ISA 315 Revised (2019) 
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The audit engagement partner is also personally responsible for ensuring that 
appropriate matters discussed are brought to the attention of individuals involved in 
the audit who did not attend the meeting. 45F48F

49 

8.4 Focus of the Meeting 

In relation to all risks, including those related to fraud, the meeting must involve a 
discussion of: 

• the susceptibility of the entity’s financial statements to material misstatement; and 

• the application of the applicable financial reporting framework to the entity’s facts 
and circumstances. 

In relation to fraud in particular, the meeting must: 

• place particular emphasis on how and where the financial statements may be 
susceptible to material misstatement due to fraud; and 

• cover how a fraud might occur. 

When dealing with fraud, all participants in the meeting must set aside any beliefs they 
may have that management and those charged with governance are honest and act 
with integrity. 

Fraud risks discussed must cover both the risk of misappropriation of assets and the 
risk of fraudulent financial reporting. 

The meeting should also cover any frauds which have been identified and reported by 
management. However, care must be taken to ensure that this does not dominate the 
discussion and lead to insufficient attention being paid to the risk of material 
misstatement which has not been identified (or indeed has been perpetrated and 
concealed) by management. 

8.5 Objectives of the Meeting 

In relation to risks, the meeting is intended to: 

• provide an opportunity for experienced team members to share insights on fraud 
and other risks based on their knowledge of the entity; 

• allow discussion of the business risks to which the entity is subject, allow discussion 
of how inherent risk factors may affect the susceptibility to misstatement of classes 
of transactions, account balances and disclosures and how and where the financial 
statements might be susceptible to error;  

• allow discussion of the fraud risks to which the entity is subject; 

 
49 Para. 18, ISA 315 Revised (2019) & para. 16, ISA 240 
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• enable the audit team to determine appropriate responses to fraud and other risks; 
and 

• allow engagement team members to gain a better understanding of the potential 
for misstatement in the financial statements in relation to the particular areas with 
which they will be dealing, and to understand how the work they perform fits in 
with other aspects of the audit. 

It should also set the basis for any further communication on risks. This means that the 
discussion should include the actions that need to be taken, including notifying other 
members of the audit team, if further fraud risks or other risks of material 
misstatement not discussed at the meeting are identified during the course of the 
audit fieldwork. 

8.6 Documentation 

The risk assessment meeting must be documented. 

It is not necessary that the documentation be in the form of formal minutes of the 
meeting, but the documentation must demonstrate: 

• who attended the meeting; 

• that the meeting was led by the audit engagement partner; 

• that there was an open discussion of the various risks to which the financial 
statements may be subject; 

• that both types of fraud risk were addressed; 

• what action needs to be taken as a result of the meeting; and 

• how those on the audit team who did not attend the meeting are to be informed 
of its outcome. 
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9 Planning 

9.1 Introduction 

Failing to plan is planning to fail.  

This may be a cliché but like many clichés it is based on a fundamental truth.  

This section of the Manual deals with procedural aspects of the planning process. Risk 
assessment and the formulation of the audit plan are addressed separately.  

When considering audit planning it is important to remember that planning is not a 
discrete phase of an audit. Planning is a continual and iterative process. For a 
continuing audit engagement, it often begins shortly after (or in connection with) the 
completion of the previous audit and continues until the completion of the current 
audit engagement. 46F49F

50 

However, it is also important to understand that there are aspects and elements of 
planning that are time dependent. Put simply, risk assessment and risk response 
procedures should never be performed unless they have first been planned and the 
role of the engagement partner in an audit demands that preliminary planning 
procedures (and in particular preliminary risk assessments) are agreed before the audit 
team begins performing the audit procedures to respond to the assessed risk. 

Clearly, the basic ‘order’ of an audit is to plan and then do. There are exceptions, for 
example where an interim audit is to be performed the results of which will themselves 
need to be taken into account in the overall audit plan.  

For all audits, audit teams must be alert to the possibility of finding evidence or 
circumstances during the course of their risk response procedures that indicates that 
the plan (and possibly the risk assessments) may need revising.  

Typical examples of this include: 

• identifying previously unnoticed fraud risk indicators – for example, indicators of 
manipulation of the accounts, unusual journal entries or posting patterns, atypical 
instances of management override (which may lead to revised risk assessments 
and additional planned risk response procedures); 

• unsuccessful control effectiveness testing (which may lead to a change in the level 
of reliance placed on controls and thus in the level of planned substantive work 
required); and 

• identifying that there are significant issues with the draft financial information on 
which preliminary materiality decisions were based (which may lead to revisions of 
materiality figures which may in turn lead to changes to the scope of planned 
procedures). 

 
50 Para A2, ISA 300 
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This section of the manual addresses the procedural aspects of planning. Specific 
planning activities including determination of materiality and the performance of risk 
assessment and preliminary analytical procedures are addressed elsewhere in the 
manual. 

9.2 Planning 

Auditors must plan audits to ensure they are performed effectively. 

The key activities which constitute planning an audit are: 

• establishing an overall audit strategy; and 

• developing the audit plan – this is focussed more on detail (who, what, how, why 
and when) which is then set out in the programmes of work to be undertaken. 

Planning enables the auditor to: 

• identify the important areas of the audit and devote appropriate attention to them; 

• identify and resolve potential problems in a timely way; 

• organise and manage the work so that it is done effectively and efficiently; 

• select engagement team members with the right mix of appropriate competences 
and capabilities for that specific engagement; 

• assign suitable work to specific engagement team members; 

• organise direction, supervision and review of the team members; and 

• coordinate with any experts or internal auditor that might be involved. 

9.3 Involvement in Planning? 

Every member of the audit team should have some involvement in planning, in the 
sense that every member of the audit team needs to be aware of, and understand, 
both the overall strategic plan and the detailed plan.   

For more junior team members the extent of their involvement is likely to be reading 
the relevant documents and involvement in appropriate team discussions.  

For more senior members of the team, the involvement must extend to participation 
in the formulation of the plan and the creation of the overall strategy and detailed audit 
plan. It is particularly important that the engagement partner is involved in the 
planning process and the team discussions.47F50F

51  

 
51 Para 5, ISA 300 
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As noted above, planning is continual. Neither the overall strategy nor the detailed 
audit plan should be considered finished until the audit is completed – nevertheless 
the engagement partner must have been involved in and approved the preliminary 
planning before the other members of the team begin the performance of audit 
procedures. Evidence of this approval is important evidence that the partner has been 
sufficiently involved in the planning to enable the fulfilment of the role. This is 
particularly important in group audits. 

9.4 Time Critical Planning Activities 

The first planning activity must be the performance of the acceptance/continuance 
procedures detailed in section 1 of this manual. Part of these procedures will involve 
considering ethical requirements (including independence) relevant to the audit and 
ensuring that they can and will be met. The engagement partner and other members 
of the team must also understand the terms of the engagement before they can 
actually begin the engagement.48F51F

52 

For an initial audit, the auditor must also as a first step: 49F52F

53 

• perform the required first time audit acceptance procedures (as set out in section 
1 of this manual); and 

• communicate with the previous auditor, where one exists, in compliance with the 
relevant ethical requirements. 

In addition, the auditor should identify at an early stage whether the engagement will 
need an Engagement quality review (EQR). This may be an easy task if the 
engagement has previously had an EQR– however in cases where an engagement has 
not previously required EQR under the firm’s policies, the engagement partner must 
still consider whether this year’s engagement will need EQR (for example as a result of 
changed risks or outside interest in the financial statements).  

9.5 The Overall Audit Strategy 

As noted above, formulation of the overall audit strategy is a key element of audit 
planning. The auditor must establish the overall strategy, which must: 

• set the scope, timing and direction of the audit; and 

• guide the development of the detailed audit plan. 50F53F

54 

In doing this, the auditor must: 

• identify the specific characteristics of the engagement – this will define its scope;  

• ascertain the reporting objectives of the engagement – this will aid in planning the 
timing of the audit and the nature (scope, form, contents, timing, addressees) of 

 
52 Para 6, ISA 300 
53 Para 13, ISA 300 
54 Para 7, ISA 300 
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the communications that will be required;  

• consider significant factors;  

• consider the results of preliminary engagement activities 

• consider, where applicable, whether knowledge gained on other engagements 
performed for the entity is relevant; and  

• understand the resources that will be necessary to perform the engagement.  

The characteristics of an engagement may include: 

• relevant aspects of the legal and regulatory framework; 

• logistical information (which may have an impact on, for example, resource and 
timing requirements); 

• the need for experts; or 

• the involvement of internal audit. 

Significant factors may include: 

• identified fraud risk indicators (for example, previous instances of fraud, 
management culture within the client, characteristics of stock); 

• sector related information; 

• balances or classes of transaction which may prove particularly difficult or time 
consuming to audit; 

• previous experience (for example, relating to the likelihood of being able to place 
reliance on controls, or the likelihood of the draft financial information being 
relatively error free); or 

• how the involvement of experts or internal audit will be handled. 

The understanding of the necessary resources may include: 

• the need for staff with specific experience or skills to perform tasks relating to 
specific balances or classes of transaction; 

• the levels of supervision and review that will be required; or 

• the timing of the work (and therefore of the staff requirements). 
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9.6 Detailed Audit Plan 

The auditor must develop an audit plan. 51F54F

55 Typically this will be prepared by a more 
senior member of the audit team, perhaps with the assistance of other team members.  

Determination of materiality will likely be needed at a very early stage of planning, 
although this needs to be reconsidered later and may need to be adjusted during the 
course of the audit. 

The elements of the plan addressing risk response procedures must be approved by 
the engagement partner before risk response activities begin. In some circumstances 
provisional approval of certain sections/elements may be a practical way to maximise 
efficiency and enable some risk response activities to commence before all areas are 
approved, as where an interim audit is to be undertaken.  

The engagement partner must also approve the entire plan when it is complete, even 
though there will be an expectation that it may be adjusted to respond to audit 
findings during the course of the rest of the engagement.  

As noted above, partner approval at sensible stages in the formulation of the plan 
provides evidence that the partner has been sufficiently involved in the engagement 
to enable fulfilment of the engagement partner role.  

For considerations relevant to detailed plans of group audits see Chapter 16 of this 
manual. 

The plan must include a description of: 52F55F

56 

• the nature, timing and extent of planned risk assessment procedures; 

• the nature, timing and extent of planned risk response procedures at the assertion 
level;  

• other planned audit procedures that are required to be performed; and 

• the nature, timing and extent of direction and supervision of engagement team 
members and the review of their work. 53F56F

57  

 
55 Para 9, ISA 300 
56 Para 9, ISA 300 
57 Para 11, ISA 300 
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9.7 Revision of Planning 

As noted above, planning is continual – the plan is not finished until the engagement 
is completed. This is because members of the audit team may discover evidence, 
information or circumstances during the course of their planned risk assessment or 
risk response procedures that necessitate amending either the overall strategy, the 
plan, or both. If such evidence, information or circumstances are encountered, the 
auditor must adjust the overall strategy and the plan as necessary to reflect the new 
understanding of the engagement.54F57F

58 

9.8 Documentation 

The audit documentation must include: 55F58F

59 

• the overall strategy; 

• the detailed plan; and 

• significant changes made to the strategy or the plan during the course of the 
engagement and the reasons for these changes 

Documentation of significant changes must make clear: 

• why the changes have been made (ie an explanation of what was found that 
necessitated the change); 

• the impact of the changes made on planned work. For example: 

o if the determination of overall, performance or specific materiality has been 
changed to a lower amount, this may result in additional work being 
required;  

o if a new fraud risk indicator has been identified, additional procedures may 
be planned to mitigate that risk;  

o if control effectiveness testing is disappointing, additional substantive 
procedures may be planned;  

o if sources of evidence that had been expected to be available are in fact not 
available or not as useful as anticipated, then alternative evidence may be 
sought; and 

• that the engagement partner has approved these changes. 

 

  

 
58 Para 10, ISA 300 
59 Para 12, ISA 300 
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10 Inherent Risk Assessment 

10.1 Introduction 

Risk assessment is at the heart of auditing. It is common to refer to risk based auditing 
and the process of risk assessment is what allows audits to be ‘risk based’. The risk 
assessment is crucial to the audit plan. 

The auditor must identify and assess the risks of material misstatement, whether due 
to fraud or error, at the financial statement and assertion levels, through 
understanding the entity and its environment, and the applicable financial reporting 
framework including the entity’s system of internal control. By doing this, the auditor 
then has a basis for designing and implementing responses to the assessed risks 56F59F

60 –  
for creating and then carrying out, their audit plan. 

This section addresses the identification and assessment of risks other than control 
risk, how this is done and how this is documented. 

10.2 Inherent Risk  

Risks of material misstatement at assertion level is made up of two components – 
inherent risk and control risk. Control risk is addressed separately. 

Inherent risk is defined as the susceptibility of an assertion about a class of transaction, 
account balance or disclosure to a misstatement that could be material, either 
individually or when aggregated with other misstatements, before consideration of 
any related controls.60F

61 

Inherent risk factors are characteristics of events or conditions that affect susceptibility 
to misstatement, whether due to fraud or 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 insofar as they affect inherent risk. 61F

62 The auditor has to understand how 
inherent risk factors affect susceptibility of assertions to misstatement in the 
preparation of financial statements.  

 
60 Para. 11, ISA 315 Revised (2019) 
61 Para 4, ISA 315 Revised (2019) 
62 Para 12 (f), ISA 315 Revised (2019) 



 

57 
 

In assessing inherent risk, the auditor uses professional judgment in determining the 
significance of the combination of the likelihood and magnitude of a 
misstatement.62F

63 The assessed inherent risk relating to a particular risk of material 
misstatement at the assertion level represents a judgment within a range, from lower 
to higher, on a spectrum of inherent risk. The judgment about where in the range 
inherent risk is assessed may vary based on the nature, size and complexity of the 
entity, and takes into account the assessed likelihood and magnitude of the 
misstatement and inherent risk factors.63F

64 

MG has developed a suggested spectrum for inherent risk. This is set out below: 

 Assessing Inherent Risk - at the assertion level 

 
    

Likelihood 
Very likely  Med  High  Significant  

Likely Low  Med  High  
Unlikely Insignificant* Low  Med  

  Low Moderate High  

  Magnitude 
*When Inherent Risk is assessed as insignificant, the use of the substantive sample size calculator is 

not required, and professional judgment may be used to determine the appropriate level of 

substantive work required. 

In considering the likelihood of a misstatement, the auditor considers the possibility 
that a misstatement may occur, based on consideration of the inherent risk factors. 64F

65 

Below is the practical guidance on how to assess likelihood when using the MG 
spectrum: 

Criteria Suggestions for Likelihood  

Unlikely 

A misstatement may occur, but it is not usually expected under normal 
circumstances. No typical inherent risk factors are identified, such as 
complexity, subjectivity, change, uncertainty, or susceptibility to 
management bias or fraud. Other inherent risk factors may exist, but 
involve minimal judgment or estimation. Overall, the risk of error or bias 
is considered low. 

Likely 

A misstatement may reasonably occur, as at least one inherent risk 
factor is present that affects susceptibility to misstatement. The area 
involves some level of judgment or estimation, but it is not overly 
complex and does not allow for significant bias or uncertainty. 

Very Likely 

A misstatement could easily happen, given that one or more inherent 
risk factors are present that significantly increase susceptibility to 
misstatement. These factors are typically associated with areas involving 
significant estimates and judgements, which may lead to a higher risk 
of bias and uncertainty. 

 

 
63 Para A208, ISA 315 Revised (2019) 
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Stand back requirement - Class of transactions, account balances, and disclosures 
that have no identified risk of material misstatement but are material  

When no inherent risk factors are identified for any assertions for the material class of 
transactions, account balances, and disclosure (i.e. no identified risks of material 
misstatement and therefore no relevant assertions), auditors are required to “stand 
back” and consider those items that are material but has no identified risk of material 
misstatement. 

Referring to the risk matrix, apply professional judgement to focus testing on only the 
assertion(s) where a misstatement is most likely to occur.  

Guidance when determining the likely magnitude (size) of the potential 
misstatement (or multiple misstatements) 

In considering the magnitude of a misstatement, the auditor considers the qualitative 
and quantitative aspects of the possible misstatement (i.e., misstatements in 
assertions about classes of transactions, account balances or disclosures may be 
judged to be material due to size, nature or circumstances).65F

66 

Magnitude 
assessment 

Quantitative  Qualitative 

Low • Individual transactions are low in 
monetary value 

• The potential misstatement, 
whether individually or in 
aggregate, is likely to be well 
below performance materiality 
(PM). 

Auditors are required to consider 
the qualitative factors, such as, but 
not limited to: 

• The nature of the item or 
transaction (e.g., related party 
transactions, fraudulent activity, 
non-routine or complex 
transactions) 
 

• The circumstances in which it 
occurred (e.g., management 
override, breach of regulatory 
requirements) 
 

• Stakeholder sensitivity, 
particularly where the matter 
affects key performance 
indicators, executive 
remuneration, loan covenants, 
or public perception. 

Moderate • Individual transactions are either 
low in monetary value or a 
combination of material and non-
material items 

• The potential misstatement, 
whether individually or in 
aggregate, is likely to be less than 
PM. 

High • The majority of individual 
transactions are likely material in 
monetary value  

• The potential misstatements, 
whether individually or in 
aggregate, are likely to exceed 
PM. 

 

Inherent risk falls under two broad headings – business risk and fraud risk. 

 
66 Para A211, ISA 315 Revised (2019) 
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Business risk is the general term for risks that arise out of the entity’s operations, 
circumstances, actions or inactions, strategies, environment and structure. Business 
risks may relate to the possibility of material misstatement in the financial statements, 
but also encompass issues that may have no immediate impact on financial 
statements. 

Fraud risk is specifically related to situations that indicate an incentive or an 
opportunity to commit fraud.  

Many risks can be both fraud risks and business risks but the auditor must understand 
what the characteristics of each are, in order to determine first what sort of risk is faced 
and secondly what sort of response needs to be put in place to address that risk. 

 

10.3 Fraud Risk 

Fraud is an intentional act, involving the use of deception, to gain an unjust or illegal 
advantage. Fraud cannot be committed by accident. 57F66F

67 

Fraud may be committed by management, staff or third parties (or a combination of 
these). 

There are two types of fraud that affect the auditor: 

• manipulation of the financial statements; and 

• misappropriation of assets. 

Either can lead to a material misstatement in the financial statements.  

 
67 However, an error can become a fraud in some cases. For example, a company which makes 
a genuine error on a tax return, in its favour, which is subsequently identified and which then 
takes no action as a result of that identification has committed a fraud at that point. 
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When considering the understanding of the entity and its environment, the applicable 
financial reporting framework the auditor may wish to consider what is known as the 

‘fraud triangle’ 

For fraud to happen, there has to be opportunity (usually as a result of the environment 
– for example, lax controls), incentive or pressure (something which will prompt the 
fraudster to act), and rationalisation (the thinking behind the ‘permission’ the fraudster 
gives themselves to act).  

Many people may be presented with an opportunity and an incentive to commit fraud, 
but they don’t rationalise it (or rather, they have personal qualities which prevent them 
from rationalising it). Fraud can happen when all three elements of the fraud triangle 
are present. 

Examples of the sort of incentives that can lead people to consider fraud include: 

• personal financial circumstances (this can affect both management and staff and 
may lead to both misappropriation of assets (theft) and manipulation of the 
financial statements (for example massaging figures in order to qualify for a bonus 
or promotion)); and 

• the financial situation of the entity (this is more likely to affect management and is 
most likely to lead to manipulation of the financial statements – for example, in 
order to meet loan covenants or qualify for easier credit terms). 

Opportunity can typically arise through the existence of a weak control environment, 
whether that relates to controls over physical assets or controls over the financial 
reporting process. A poor corporate culture can often also provide opportunity to 
commit fraud. Other opportunities can be provided by: 

• specific types of inventory (eg cigarettes or small electronic items) which are easy 
to steal and sell on; 
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• large amounts of cash on hand (easy to steal); 

• cash sales (easy to not put them all through the till); 

• high turnover of staff including those who are supposed to be in charge (less 
supervision, fewer people knowing what is supposed to be going on and what is 
‘normal’); and 

• high numbers of casual staff (who will have less invested in their career with the 
entity and the idea of it continuing for a long time). 

Both the elements set out above can be considered by an auditor with a good 
understanding of the entity and its environment, the applicable financial reporting 
framework. The rationalisation aspect is more difficult for the auditor to consider – 
standard rationalisations may include: 

• it’s only a small amount; 

• nobody is being harmed; 

• I’m helping the business to survive; 

• I earned/deserve this; 

• everybody does it; and 

• I’m desperate. 

Third party frauds differ in that the auditor will not be able to consider rationalisation 
nor pressure, and will need to concentrate solely on opportunity. 

10.4 Risk Assessment Procedures – Obtaining an 
Understanding 

Risk assessment procedures are linked to the auditor’s obtaining of sufficient 
understanding about the entity. 

Risk assessment procedures must include: 

• making enquiries of: 

o management; and 

o appropriate entity personnel; 

• analytical procedures; and 

• observation and inspection. 
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The auditor may be able to use information or knowledge from previous engagements 
with the entity (whether audit or other) to help identify risks, however the auditor must 
then ensure that the information is still relevant (ie if there have been any changes 
since that information was obtained). This determination must be documented to 
demonstrate that the previously obtained information is still valid and relevant to the 
audit. 

One source of information for the auditor’s risk assessment will be the team 
meetings/discussion that must take place within the engagement team. 

Enquiry is a source of basic information – it can provide useful starting points from 
which to pursue additional information. However, when conducting enquiries as risk 
assessment procedures the auditor must bear in mind the following: 

• who is being asked questions: 

o is it the most appropriate person or just the person who is available; and 

o can corroboration be obtained (either through further enquiry perhaps of 
third parties or through other risk assessment procedures); 

• the questions that are being asked 

o are they focussed towards the issues on which the auditor actually needs 
information; 

o are responses being followed up, where appropriate; and 

• documentation: 

o enquiries must be documented and this documentation must include who 
was spoken to, what was asked, what the answers were, any follow up, and 
then the conclusions that the auditor has drawn from the exercise. 

Appropriate personnel for enquiry will include senior staff, staff involved in the 
operation of aspects of the accounting system and staff running the internal audit 
function (if there is one). 

Observation and inspection may be utilised to provide evidence for the risk assessment 
(for example, inspection of board minutes may provide risk assessment evidence 
relating to going concern) however they are frequently used in connection with risk 
assessment procedures relating to obtaining an understanding of relevant controls. 
For observation and/or inspection to provide useful evidence, they must be 
appropriately documented.  

Appropriate documentation includes: 

• clear identification of what was being observed or inspected; 

• the rationale for the observation or inspection; 

• what happened; and 
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• the conclusions the auditor drew from the observation and/or inspection. 

Where analytical procedures are used as a risk assessment procedure they may be 
corroborating information obtained through enquiry. Where this is the case, the file 
should include cross referencing which demonstrates this.  

For all risk assessment procedures, documentation of the conclusions the auditor has 
drawn from the procedures performed must include, where relevant, any risks that 
were identified as a result of those procedures, and the assertions to which they relate. 
If it is possible to determine significance and likelihood at this point, that should also 
be documented too. 

Appropriate evidence that risk assessment procedures have been performed may 
include: 

• documentation of team meetings; 

• detailing of enquiries which were made (including information about what 
questions were asked, to whom they were addressed what the answers were and 
what conclusions the auditor drew from those answers); 

• details of analytical procedures performed; 

• explanations of observations and inspections were performed, and the conclusions 
that were drawn from those observations and inspections. 

During the performance of risk assessment procedures the auditor must be alert to 
the possibility of identifying fraud risk indicators. The audit file must always evidence 
appropriate challenge and questioning of evidence. If the auditor identifies either 
incentive or opportunity for fraud this must be clearly highlighted in the 
documentation of the results of the procedures performed and the conclusions drawn, 

10.5 Identifying Risks 

The identification of risk is possible as a result of the procedures the auditor has to 
perform in order to obtain an understanding of the entity and its environment, the 
applicable financial reporting framework. 

The auditor must obtain financial and non-financial information about the entity from 
relevant sources, both internal and external. The consideration and in some cases 
analysis of this information will then provide the auditor with the context for the rest 
of the audit procedures performed. 

Examples of information sources that may be useful include (but are not limited to): 

• financial statements; 

• business plan and strategies; 

• budgets and minutes of board meetings; 

• information about internally generated estimates or valuations; 
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• industry stats; 

• business information services; 

• policies and procedures manuals; 

• organisation charts; 

• job descriptions; 

• forecasts and management reports; and 

• information in the media and other external documents about the entity’s financial 
performance. 

The auditor must perform risk assessment procedures in conjunction with this 
information, in order to develop their understanding. 

The auditor must understand: 

• relevant external factors; 

• the entity’s nature; 

• the accounting policies; 

• the financial reporting framework; 

• the entity’s objectives and strategies; 

• the entity’s measurement and review of financial performance; and 

• the entity’s system of internal control and those internal control activities relevant 
to the audit. 

Once the understanding has been obtained, the auditor is in a position to identify and 
assess risks and then to go on to design and perform further audit procedures.  

Sources of potential business or fraud risk include: 

• relevant external factors: 

o regulatory environment; 

o industry pressures; 

o the economy; 

o resource constraint; and 

o financial pressures (eg lack of easy credit availability, onerous terms) 

• the entity’s nature: 
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o governance and leadership; 

o quality of staff and management; 

o staff turnover; 

o structure (especially if complex); 

o impact of technology; 

o products and markets; and 

o systems. 

• the accounting policies and financial reporting framework involved: 

o how these are chosen; and 

o how these are applied; 

• entity objectives and strategies: 

o related parties; 

o expansion; and 

o targets; 

• the entity’s measurement and review of financial performance: 

o how this is done; and 

o changes in how this is done; and 

• the entity’s system of internal control. 

Any of the factors listed above may give rise to a business or fraud risk. For example: 

• lack of easy credit availability may threaten the entity’s status as a going concern 
or may provide the incentive for fraudulent manipulation of the financial 
statements in order to qualify for credit (or easier terms); 

• high staff turnover may result in unforced errors in key functions including 
accounting, or may give rise to the opportunity for fraud (either misappropriation 
of assets or manipulation of the financial statements if controls are not properly in 
place as a result of staff changes); 

• unexpected or illogical changes in accounting policies may indicate the possibility 
of an attempt to manipulate the financial statements fraudulently; 
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• the existence of related parties may give rise to the incentive or the opportunity to 
manipulate the financial statements fraudulently (for example through complex 
linked transactions) or to misappropriate assets (again, through complex 
interlinked transactions or through entering into contracts or arrangements which 
do not have a clear business rationale); or 

• changes in the way the entity measures performance may indicate fraud or error 
or an opportunity for fraud or error to occur. 

When identifying inherent risks, the auditor must understand how inherent risk factors 
affect susceptibility of assertions to misstatement in the preparation of financial 
statements first and then using professional judgment, they will determine the 
significance of the combination of the likelihood and magnitude of a misstatement.  

When identifying fraud risks, the auditor must look for fraud risk indicators – events or 
situations which could give rise to one or more of the elements of the fraud triangle 
(see above). Identifying a fraud risk indicator does not mean that there has been a fraud 
– it does mean that the auditor must assess the fraud risk further to determine what 
the response should be. 

10.6 Assertions 

Assertions are the representations by management that are embodied in the financial 
statements. When they present a set of financial statements, management are 
implicitly saying: 

• the financial statements are materially accurate (A3, B4); 

• the assets and liabilities reflected in the financial statements exist (B1); 

• the transactions reflected in the financial statements occurred during the 
reporting period and the way in which they have been accounted for shows the 
proper allocation of them to the relevant categories (A1, A4, A5, B5) 

• the entity has the rights and obligations associated with the assets and liabilities 
reflected in the financial statements; (B2) 

• the values ascribed to assets and liabilities are in accordance with the financial 
reporting framework, the policies stated by the entity and are properly disclosed; 
(B4); 

• all assets, liabilities, income and expenses have been included in the financial 
statements (A2, B3); and 

• the financial statements comply with the financial reporting framework adopted. 
(B3, B4, B6). 

The assertions the auditor is concerned about are grouped under the following 
categories : 
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• assertions about classes of transactions and events, and related disclosures for 
the period under audit: 

o occurrence (A1); 

o completeness (A2);  

o accuracy (A3); 

o cut-off (A4);  

o classification (A5); and 

o Presentation (A6) 

• assertions about account balances and related disclosures at the period end: 

o existence (B1); 

o rights and obligations (B2); 

o completeness (B3);  

o accuracy, valuation and allocation (B4);  

o classification (B5); and 

o presentation (B6) 

Any risk that is identified has to relate directly to one or more assertions. For example, 
if the auditor identifies that there is a risk that the entity’s accounting system may fail 
to record properly all the transactions that take place then that risk might relate 
directly to: 

• completeness (classes of transactions and events) – because some transactions and 
events could have been missed; 

• completeness (account balances) – because if some transactions have been missed 
out, balances of debtors or creditors (or stock or fixed asset cost or cash) might be 
incomplete; and 

• completeness (related disclosures) – some related disclosures could have been 
overlooked if certain events or account balances are incomplete. 

The following assertions might also be affected depending on the nature of the risk: 

• accuracy (classes of transactions and events); 

• accuracy, valuation and allocation (account balances); or 

• cut-off (class of transactions). 
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In identifying and assessing the risks of material misstatement, the auditor may use 
the categories of assertions as described above or may express them differently 
provided all aspects described above have been covered. The auditor may choose to 
combine the assertions about classes of transactions and events, and related 
disclosures, with the assertions about account balances, and related disclosures, 
commonly referred to as condensed assertions67F

68 

If condensed assertions are to be used, auditors must ensure that each file’s full 
assertions are clearly mapped to their condensed assertions/abbreviations in line with 
the requirements of ISA 315 R, below is the recommended mapping that is also now 
included to compliment the MG audit resources: 

  ISA 315 R Para 
A190.(a) 

ISA 315 R Para 
A190.(b) 

ISA 315 R Para 
A190.(a) and (b) 

Condensed Assertions 
mapping 

Assertions about 
class of 
transactions and 
events for the 
period under 
audit 

Assertions about 
account balances 
at the period end 

Assertions about 
related disclosure 
for the period 
under audit and 
period end 

     
C Completeness Completeness Completeness Completeness 

E 
Existence, Occurrence, 
and Rights and 
Obligation 

Occurrence  Existence, Rights 
and Obligation 

Occurrence  

AV 
Accuracy, Valuation, 
Allocation and Cut off 

Accuracy, Cut Off 
Accuracy, 
Valuation and 
Allocation 

Accuracy, 
Valuation and 
Allocation 

PD Presentation and 
Classification 

Classification and 
presentation 

Classification and 
presentation 

Presentation 

 

10.7 Identifying and Assessing the Risks of Material 
Misstatement 

The auditor must identify and assess the risk of material misstatement at: 

• the financial statement level; and 

• the assertion level for classes of transactions, account balances and disclosures 58F68F

69. 

The auditor identifies risks of material misstatement as a result of risk assessment 
procedures. 

Once risks are identified, the auditor must: 

• assess those risks; 

• evaluate whether they relate to the financial statements pervasively as a whole 
(which might mean having a potential impact on many different assertions); and 

 
68 Para. A189, ISA 315 Revised (2019) 
69 Para. 28, ISA 315 Revised (2019) 
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• relate the risks to what could go wrong at the assertion level (taking account of any 
relevant controls to mitigate those risks that they might plan to test for 
effectiveness); and consider the inherent risk factors and how it affects the 
susceptibility of relevant assertions and the likelihood of misstatements arising 
from those risks – and the magnitude of  misstatements.59F69F

70 

The auditor must consider whether any of the risks of material misstatement identified 
are significant risks and act accordingly (this will involve designing specific further 
audit procedures which respond directly to the significant risks assessed). There is a 
presumed significant fraud risk relating to revenue recognition (this can be rebutted 
but if it is rebutted the reasoning behind this must be clearly documented) and a 
deemed significant risk relating to management override of controls, which cannot be 
rebutted. 

The auditor may identify risks where substantive procedures alone cannot provide 
sufficient appropriate audit evidence that material misstatements have not occurred. 
Typical examples of such risks are those relating to highly automated processes, 
perhaps relating to extremely large transaction streams with thousands of individual 
entries. Where this is the case, the auditor must obtain an understanding of the 
specific controls relevant to those risks. 60F70F

71
 

  

10.8 Timing of the Risk Assessment 

The risk assessment will necessarily begin at the start of the audit. However, it 
continues throughout the audit. As audit work is undertaken the auditor will obtain 
more detailed and fuller information about the entity, this information may be relevant 
to the risk assessment which may need adjusting as a result (for example, the 
identification of further risks) Where information is obtained during the course of the 
audit that indicates that the risk assessment should be revised, then the risk 
assessment must be revised to reflect the most up to date information the auditor has. 
This may, of course, have an impact on the audit plan. 

10.9 Documentation 

Many audit tools provide mechanisms for documenting the risk assessment in order 
to demonstrate adequately that it has been performed appropriately, in particular, to 
demonstrate that the risk assessment has been performed at both the overall financial 
statement level and at the assertion level for class of transactions, balances and 
disclosures. 

The auditor must ensure that the audit documentation records: 

• relevant discussions (including the audit team discussions); 
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• key elements of the understanding of the entity and its environment, the applicable 
financial reporting framework and its system of internal control; 

• the sources of all information obtained; 

• what risk assessment procedures were performed and what conclusions were 
drawn from these; 

• the identified and assessed risks of material misstatement at the financial 
statement level and the assertion level for all classes of transactions, balances and 
disclosures; 

• what controls were identified as relating to those risks; and 

• inherent risk factors and the likelihood and magnitude of misstatement. 

This documentation should flow directly to the audit plan and be clearly related to all 
planned further audit procedures. 
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11 Internal Controls and Risk 

11.1 Introduction 

The auditor is concerned with both inherent risk and control risk. Both types of risk 
have an impact on the type and amount of further audit procedures that the auditor 
must plan and perform during an audit engagement. 

This section addresses how the work the auditor has done on controls is incorporated 
into the overall risk assessment and what the auditor must do to evaluate the 
effectiveness of controls. 

11.2 Interaction of Controls with Identified Risks 

As part of the risk assessment, the auditor must identify business and fraud risks to 
which the entity is exposed. 

Once these risks have been identified, the auditor must consider the impact of the 
entity’s control activities on those risks. The figure below 61F71F

72 sets out the process. 

 

 
72 Copyright in this diagram lies with IFAC. 
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Having identified risks, the auditor must determine which identified risks could cause 
a material misstatement if not mitigated by controls and which control activities are 
designed to mitigate these identified risks.  

When the auditor has identified which controls address risks of material misstatement 
at the assertion level, the auditor must evaluate the design of those controls and also 
determine whether or not they have been implemented. This must extend further 
than enquiry of the entity’s personnel62F72F

73.  

As noted above this must be done in every audit, even those audits where the auditor 
is fairly certain that no reliance can be placed on the effectiveness of controls when 
designing further audit procedures to respond to assessed risks. In some 
engagements, for example, the auditor may feel that the control environment and the 
associated control and monitoring activities are unlikely to be particularly effective 
(maybe because of lack of adequate segregation of duties, or poor monitoring). They 
cannot be sure of this, however, until they understand internal control properly, which 
includes understanding what the various activities are intended to achieve and 
whether they are actually performed. If the control activities are genuinely non-
complex and few in number then obtaining this understanding will not be especially 
onerous, but without this understanding the auditor will not be in a position to make 
informed decisions about the most efficient and effective design of further audit 
procedures to respond to assessed risks. 

Evaluating the design of a control activity involves considering whether the control, 
individually or in combination with other controls, is capable of effectively preventing, 
or detecting and correcting, material misstatements. Put simply, this involves asking 
the question – will this control work? Will it achieve what management want it to 
achieve? For example: 

• will an authorisation control actually stop people from accessing information or 
performing tasks that management do not want them to access or perform (for 
example despatching goods, making payments); or 

• is the bank reconciliation process likely to pick up errors? 

If a control is not properly designed this may represent a significant deficiency in 
internal control. It may also represent a fraud risk indicator (offering opportunity for 
fraudulent activity). 

Evaluating the implementation of a control activity means checking that the 
activity/element is actually used or operated when it should be used or operated. 

As mentioned above, enquiry alone is not sufficient to obtain audit evidence about the 
design and implementation of relevant controls. This does not mean enquiry cannot 
be used – especially in SMEs enquiry is an extremely useful tool for obtaining a 
preliminary understanding of internal control. It may also be useful in the investigation 
of inconsistencies or issues which are not entirely clear. Potential procedures for 
checking implementation are: 

 
73 Para. 26 (d), ISA 315 Revised (2019) 
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• observation (observing the application of specific control activities); 

• inspection (documentation, reports etc); and 

• tracing transactions through the information system (walkthrough tests). 

The procedures performed to obtain an understanding are not sufficient to provide 
evidence regarding effectiveness. Effectiveness testing is addressed below. Where the 
auditor is reasonably sure that it is both possible and efficient to place reliance on some 
of an entity’s controls (for example in a continuing audit where this has been the case 
in previous years), it may be most efficient to perform effectiveness testing in 
conjunction with implementation testing – but where this approach is adopted the 
auditor must ensure that the documentation makes clear what work constitutes the 
implementation testing and what work constitutes the effectiveness testing. 

11.3 Control Activities 

The auditor has to understand control activities component within the entity 73F

74 , 
because controls identified should be addressing risk of material misstatement at the 
assertion level(controls  that does not address risks of material misstatement at the 
assertion level is essentially redundant). The entity should have designed its control 
activities directly as a result of its own risk assessment process, in order to mitigate 
those risks the entity believes threaten the financial reporting process.  

From an audit perspective, the auditor is concerned primarily with control activities 
component. These are: 

• controls that address significant risks;64F74F

75 

• controls over journal entries, including non-standard journal entries used to record 
non-recurring, unusual transactions or adjustments; 75F

76 

• controls for which the auditor plans to test operating effectiveness and that address 
risks for which substantive procedures alone are insufficient; 65F76F

77 and 

• other controls the auditor judges to be relevant. 77F

78 

Once the above control activities are identified, the auditor is required to identify IT risk 
relating to above relevant control and also how related risk arising from the use of IT 
and whether the entity’s general IT control address those risks. Refer to the General 
Information Technology Control Toolkit on the MG intranet for further guidance. 

 
74 Para. 26, ISA 315 Revised (2019) 
75 Para. 26(a)(i), ISA 315 Revised (2019) 
76 Para. 26(a)(ii), ISA 315 Revised (2019) 
77 Para. 26(a)(iii), ISA 315 Revised (2019) 
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The controls that the auditor needs to identify are the controls that address risks of 
material misstatement at the assertion level. The auditor does not have to understand 
every single control that exists within the control activities component within the 
entity – they need to understand the controls that matter the risks. Control activities 
relevant to the audit of a smaller entity are likely to relate to the main transaction cycles 
such as revenues, purchases and employment expenses. 

11.4 Finalising the Risk Assessment 

Once the auditor has evaluated the design and implementation of the controls, and 
used the understanding of the entity and its environment, and the applicable financial 
reporting framework to perform risk assessment procedures to enable the assessment 
of risks, the risk assessment can be finalised. At this point, the auditor will have: 

• identified risks of material misstatement at the financial statement level and 
identified risks of material misstatement by assertion for every material account 
balance class of transactions and disclosure; 

• documented these risks; 

• identified which controls are designed to address the risks that have been 
identified; 

• evaluated whether their design is appropriate to address those risks or to support 
the operation of other controls; and 

• evaluated whether the controls have been implemented. 

This will enable the auditor to evaluate the reliance, if any, that they might expect to 
be placed on controls. 

11.5 Dealing with Control Risk 

Control risk differs from inherent risk. Inherent risk is assessed by the auditor based on 
the understanding of the client and its circumstances. Whilst this assessment may 
need to be revised during the course of the audit, it is not tested directly but indirectly. 
The inherent risk assessment therefore has a substantial effect on the audit plan. 

Control risk is not assessed, other than in a trivial manner (but see below with regard 
to Estimates). The auditor’s plans to test the operating effectiveness of controls will be 
based on the expectation that controls are operating effectively, and this will form the 
basis of the auditor’s assessment of control risk. If control risk is to be treated as 
anything other than maximum by the auditor, then the auditor must undertake 
testing on the operating effectiveness of controls. Considering the design of controls, 
and ensuring that they have been implemented, provides no audit evidence that they 
have in fact operated effectively during the period, and as such no reliance can be 
placed upon them. There is therefore no reduction in the planned audit procedures as 
a result of the work on the design and implementation of controls. 
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The auditor must perform a separate assessment of inherent risk and control risk to 
provide a basis for designing and performing further audit procedures to respond to 
the assessed risks of material misstatement, including significant risks, for accounting 
estimates at the assertion level. This is discussed further in Chapter 19. If the auditor 
does not plan to test the effectiveness of control, the assessment of risks of material 
misstatement should be the same as inherent risk. 

Where the auditor believes controls are operating effectively and may be relied 
upon(on the basis that they are adequately designed and have been implemented). 
The auditor must then decide whether to: 

• undertake reasonable testing on the operating effectiveness of controls, which may 
significantly reduce the amount of substantive testing required; or 

• undertake no testing on the operating effectiveness of controls, and ignore controls 
for the purposes of determining the extent of substantive testing required.  

The control risk assessment is therefore used only in planning the preliminary 
combination of control and substantive procedures to be performed. It has no ultimate 
effect, since no reliance may be placed on any control unless its operating effectiveness 
has been proven. Therefore, the initial assessment always has to be replaced by the 
results of control testing. If the control testing indicates the control is not operating 
effectively then the auditor must revise the control risk assessment and increase 
substantive testing accordingly. 

MG suggests the below Control Risk Matrix: 

Will applicable controls be tested and 
relied upon?78F

79 
Control Risk 

Yes Low 

No High 

 

11.6 Control Effectiveness Testing 

Control effectiveness testing involves checking that the control did actually work as it 
was intended to – throughout the period under consideration. A walkthrough test to 
evaluate implementation will only provide comfort that the control was there once. An 
effectiveness test will provide evidence that the control was operating effectively 
throughout the whole period and thus could be relied upon.  

 
79 This could also be phrased as ‘Expected Reliance on Controls?’ 
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If the auditor plans to test the operating effectiveness of controls, it may be necessary 
to test a combination of controls to confirm the auditor’s expectation that the controls 
are operating effectively. The auditor may plan to test both direct and indirect controls, 
including general IT controls, and, if so, take into account the combined expected 
effect of the controls when assessing control risk. 79F

80  

When the auditor plans to test the operating effectiveness of an automated control, 
the auditor may also plan to test the operating effectiveness of the relevant general IT 
controls that support the continued functioning of that automated control to address 
the risks arising from the use of IT, and to provide a basis for the auditor’s expectation 
that the automated control operated effectively throughout the period. When the 
auditor expects related general IT controls to be ineffective, this determination may 
affect the auditor’s assessment of control risk at the assertion level and the auditor’s 
further audit procedures will need, unless sufficiently documented why not, to include 
substantive procedures to address the applicable risks arising from the use of IT.80F

81 
Auditors must test 29 items successfully to be able to place reliance on controls for a 
population greater than 86. (Smaller sample sizes should be used for small populations 
– see the section on audit sampling Chapter 17.3) 

If deviations are identified then the auditor must seek to understand the issue and its 
implications, initially by enquiry, and then consider whether: 

• the results provide an appropriate basis for reliance on controls; 

• to extend the sample; and 

• to extend substantive procedures. 66F81F

82 

Some deviation rate may be acceptable to the auditor with additional samples to be 
extended for testing. For example, if 1 deviation is found in a sample of 29 then the 
auditor may extend the sample size to 39 to be able to place reliance on control. If no 
further deviations are found, then reliance can be placed on controls. Control risk is 
assessed as low. If 1 further deviation is found then the auditor may extend the sample 
size to 59 to be able to place reliance on control. If no further deviations are found, then 
reliance can be placed on controls. Control risk is assessed as low.  

If more than 2 deviations noted, no reliance can be placed on controls. Control risk is 
assessed as high. 

If the auditor obtains audit evidence about the operating effectiveness of controls 
during an interim period, the auditor should obtain audit evidence about significant 
changes to those controls subsequent to the interim period if any. 82F

83 The auditor should 
also extend test of controls over the remaining period. 

 
80 Para A228, ISA 315 Revised (2019) 
81 Para A229, ISA 315 Revised (2019) 
82 Para. 17, ISA 330 
83 Para 12 (a) ISA 330 
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In some cases, the auditor may place reliance on controls whose effectiveness was 
tested in a previous year’s engagement. In order to do this: 

• the design and implementation of the control must be confirmed as not having 
changed by the performance of at least one walkthrough test); 

• the effectiveness of the specific control or controls must be tested every three 
years*; 

• some testing of controls (albeit possibly in relation to other audit areas) must be 
undertaken in the current year; and 

• the control must not be one over a significant risk, where annual testing is required. 

*it is recommended to test some controls each audit to avoid the possibility of testing 
all the controls on which the auditor intends to rely in a single audit period with no 
testing of control in the subsequent two audit period.83F

84
 

11.7 Documentation 

The auditor must document: 

• the controls relating to significant risks, controls over journal entries, controls for 
which the auditor plans to test operating effectiveness and that address risks for 
which substantive procedures alone are insufficient, and other controls the auditor 
judges to be relevant , and the work done in connection with these; 

• IT risk relating to above relevant control and also how related risk arising from the 
use of IT and whether entity’s general IT control address those risks; 

• which risks controls are addressing; 

• the expected reliance on controls; 

• the work done on the design of controls;  

• how the auditor has tested implementation, for example by walkthroughs, 
reperformance or observation; 

• the control effectiveness testing supporting any reliance on controls; and 

• the control deficiencies identified if any, and also whether any control deficiencies 
identified constitute significant deficiencies which are required to be reported to 
those charged with governance. 

Flow charts, questionnaires or narrative notes can be used to document internal 
control. All documentation should clearly identify: 

• key controls; and  

 
84 Para 14 (b) ISA 330 
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• the risks addressed by those controls; 

Where information has been prepared by the entity (for example organisation charts) 
then it should be clear on the file what additional work was done to check the accuracy 
of the information. Where information has been carried forward from previous years, 
the documentation on the file should make it clear what work was done to establish 
that the information was still valid for the current period. 

Some controls will address more than one risk. Some risks are addressed by more than 
one control. The auditor must document clearly the relationship between risks and 
controls that address those risks. This is often achieved within an automated audit tool 
but where this is not the case a matrix or tabular presentation may be helpful. 

Where the auditor has to change the risk assessment (and plan) because of an 
effectiveness test failure, the risk assessment (and plan) should reflect that this change 
has been made. 
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12 Significant Risks 

12.1 Introduction 

Significant risks are not the only risks with which auditors have to deal, but as the name 
suggests they do need to be the focus of a high proportion of audit effort. 

Significant risks must therefore be identified and assessed, considered and addressed 
specifically during the course of an audit. 

Auditors must identify risks and then assess them. The assessment of a risk includes 
assessment as to whether it is significant or not. Not all risks are significant. Significant 
risks are a subset of risks in general.  

Significant risks are risks assessed closer to the upper end of the spectrum of inherent 
risk, or other risks that need to be treated as significant risks based on the auditor’s 
judgement, and fraud risk66F84F

85– i.e. risks that mean the auditor has to do something over 
and above ‘ordinary’ audit effort. Significant risks are therefore often areas that require 
significant auditor attention. 

Professional judgement is the key element in identifying and assessing significant 
risks – as with every other instance of professional judgement, the factors which lead 
an auditor to determine that a risk is or is not significant must be clearly documented 
– and that documentation must be persuasive. 

This section of the Manual deals with the identification and assessment of significant 
risks, and the way in which auditors must address them post identification and 
assessment.  

In conversation auditors may use the phrase ‘identification of significant risks’ as short 
hand for ‘identification and assessment of significant risks’. In fact, a significant risk 
cannot be recognised as such without both elements – identification and assessment. 
It is impossible to assess a risk if it hasn’t first been identified but it is also impossible 
to conclude that a risk is significant (apart from in the special cases set out below) 
without assessing it. 

12.2 Timing of Impact on Audit Work 

Significant risks generally have an ongoing impact on the auditor’s audit work.  

Significant risks may be identified and assessed throughout the course of the audit for 
example: 

• during pre-planning activities:  

o where significant risks that were present in previous years are expected to 
still exist in the current year ; or 

 
85 Para. 12 (l), ISA 315 Revised (2019)  
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o where the nature of a new client’s operations or structure gives rise to 
obvious significant risks; 

• during audit team fraud and risk meetings; 

• during the formulation of the audit strategy and plan – auditors must take 
identified significant risks into account when planning risk response procedures; 
and 

• during discussions with management and those charged with governance. 

Auditors would normally expect to discuss how they intend to address significant risks 
with management or those charged with governance. Such discussions must not be 
too detailed, since in relation to fraud risks in particular this could involve enabling 
those involved in any fraud to ensure that planned audit procedures will not identify 
any actual instance of fraud. 

For an owner managed business it would also generally not be appropriate to discuss 
the risks of management override with management. 

Significant risks may also be identified during the course of audit fieldwork. Work 
undertaken may bring to the auditor’s attention completely new significant risks or 
require them to re-assess previously identified risks as significant in the light of the 
new information they now have. Where this happens, the auditor must: 

• amend the risk assessment; and 

• plan new or extended audit procedures to identify the significant risk. 

Significant risks could also be identified during review and completion. This should be 
rare, but might happen, for example, in the case of the identification of a significant 
fraud risk which becomes apparent as a result of cumulative evidence. In such cases 
the auditor must, again: 

• amend the risk assessment; and 

• plan new or extended audit procedures to identify the significant risk. 

Those responsible for performing supervision and review (senior members of the audit 
engagement team, managers, engagement partners and Engagement Quality 
Reviewers) must pay particular attention to both the identification to and disposition 
of significant risks.  

During completion any significant risks identified and addressed during the course of 
the engagement must be reflected in the audit completion documentation, which 
must demonstrate how the risks were addressed and why the auditor is satisfied that 
their conclusions regarding those risks and their impact on the audit opinion are 
appropriate. The existence of significant risks and their impact on the audit effort may 
also be a consideration in the client continuance decision. 
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12.3 Management Override 

Generally, it is for the auditor to determine which risks are significant risks, based on 
their risk assessment.  

The exception is management override of controls which must be treated as a 
significant risk on every audit. 67F85F

86
 

12.4 Revenue Recognition 

There is also a rebuttable presumption that there are fraud risks relating to revenue 
recognition in all audits. Since fraud risks must be treated as significant risks, see 
below, this effectively means that there is a rebuttable presumption that there are 
significant risks relating to revenue recognition in all engagements. 

Auditors are required to demonstrate on their files that they have considered where 
the risks may lie in relation to revenue recognition. These risks will not always relate to 
the same assertions – for some engagements the risks may relate to completeness of 
revenue (a possible risk being that the client is understating revenue to avoid tax or 
other revenue related payments) but for others they may relate to occurrence (a 
possible risk being that the client is overstating revenue in order to mask a precarious 
financial situation, or avoid breaching loan covenants or contractual agreements).  

They may also relate to any of the other relevant assertions depending on the 
circumstances of a given engagement.  

Auditors must consider where the risks lie and document this consideration and 
assessment in order to demonstrate that they have done this work. If after considering 
the situation and circumstances relating to a particular engagement auditors believe 
that it is appropriate to rebut the presumption (for example, if a client has no or very 
small amounts of revenue or revenue is entirely predictable such as for a single 
property owning company with a single rental revenue stream where there have been 
no changes in the period) then that may be grounds to rebut the presumption. 

The fact that there is a rebuttable presumption of significant risks relating to revenue 
recognition does not necessarily mean that there are no other risks of misstatement 
due to error relating to revenue recognition.  

12.5 Determination of Other Significant Risks 

As noted above, other than in relation to management override and revenue 
recognition, it is solely for the auditor to determine where there are significant risks. 

There are some more specific requirement, and in particular if the auditor identifies a 
risk of material misstatement due to fraud then this must be deemed significant and 
treated accordingly. 68F86F

87  

 
86 Para. 32, ISA 240 
87 Para. 27, ISA 240 
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This does not mean that all identified fraud risks are significant risks, since if a fraud 
risk is considered to give rise to no risk of material misstatement then it need not be 
considered a significant risk. 

As noted above the determination of significant risks involves the identification and 
then assessment of risks.  

When assessing whether an identified risk is significant or not auditors must consider 
only the inherent risk, not the combined risk. This means that auditors must not take 
the impact of relevant controls on the risk into account when determining whether or 
not the risk is significant. The risk may well be addressed by controls – but from the 
auditor’s perspective, the fact that controls are in place to deal with a risk that is 
inherently significant doesn’t stop it being significant. The determination of which of 
the assessed risks of material misstatement are close to the upper end of the spectrum 
of inherent risk, and are therefore significant risks, is a matter of professional judgment, 
and like all matters of professional judgement, the must be documented appropriately. 

Auditors will still have to take specific action in relation to that risk, which will include, 
but cannot be limited to, considering any controls that have been put in place to 
address it.  

Significant risks may arise from, amongst other things: 

• matters that need management intervention – for example decisions where there 
are a choice of accounting treatments, or transactions for which there are multiple 
acceptable accounting treatments such that subjectivity is involved; 

• matters that involve significant judgement – again, the potential for error or fraud, 
especially bearing in mind the possibility of management bias whether conscious 
or unconscious; 

• accounting estimates that have high estimation uncertainty or complex models, 
and complexity in data collection and processing to support account balances; 

• account balances or quantitative disclosures that involve complex calculations; 

• accounting principles that may be subject to differing interpretation; 

• high risk activities and large unusual transactions – anything non routine has the 
potential for error or for fraud– situations where a material misstatement could 
easily happen or changes in the entity’s business that involve changes in 
accounting, for example, mergers and acquisitions; and 

• potential for fraud. 

Auditors must not look only at fraud risks when assessing for significance, the risk of 
error can be significant and the possibility should not be forgotten. 
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When assessing whether identified risks are significant, auditors need to identify those 
risks that have been assessed higher on the spectrum of inherent risk and think about 
both likelihood and magnitude. If an identified risk has been assessed as ‘Very Likely’ 
to occur with the potential magnitude of the misstatement being High impact, then it 
is more likely to be assessed as a significant risk than an identified risk with low impact 
and unlikely to occur.  

More judgement is usually involved for risks where the likelihood and magnitude are 
not the same. Generally, when a risk with high impact and low likelihood (sometimes 
described as a catastrophe risk) is more likely to be assessed as significant than a risk 
with low impact and high likelihood. This does not mean that such risks can never be 
assessed to be significant by auditors.  

When the team steps back and reviews their risk assessment, it is important that they 
assess whether there are other significant risks that were not identified when using 
the inherent risk spectrum.  

12.6 Responding to Significant Risks 

There are various direct consequences as a result of identifying a risk as a significant 
risk. 

Controls 

For each significant risk, auditors must obtain an understanding of the entity’s system 
of internal control, including control activities, that address significant risks. (This may 
already have been done, without regard to the fact that a significant risk has been 
identified.)  That understanding must include evaluation of the design and 
implementation of the controls that are in place to address the risk. The understanding 
must be obtained regardless of whether the auditor plans or hopes to place reliance 
on controls. 

Significant risks relating to judgemental or non-routine matters may be less likely to 
be within the scope of routine controls but management may have devised specific 
responses to deal with such risks. Auditors need to understand whether management 
have made any response and if so, what that response is. Examples of the sort of 
measures which may have been implemented include but are not limited to: 

• authorisation procedures; 

• reviews of assumptions (for judgemental matters such as valuations or estimates) 
by experts or more senior personnel; and 

• documented procedures for the making of estimates (and reviews of compliance 
with those procedures). 

If auditors conclude that management have not put in place any control measures to 
address matters or conditions giving rise to risks that have been assessed as 
significant, then this is a significant deficiency in internal control and should be 
addressed as set out in section 30 of this manual. 



 

84 
 

Designing the Response 

As with all identified risks, auditors must design an appropriate response to address 
the risks as part of the audit plan. 

Auditors may decide to place some reliance on controls. If they choose to do this, the 
effectiveness of those controls must be tested in the current period (see section 11 of 
this manual). 

If the auditor has determined that an assessed risk of material misstatement at the 
assertion level is a significant risk, they must plan and perform substantive procedures 
that are specifically responsive to that risk. These substantive procedures must be 
specifically related to the identified and assessed significant risk rather than just 
general procedures which are habitually performed.  

When the auditor’s approach to a significant risk consists only of substantive 
procedures (ie there is no reliance placed on controls), those procedures must include 
tests of details (ie analytical procedures alone will not be enough). Examples of 
substantive procedures that may provide auditors with sufficient appropriate audit 
evidence regarding significant risks include: 

• external confirmations; and 

• reperformance of procedures. 

In many situations the specific substantive response will be an extension of the scope 
of procedures that might have been performed anyway or the performance of 
procedures which are likely to result in an increase in the quality of evidence obtained. 
More persuasive audit evidence is required to be obtained. 

12.7 Documentation 

Auditors must ensure that their documentation reflects the work done in identifying 
and assessing significant risks and crucially, that the documentation reflects the 
determination of which risks are deemed significant and why. Similarly, the audit plan 
must highlight which are the significant risks and which procedures have been 
designed to address these risks. 

Where significant risks are identified and assessed (or reassessed) at a late stage in the 
course of the audit, for whatever reason, auditors must ensure that all relevant aspects 
of their documentation reflect this new situation. 

In any case professional judgement has been used, the auditor must ensure that they 
have documented their considerations and conclusions clearly.  
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13 Risk Assessment and Audit Plan 

13.1 Introduction 

Other sections of this Manual address the various steps within the risk assessment – 
obtaining an understanding of the entity and its environment, the applicable financial 
reporting framework, identifying and assessing risks of material misstatements and 
evaluating controls, determining materiality etc. 

This section addresses how auditors must pull together all the evidence they have 
obtained throughout the course of the risk assessment into an audit plan. Section 9 
deals with the procedural aspects of audit planning.  

13.2 Risk of Material Misstatement 

Auditors must determine the risk of material misstatement for each material account 
balance and class of transactions at the assertion level. The risk of material 
misstatement is assessed taking into account both the identified and assessed 
inherent risks and the anticipated (or determined, if effectiveness tests have already 
been performed) level of reliance on controls. 

13.3 Creating the Audit Plan 

Auditors have to put together audit plans that include: 

• the nature timing and extent of the planned risk assessment procedures 

• the nature timing and extent of the planned further audit procedures at the 
assertion level; and 

• any other planned procedures (that have to be performed because of eg law or 
regulation, rather than that are responding to assessed risks). 69F87F

88 

The second and third of these categories are normally set out in the audit programmes. 

The plan must include: 

• overall responses to address the assessed risks of material misstatement at the 
financial statement level; and 70F88F

89 

• further audit procedures whose nature, timing, and extent are based on and are 
responsive to the assessed risks of material misstatement at the assertion level 71F89F

90. 

 
88 Para. 9, ISA 300 
89 Para. 5, ISA 330 
90 Para. 6, ISA 330 
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13.4 Overall responses 

Overall responses are designed to address pervasive risks at the financial statement 
level (ie risks that affect potentially everything (or most things). Examples of pervasive 
risks include: 

• poor control environment; or 

• fraud risks across the board. 

Overall responses are responses that will have an impact across the board, also. They 
might include: 

• engagement team selection (using more experienced or specialist staff) 

• using experts; 

• assigning an EQR; 

• increasing planned supervision of more junior team members; 

• introducing more unpredictability in testing; 

• emphasising the need for scepticism with staff; and 

• changing the quantum of work planned (ie planning to do more) across the board. 

13.5 Responses at the Assertion Level 

Further audit procedures responding to risk that are designed and performed at the 
assertion level (often referred to as audit tests) must have the following characteristics: 

• they must be responsive to assessed risks that are identified in the risk assessment; 

• they must be at the assertion level – that is, they must address specified identifiable 
assertions that are impacted by the identified and assessed risks; and 

• they must take account of materiality. 

The aim is to develop a programme of audit work that, if completed successfully, will 
provide sufficient appropriate audit evidence. 

The auditor should also be ensuring that the audit evidence required is obtained as 
efficiently as possible, which is a key part of the audit risk model. This means that: 

• the work should be concentrated in higher risk areas, where all relevant assertions 
will usually need to be addressed; 

• in lower risk areas (ie those where the risk of material misstatement has been 
assessed as low, but the area is still material) work is undertaken on some 
assertions, but not all assertions need to be tested; 
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• in negligible risk areas (those that are not and cannot be material) no work is 
undertaken; and 

• the mix of procedures is that which should be completed in the shortest possible 
amount of time. 

The procedures that the auditor may plan are divided between: 

• tests of the operating effectiveness of controls; 

• substantive analytical procedures; and 

• substantive tests of detail. 

(The first two categories are dealt with in more detail in sections 11 and 18.) 

Each type of procedure has its merits, and the auditor’s aim must be to select the most 
efficient combination of tests. 

Tests of the Operating Effectiveness of Controls 

These must be performed where the auditor has determined that substantive 
procedures alone cannot be sufficient (typically these will relate to transaction streams 
which are highly automated and contain huge numbers of individual transactions).  

In most cases, they are optional. The auditor should perform them only where the 
controls are expected to be effective and where the time taking in providing evidence 
for this expectation will be less than the time saved in reducing time on substantive 
procedures. It should be noted that: 

• in some cases the evidence provided by such tests may be used for three years; and 

• sample sizes for control tests are quite small  

There will therefore be many clients where testing the operating effectiveness of 
controls will be efficient. 

Substantive Analytical Procedures 

Substantive analytical procedures are addressed in Chapter 18.  

They can be extremely efficient where there are clear relationships between data, often 
because they are the only procedures that can deal with multiple assertions.  

However, they cannot be used in all areas, can be time consuming to follow up in some 
cases and require extensive knowledge of the client. 

Tests of Detail 

Tests of detail are required on many audits. These may involve the use of audit 
sampling, which will then be affected by the testing of the operating effectiveness of 
controls and substantive analytical procedures.  
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Whatever combination of tests the auditor decides to employ, the plan should set out 
clearly what work is planned to be performed, what assertions are planned to be 
addressed by each test, and how each further audit procedure relates to the identified 
and assessed risks as set out in the risk assessment. 

13.6 Changing the plan 

The audit plan may change as evidence is obtained. Auditors must make sure that, 
where this is the case, any significant changes are documented together with the 
reason for those changes.72F90F

91
 

13.7 Documentation 

As noted above, the detailed audit plan must document what responses to risk and 
other further audit procedures are planned to be performed at: 

• the overall level; 

• the assertion level. 

The tests to be performed must be detailed, together with their relation back to the 
risk assessment and an identification of which controls (for effectiveness testing), 
assertions and identified risks are being addressed by each test. The plan must also 
make clear the sample sizes (where relevant) and how these relate to both materiality 
and the extent of other procedures performed. 

Where the plan is updated, this must be made clear. 

  

 
91 Para. 1 (c), ISA 300 
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14 Experts 

14.1 Introduction 

During the course of an audit engagement, auditors may work with both experts and 
specialists.  

Experts are individuals or organisations possessing expertise in an area other than 
accounting or auditing, whose work in that field is either: 

• used by management to assist in the preparation of the financial statements; or 

• used by auditors in the course of a specific engagement to assist them in obtaining 
sufficient appropriate audit evidence.  

Examples of experts may be valuers, surveyors, actuaries or lawyers… 

The first category above are management’s experts. 

The second category are auditor’s experts who may be either internal (from within the 
auditor’s firm or another firm in the same network), or external (from outside the 
auditor’s’ firm or network, and specifically engaged by the auditor to provide their 
expertise in relation to a specific engagement). An auditor’s expert therefore either 
works for or is used by the auditor directly. 

In practice, external auditor’s experts are rarely used and internal auditor’s experts and 
management’s experts are much more common.  

14.2 Experts and Specialists 

Individuals with particular expertise who work within a firm may be either experts or 
specialists. The work they undertake may differ little whether they fall into one 
category or the other, but the distinction remains crucial: 

• an expert is not a member of the audit team. Whilst the work they undertake may 
be relevant to and included on audit files, the audit team must document their own 
conclusions as to the adequacy of the work performed and take responsibility for 
ensuring that all documentation and other requirements are met; 

• a specialist is a member of the audit team. A specialist is therefore personally 
responsible for ensuring that the audit file fully documents the work they have 
undertaken and complies with all applicable requirements.  
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In some cases, firms have a relatively free choice as to whether they decide individuals 
are experts or specialist, but must ensure that whichever approach is adopted it is 
followed through consistently. For example, a firm may require that tax provisions in 
financial statements are checked by partners or staff who work primarily in tax. If they 
are treated as experts then the audit file must demonstrate that all of the requirements 
relevant to auditor’s experts have been met by audit team members. If the firm decides 
that they are to be treated as specialists then is for the tax partner or staff member to 
record their work, which then qualifies directly as audit work, on the audit file together 
with the conclusions that they have reached. 

Specialists are not considered further. 

14.3 Risk Assessment and Planning 

As part of the risk assessment and planning procedures, an auditor will consider, 
amongst other things, the potential ways of obtaining the audit evidence they will 
need to enable them to form an opinion on the financial statements.  

In particular, with regard to accounting estimates, the auditor must specifically 
determine whether the engagement team requires specialised skills or knowledge to 
perform the risk assessment procedures, to identify and assess the risks of material 
misstatement, to design and perform audit procedures to respond to those risks, or to 
evaluate the audit evidence obtained. 73F91F

92 

If the auditor determines that expertise in a field other than auditing or accounting 
may be needed to obtain sufficient appropriate evidence, then the auditor must 
consider whether there is a need to use the work of an auditor’s expert. 74F92F

93  

This consideration must be documented on the audit file, and if the conclusion is that 
in fact the work of an auditor’s expert is not needed, the file generally must record why 
the auditor reached this conclusion.  

In many cases the decision not to use an auditor’s expert may be made on the basis 
that it may be possible to place reliance on management’s expert. In determining 
whether or not reliance may be placed on such work, and therefore whether there is 
any need to involve an auditor’s expert as well, the auditor may consider: 

• the nature scope and objectives of the work undertaken by management’s expert; 

• the independence of management’s expert, including whether they are employed 
by the entity; 

• the extent to which management may be able to control or influence the work of 
the expert; 

• the competence and capabilities of the expert;  

 
92 Para. 15, ISA 540R 
93 Para. 7, ISA 620 
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• whether the expert is subject to specific professional requirements or similar; and 

• whether there are any controls within the entity over the expert’s work. 

When deciding whether or not to use an auditor’s expert an auditor must consider 
both the potential need, and the characteristics of the proposed auditor’s expert, to 
help in making the decision. 

The auditor must consider whether the proposed auditor’s expert has the necessary: 

• competence; 

• capabilities; and 

• objectivity. 75F93F

94 

Similar considerations apply where the auditor intends to place reliance on 
management’s expert. The main difference is that there is necessarily some threat to 
the expert’s objectivity, given that they are employed by or are working specifically for 
the audited entity. This does not preclude the use of management’s expert, but must 
be considered when making use of the work that they have undertaken. 

In either case, when considering the proposed expert’s objectivity, the auditor must 
make appropriate enquiries regarding any interests and relationships that might pose 
a threat to objectivity76F94F

95.  

An assessment of the expert’s competence, capabilities and objectivity must be 
included on the audit file.  

Whenever an auditor’s expert is used, the auditor must understand the field of 
expertise involved sufficient to enable the auditor to: 

• determine the nature, scope and objectives of the expert’s work; and 

• evaluate the adequacy of that work for the purposes of the audit. 77F95F

96 

Where reliance is to be placed on management’s expert the auditor will not have the 
same level of control over the process. In this case the auditor must: 

• obtain the instructions provided to the expert. In the case of an external expert this 
is likely to be in a formal agreement, but with an internal expert the instructions are 
likely to be less formal, but must still cover all relevant matters; 

• evaluate the adequacy of the work for the purposes of the audit. 

Whilst the auditor will not have been inclined in setting the scope of the work of 
management’s expert the auditor must make enquiries of the expert, or request that 
additional work is undertaken or further information provided, if the work undertaken 

 
94 Para. 9, ISA 620 
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initially is not sufficient for the auditor’s purpose. 

14.4 Engaging an Auditor’s Expert 

Once a decision has been made to use the work of an external auditors’ expert, the 
following must be agreed in writing with the proposed expert: 

• the nature, scope and objective of the work the expert will undertake; 

• the respective roles and responsibilities of the auditor and the expert; 

• the nature, timing and extent of communications between the auditor and the 
expert (especially with regard to any report the expert will be issuing); and 

• confirmation of confidentiality requirements. 78F96F

97 

Where an internal auditor’s expert is to be used the same requirements apply except 
that: 

• the nature of the agreement may be much less formal (for example, clear 
instructions sent by e-mail would suffice); and 

• confidentiality requirements need not be covered. 

14.5 Risk Response 

Identification of a Need to Use an Expert 

During the progress of an audit engagement, an auditor may identify a previously 
unidentified need to engage an auditor’s expert as a result of information obtained 
through the performance of further audit procedures. 

When this happens, the auditor must: 

• amend the risk assessment and strategic and detailed audit plans accordingly; and 

• perform the procedures relating to the evaluation of the need, the characteristics 
of the proposed expert and the obtaining of a written agreement with the proposed 
expert that would have been performed during the risk assessment and planning 
had the need been identified earlier. 

Use of the Work of an Expert 

Once experts, whether managements or the auditor’s, have performed their work and 
issued their report or findings, the auditor must evaluate the adequacy of that work, to 
determine if it can be used as audit evidence. 

This evaluation must include consideration of: 

 
97 Para. 11, ISA 620 
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• the relevance and reasonableness of the expert’s: 

o findings 

o conclusions; and 

o assumptions and methods 

• the consistency of the findings and conclusions with other audit evidence that has 
been obtained;  

• the relevance, completeness and accuracy of any source data that has been used 79F97F

98; 
and  

• if the expert’s work involves the use of information from an external information 
source, the relevance and reliability of that information.  

This evaluation must be fully documented on the audit file 

If the work is not considered adequate, for whatever reason, the auditor must either 
agree additional work with the experts, or perform additional procedures. 80F98F

99
 

14.6 Reporting 

Where an expert has been used the auditor retains responsibility for the audit 
opinion.81F99F

100  

Where the audit opinion has not been modified in relation to the matter dealt with by 
an auditor’s expert, the audit report should not refer to the use of an expert unless: 

• this is required by law or regulation 82F100F

101; or  

• where the audit report is extended (ie making reference to the work that the 
auditor has undertaken in relation to certain matters such as significant risks) and 
the auditor has accordingly included details of the audit work undertaken where 
an expert was used. 

Where reference is required by law or regulation then there must also be a statement 
that this does not reduce the auditor’s responsibility for the audit opinion. 

No reference should be made in an audit report to any use that has been made of work 
undertaken by management’s expert. 

 
98  Para. 12, ISA 620. Whilst these requirements are expressed solely in relation to the use of 
auditor’s experts they are equally applicable to management’s experts and consistent with the 
requirements of ISA 500. 
99 Para. 13, ISA 620 
100 Para. 3, ISA 620 
101 Para. 14, ISA 620 
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It may be necessary to refer to the use of auditors’ experts in a modified audit report 
(for example to explain properly the circumstances leading to the modification). Where 
this is the case, the auditor must indicate in the report that the reference to the 
auditor’s expert does not reduce auditor’s responsibility for their opinion. In such 
circumstances, the auditor may also need the permission of the expert before making 
such a reference. 83F101F

102 
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15 Service Organisations 

15.1 Introduction 

For the purposes of this Manual service organisations are defined as: 

Third party organisations that provide services to user entities that are part of 
those entities’ information systems relevant to financial reporting. 84F102F

103 

This definition also covers a subservice organisation. A subservice organisation is one 
which provides services to the service organisation that themselves for part of the user 
entities’ information systems relevant to financial reporting. In effect, this is where a 
service organisation itself sub-contracts part of the services that it supplies. Where a 
subservice organisation falls within the definition of a service organisation as set out 
above, then all of the procedures that apply to any other service organisation will also 
apply to them. (For example, if a service organisation provides a type 2 report, as 
defined and dealt with below, that excludes relevant activities on the basis they are 
dealt with by a subservice organisation then the auditor will need to consider obtaining 
a type 2 report in respect of that service organisation or undertaking alternative 
procedures.) 85F103F

104 

Shared service centres are a particular form of service organisation. The only difference 
is that a shared service centre is almost always located within an entity which has a 
strong connection with the entity being audited, commonly being another member of 
the same group for financial reporting purposes, such as a fellow subsidiary or the 
parent of the group. 

Shared service centres are dealt with further below. 

The outsourcing of functions is extremely common. Many entities obtain services from 
third parties. However, auditors are interested only in those third parties which provide 
services that relate to financial reporting, whether directly or indirectly, and not in 
those which have no direct impact on such reporting. 

For example, an entity might outsource its catering or cleaning. The party providing 
such services is not a service organisation, as defined above, and is simply a supplier to 
the entity like any other. The fact that an entity has outsourced such services has no 
direct impact on the audit work that needs to be undertaken and does not need to be 
reflected in the audit approach. 

15.2 Basic Approach 

The basic audit approach that should be adopted to service organisations can be 
summarised as follows: 

Risk Assessment 

 
103 Based on para. 8 (e), ISA 402 
104 Para. 18, ISA 402 
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Identify those services, relevant to the audit, that are provided by service organisations. 

Identify what internal controls relevant to the services provided, are in place at the 
audited entity. 

Identify whether any reliance is being placed on controls at the service organisation. 

Risk Response 

Consider whether sufficient appropriate audit evidence can be obtained from the 
entity subject to audit. 

If not, consider what further evidence is required from the service organisation, such 
as: 

• Arranging for procedures to be performed at the service organisation; or 
• Obtaining a type 2 report on controls at the service organisation. 4F

105  

Enquire about events such as fraud or non-compliance with laws and regulations. 

Reporting 

If sufficient appropriate audit evidence has been obtained, then no reference to the 
work of the service organisation’s auditor should be made. 

If sufficient appropriate audit evidence has not been obtained, then the audit report 
will need to be modified (or disclaimed) on the basis of limitation in scope. 5F

106 

15.3 Identification of Relevant Services 

As noted above, many audited entities will obtain outsourced services, and the 
auditor’s first task is therefore to identify those services obtained, if any, which are 
relevant to the audit. 

Where services are obtained which are not relevant to the audit, since the services do 
not form part of the information systems relevant to financial reporting, then the third 
party will fall outside of the definition of service organisations. Any audit work 
undertaken in relation to such organisations will simply be of the same nature as might 
apply to any other supplier to the audited entity. 

Services which might be relevant include, but are not limited to: 

• bookkeeping; 

• payroll; and  

• investment management. 

 
105 Type 1 and Type 2 reports are defined below 
106  Based on Guide to Using International Standards on Auditing in the Audits of Small and 
Medium-Sized Entities – Third Edition - IFAC 
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With some services it may be more complex to determine whether they are relevant. 
For example, an audited entity may use an outside organisation to manage its 
computer services. Whether or not this is relevant, and in particular whether any 
controls that organisation may or may not have are relevant, will depend upon the 
circumstances. The auditor will need to understand the precise nature of the services 
being supplied before making a decision as to whether the entity falls within the 
definition of a service organisation. 

In summary, a service organisation’s services will form part of an entity’s information 
system if they affect at least one of the following: 

• the classes of transactions in the entity’s operations that are significant to the 
entity’s financial statements; 

• the procedures, within both IT and manual systems, by which the entity’s 
transactions are initiated, recorded, processed, corrected as necessary, transferred 
to the general ledger and reported in the financial statements; 

• the related accounting records, supporting information, and specific accounts in 
the entity’s financial statements that are used to initiate, record, process and report 
transactions, including corrections and the transfer of information to the general 
ledger; 

• how the entity’s information system captures events and conditions, other than 
transactions, that are significant to the financial statements; 

• the financial reporting process used to prepare the entity’s financial statements, 
including significant accounting estimates and disclosures; and 

• controls surrounding journal entries, including non-standard journal entries used 
to record non-recurring, unusual transactions or adjustments. 88F106F

107 

15.4 Obtaining an Understanding of the Relevance of the 
Service Organisation  

Where a service organisation has been identified, or as noted above where further 
information is required before determining whether or not an entity is a service 
organisation, the auditor must: 

• obtain an understanding of the nature of the services provided by the service 
organisation and assess the significance of those services to the audited entity; 

• obtain an understanding of the effect that the use of the service organisation has 
on the audited entity’s system of internal control; 

• assess the materiality of the transactions processed or the financial reporting 
processes affected by the use of the service organisation; 

 
107 Para. 3, ISA 402 
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• determine the degree of interaction between the service organisation and the 
audited entity; and 

• assess the nature of the relationship between the audited entity and the service 
organisation, which must include obtaining and reviewing a copy of the contract 
(or service level agreement) between the two entities. 89F107F

108 

The audit file must contain a summary of the auditor’s assessment on all these matters 
and a copy or summary of the contract between the parties. 90F108F

109 Such documentation 
need not be long nor complex, but must be sufficient to demonstrate that the auditor 
has sufficient understanding of the arrangement to act as a basis for the determination 
of audit work responsive to the assessed risk. 

The auditor may already be aware of some of the relevant matters in relation to a 
particular service organisation, for example through experience gained when 
undertaking other audits.  

15.5 Controls at the Audited Entity 

Controls that relate to services provided by service organisations, but which are 
implemented by the audited entity, are simply controls within the audited entity. Like 
all other such controls they are therefore subject to the general requirement that the 
auditor must evaluate the design and implementation of internal control relevant to 
the preparation of the financial statements within the audited entity. 91F109F

110 

They are therefore also subject to all of the considerations that apply to any other such 
controls. This is dealt with elsewhere. 

15.6 Controls at the Service Organisation 

Before obtaining information in relation to controls at the service organisation the 
auditor needs to consider whether there is sufficient basis for the identification and 
assessment of the risk of material misstatement on the basis of an understanding of: 

• the significance of the services provided by the service organisation; and 

• the effect that the use of the service organisation has on the audited entity’s system 
of internal control. 92F110F

111 

 
108 Para. 9, ISA 402 
109  The exception to this would be where the auditor considers that further information is 
required in order to determine whether or not an entity qualifies as a service organisation, and 
after further information is obtained decides that it does not. In this case a detailed explanation 
is not required on the audit file, although a brief comment may be helpful. 
110 Para. 24, ISA 315 Revised (2019) & para. 10, ISA 402 
111 Para. 11, ISA 402 
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Where this information is considered sufficient then the auditor does not need to 
obtain any understanding of the controls implemented by the service organisation. In 
this case the auditor can move directly to risk assessment, and then to the planning of 
audit procedures that respond to the risks that have been assessed. These procedures 
will, to the extent that they relate to activities undertaken by the service organisation, 
be substantive procedures. 

By way of example, an audited entity may use a bureau to process the monthly payroll 
and to determine the amount of payroll taxes and other deductions, and therefore also 
net pay, for staff. The audited entity may be in charge of submitting the gross data to 
the bureau and for checking and approving the data that is received back. In this case 
the auditor may reasonably decide that the audit risk can be assessed, and appropriate 
substantive procedures planned, without reference to any controls that may be 
implemented by the service organisation. In this case, no reliance needs to be placed 
on any controls the service organisation may have. The auditor’s risk assessment can 
be undertaken adequately without reference to service organisation controls, and 
procedures, such as checking the accuracy of the calculations undertaken, can be 
planned and performed. 

By contrast, an audited entity may have substantial resources held with discretionary 
investment managers. In this case the audited entity will probably have some controls 
that are relevant to the operation of the service organisation’s functions. However, 
these are unlikely to be sufficient to allow the auditor to assess the risk of material 
misstatement or to plan appropriate audit procedures and it will prove necessary to 
obtain an understanding of the controls in place at the service organisation. The 
auditor will have to place reliance on such controls in order to obtain sufficient 
appropriate audit evidence. 

Where the auditor determines that it is necessary to obtain an understanding of the 
controls at the service organisation then this can be obtained by: 

• obtaining a type 1 or type 2 report; 

• contacting the service organisation via the audited entity, to obtain specific 
information in relation to controls; 

• visiting the service organisation and performing procedures on the relevant 
controls; or 

• arranging for the service organisation’s auditor to undertake specified procedures 
on the relevant controls on behalf of the auditor. 

Type 1 and Type 2 Reports 

A type 1 report is a report on the design of controls at a service organisation. It includes: 

• a description by management of the service organisation of the system, control 
objectives and related controls that have been designed and implemented at a 
specified date; and 
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• a reasonable assurance report by the service organisation’s auditor including that 
auditor’s opinion on the description that has been provided by management and 
on the suitability of the design of controls to achieve the specified control 
objectives. 93F111F

112 

A type 2 report covers the same matters as a type 1 report, but also includes the 
auditor’s opinion on the operating effectiveness of the controls and a description of the 
tests of control that have been undertaken and the results obtained. It may also include 
a statement by management on the operating effectiveness of controls, although this 
is not necessary. 94F112F

113 

Reports prepared in accordance with ISAE 3402 can be type 1 or type 2 reports, but 
there are also other similar standards in various jurisdictions, such as SSAE 16 reports 
in the US.  

Whenever a type 1 or type 2 report is obtained the auditor must consider 

• the service organisation’s auditor’s competence; 

• the service organisation’s auditor’s independence; and 

• the adequacy of the standards under which the report has been issued. 

The report can be considered relevant only if the auditor is satisfied on all of these 
matters. 

If the auditor is not satisfied on all or any of these matters then consideration must be 
given as to whether alternative procedures can be performed. If they cannot, then this 
will constitute a limitation in the scope of the audit which is dealt with further below. 

Where a type 1 or type 2 report is to be used as the basis for evidencing the auditor’s 
understanding of the design and implementation of controls at the service 
organisation the auditor also needs to consider certain other matters, primarily 
adequacy, timing and implementation of complementary controls by the audited 
entity.  

Notwithstanding the opinion that has been provided by the service organisation’s 
auditor on the service organisation’s controls it is the audited entity’s auditor that must 
form an opinion as to the sufficiency and appropriateness of the understanding of 
controls relevant for the audit. Whilst, subject to the points above concerning the 
service organisation’s competence and independence, there should be an expectation 
that the report provides such evidence, this cannot simply be assumed. It is not 
obtaining the report which provides evidence but the review of the report once it has 
been obtained. 

 
112 Par. 8 (b), ISA 402 
113 Para. 8 (c), ISA 402 
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The date and period of the report must also be considered. Such reports are produced 
as at a given date, normally the accounting period end of the service organisation itself, 
and in the case of type 2 reports for the period ending on that date. The ideal situation 
is that this is the same date and period as applies to the audited entity and the report 
is available prior to the completion of the audit, but of course this is not always the case. 
Where the date of and, where relevant, period covered by the report are not aligned 
with those of the audited entity then consideration must be given as to whether the 
report is adequate, and whether any further enquiries are required. 

The report may also assume, and indeed make reference to, complementary controls 
which should be implemented by entities making use of the service organisation. 
Where this applies, the auditor needs to check that such controls have in fact been 
implemented by the audited entity. This should not involve any additional audit work 
since the design and implementation of such controls should have been checked as 
part of obtaining the understanding of the client’s accounting system. 95F113F

114
 

Contacting the Service Organisation 

In the absence of a report on the controls of a service organisation with an opinion from 
that organisation’s auditor it may still be possible to obtain a summary of controls, 
whether generally or in response to specific questions, from the service organisation 
itself. As the auditor has no direct relationship with the service organisation any 
information will need to be obtained through the audited entity. 

Such information cannot be adequate to support an assessment of the operating 
effectiveness of the controls at the service organisation, but it may be sufficient to 
demonstrate an adequate understanding of such controls. 

Direct Access or Use of Other Auditors 

Some contracts between audited entities and service organisations include a right of 
access to the records held by the service organisation by the audited entity or a third 
party on their behalf. Where this is the case the auditor may make use of this right, if 
direct access is considered necessary to obtaining sufficient understanding of controls 
at the service organisation. 

In practice, it can sometimes prove difficult to obtain direct access to service 
organisations, or to arrange for their own auditors to undertake specified procedures. 
In particular, some service organisations maintain records in such a way that it may not 
be possible to obtain access solely to records relating to the audited entity, meaning 
that considerations of confidentiality may limit access.  

 
114 Para. 26 (d), ISA 315 Revised (2019) 
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Limitations on Procedures 

Where the auditor has determined that an understanding of the controls 
implemented by the service organisation is necessary, and it has not been possible to 
obtain such an understanding on the basis of any of the procedures set out above, then 
this constitutes a limitation in the scope of the audit which will need to be reflected in 
the audit report. This matter is considered further below. 

15.7 Risk Response 

Once the auditor has obtained sufficient understanding of the relevance of service 
organisations for the audit then the auditor must consider whether sufficient 
appropriate audit evidence concerning the relevant financial statement assertions is 
likely to be available from records held at the audited entity. 

Where this is the case, then, with one exception set out below, no further audit work is 
required in relation to the service organisation directly. Instead, the auditor should 
undertake the audit work considered appropriate in relation to the information and 
records held by the entity. 

This might apply, for example, where the service provided is of such a nature that 
information held directly by the audited entity could reasonably be expected to be 
sufficient for the auditor’s purposes, such as where the payroll is processed by a third 
party. It might also apply where an area is not immaterial, but where sufficient 
appropriate audit evidence may be capable of being obtained from limited 
procedures, such as substantive analytical procedures.  

Where the auditor determines that the information available directly from the audited 
entity is not likely to be capable of providing sufficient appropriate audit evidence then 
further procedures must be planned and performed. Such procedures may be 
undertaken directly by the auditor or by another auditor on the auditor’s behalf. 

15.8 Tests of Controls96F114F

115 

Where the auditor’s risk assessment includes an expectation that controls at the 
service are operating effectively (that is, the audit decides to limit the extent of 
substantive testing by testing controls) then the auditor must obtain sufficient 
appropriate audit evidence concerning the operating effectiveness of the controls at 
the service organisation. 

The methods available for doing this are similar to those for obtaining an 
understanding of controls, but are more limited in that they must involve: 

• obtaining a type 2 report (which in practice would have been obtained as part of 
obtaining the necessary understanding);  

• performing appropriate tests of controls at the service organisation; or 

 
115 A type 1 report cannot be used for this purpose. It provides audit evidence only in relation to 
the design and implementation of controls, and not as to their operating effectiveness. 



 

103 
 

• using another auditor to perform appropriate tests of controls at the service 
organisation. 97F115F

116 

Using a Type 2 Report 

Where the auditor intends to use a type 2 report as audit evidence in relation to the 
operating effectiveness of controls at the service organisation then, as with all other 
evidence, the auditor must ensure that it is sufficient and appropriate. 

Some of the considerations are the same as those which apply where such a report is 
used solely for the purpose of obtaining a understanding of the design and 
implementation of relevant controls. For example, the auditor must assess the 
competence and independence of the service organisation’s auditors, although in 
practice this should have already been done.  The main differences are that: 

• the date of and period covered by the report assume even greater importance. 
Where a report is as at a date prior to the audited entity’s reporting date this can 
present more of a problem if reliance is to be placed on the report for the purposes 
of testing operating effectiveness of controls than if it is used solely for their design 
and implementation. Using a type 2 report for this purpose is in principle no 
different from any other test of operating effectiveness and such tests should cover 
the whole of the relevant accounting period; 

• the auditor must usually test the operating effectiveness of complementary 
controls at the audited entity, and it would not suffice to check just their design 
and implementation. This is, of course, subject to the general requirement that only 
key controls need to be tested and there may be case where the complementary 
controls are not considered to be key; and 

• the auditor must consider whether the tests of controls tested by the service 
organisation auditor and the results of those tests are relevant to the assertions in 
the audited entity’s financial statements and provide sufficient appropriate audit 
evidence to support the risk assessment. Type 2 reports are often provided by a 
service organisation for generic purposes, and the auditor must ensure that they 
provide adequate coverage of those matters which are directly relevant to the 
entity that is being audited. For this purpose any limitations include in the type 2 
report must also be considered. 98F116F

117 

Direct Access or Use of Other Auditors 

Obtaining direct access to service organisations for the purposes of obtaining evidence 
concerning the operating effectiveness of controls or using another auditor to 
undertake this work on behalf of the audit, is subject to many of the same 
considerations as apply when dealing with obtaining an understanding through such 
direct or indirect access. 

 
116 Para. 16, ISA 402 
117 Para. 17, ISA 402 



 

104 
 

In other respects, there is no difference between the performance of such procedures 
and the performance of similar procedures on the controls in place at the audited 
entity. 

15.9 Fraud, and Laws and Regulations 

In all cases the auditor should enquire of management of the audited entity whether 
the service organisation has reported to them, or whether they are otherwise aware, of 
any fraud, non-compliance with laws and regulations or uncorrected misstatements 
affecting the financial statements of the audited entity. 99F117F

118 

If such matters are identified, then the auditor must evaluate how they affect the 
nature, timing and extent of the further audit procedures, and whether they have any 
potential effect on the audit report. 

15.10 Shared Service Centres 

Shared service centres are a form of service organisation. The key difference is that they 
are connected with the audited entity, nearly always on the basis that they are another 
entity within the same group. In effect, part of the finance function has been 
outsourced to a connected entity. 

The audit requirements applicable to shared service centres are exactly the same as 
for any other service organisations. However, the manner in which they will be met will 
usually differ.  

In particular: 

• it would be quite rare for such centres and their auditors to prepare, or there to be 
any need for, a formal type 1 or type 2 report. However, an agreed upon procedures 
report may be appropriate in some cases; 

• access will almost always be available to the records and other information held by 
the share service centre. 

The precise manner in which the work is undertaken will depend on: 

• whether the auditor is also auditing the shared service centre; 

• whether the auditor is a component auditor, and work on the shared service centre 
is being undertaken by the group auditor or by another component auditor. 

 
118 Para. 19, ISA 402 
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Given that work undertaken centrally, by whomsoever it may be performed, is likely to 
be relevant to a number of audits a key consideration is ensuring that the work is 
performed efficiently. Generally, the controls applied to information processed by the 
shared service centre can be considered a homogeneous population and therefore 
these controls will need to be tested only once in relation to all of the entities who use 
the services. This does not apply to substantive testing, and whilst it will normally be 
efficient for one party to undertake all such testing, this will need to be based on 
separate samples per entity and with sample sizes based on the materiality and other 
matters relevant to each of those entities. 100F118F

119
 

15.11 Reporting 

If the auditor determines that sufficient appropriate audit evidence has been obtained 
in relation to the audited entity’s use of service organisations, and the audit opinion is 
therefore not modified in respect of this matter, the audit report should not normally 
make any mention of any work that may have been undertaken by the service 
organisation’s auditor. There are two exceptions to this: 

• where such reference is required by local law and regulation; or 

• where the audit report is extended (ie making reference to the work that the 
auditor has undertaken in relation to certain matters such as significant risks)  and 
the auditor has accordingly included details of the audit work undertaken in 
relation to service organisations. 

In either case, the audit report must make clear that the reference does not diminish 
the auditor’s responsibility for the audit opinion. 

If the auditor is unable to obtain sufficient appropriate audit evidence in relation to the 
audited entity’s use of service organisations then the audit opinion must be modified. 
In most cases this will be on the basis of a limitation in the scope of the audit, but in 
extreme cases this could give rise to a disclaimer of opinion. Where the audit opinion 
is modified the audit report may make reference to the work of a service organisation’s 
auditor, if the auditor considers that this is necessary for an understanding of the 
modification. Where such reference is made the audit report must make clear that the 
reference does not diminish the auditor’s responsibility for the audit opinion. 

  

 
119 Based on s. 27 Auditing Groups: A Practical Guide – ICAEW Audit & Assurance Faculty 
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16 Group Audits 

16.1 Introduction 

Group audits combine all the issues that can arise in any audit with others that arise 
exclusively, or at least primarily, when dealing with groups. The technical audit issues 
may be exactly the same as would arise in the audit of an individual entity but added 
to these may be issues such as having to deal with other firms of auditors, perhaps in 
different jurisdictions, having to deal with the audit of the consolidation where the 
amounts consolidated involve substantial adjustments from the amounts that appear 
in entities’ separate financial statements (for example where they have been subject 
to a business combination) or having to deal with complex issues that arise, in nearly 
all cases, only in group accounts such as dealing with impairment issues that arise in 
relation to goodwill or intangible assets recorded only on consolidation. 

Some group audits may be relatively straightforward. For example, where one firm is 
undertaking the audit of all the components of the group, and providing separate 
audit opinions in respect of each component then there will be some additional 
requirements over and above those that would apply in the audit of a stand-alone 
entity, such as the requirement to audit the consolidation process, but these will often 
be quite limited. It may be even more straightforward if a single audit engagement 
partner is taking responsibility for the audit of every entity within the group. 

But this does not always apply. At the other extreme group audits may involve multiple 
auditors across various jurisdictions, and continents, differences arising from language 
and culture, and problems with integrating work on the group audit with local audit 
requirements. Complex group audits are often as much an exercise in logistics as they 
are an exercise in auditing. 

Complex group audits involve all the risks that would be associated with any audit, but 
again they bring their own challenges since the group auditor is acting at one remove 
and must manage the risk that a component auditor may fail to detect a material 
misstatement directly and that the group auditor’s procedures will not identify such a 
misstatement. It is for this reason that the group auditor must carefully plan the nature, 
timing and extent of involvement in the risk assessment procedures to be undertaken 
by component auditors, as well as undertaking their own, and in the planning of the 
further audit procedures that are to be undertaken to address the risks that have been 
identified. 
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It has been assumed for the purposes of this Manual that the group auditor has sole 
responsibility for the audit opinion on the group financial statements. This now applies 
in the majority of jurisdictions. This means that the group auditor is responsible for all 
the work that is undertaken to provide evidence that supports the opinion, whether 
undertaken by the group auditor’s firm or by separate component auditors. This 
applies even where a component auditor is also, usually in accordance with local legal 
requirements, providing an audit opinion on the financial statements of the stand-
alone component. Whilst there may be overlap between the work undertaken to 
provide evidence in relation to the stand-alone entity audit and that undertaken in 
relation to the group audit the group auditor retains responsibility for all the evidence 
that is used to support the group opinion. 101F119F

120 

As part of the responsibility for the group audits as a whole the group auditor, and 
specifically the group audit engagement partner, is responsible for ensuring that those 
performing all aspects of the group audit engagement are of a sufficient level of 
competence. This applies to component auditors as much as to partners and staff from 
the group auditor. 

It also means that the group audit engagement partner is responsible for the direction, 
supervision and performance of the whole audit engagement and not just for that part 
undertaken by the group auditor directly. There are a few exceptions to this 
assumption, and some jurisdictions continue to allow divided responsibility. This 
means that the group auditor’s opinion covers only those entities which are specifically 
identified within the group audit report and that separate auditors retain full 
responsibility for the audit of other entities. This possibility will be ignored for the 
remainder of this section of the Manual. 

All good audits rely on good planning. But this is especially true for complex group 
audits. This section of the Manual concentrates on the technical issues that are 
associated with group audits, but the logistical and administrative aspects of planning 
a group audit must not be ignored. Early and regular communication with all parties 
involved, including group management, component management and component 
auditors, is key. 

16.2 Group audit determination 

A group may be organised in various ways. It may be organised by legal or other 
entities, or the group may be organised by geography, branches or divisions, or by 
business functions. Collectively, they are referred to as entities or business units for 
reporting purposes. 

 
120 Where the audit is undertaken in accordance with ISAs the group auditor must not refer to 
component auditors unless required to do so by law or regulation. Even where this is required 
the auditor must make clear that responsibility is retained for the whole of the group audit. This 
basically means that sole responsibility is the only approach that is consistent with the ISAs. This 
applies even where the group audit opinion is modified because the group audit engagement 
team was unable to obtain sufficient appropriate audit evidence in relation to the financial 
information audited by component auditor. The component auditor should not be mentioned 
unless this is necessary for a proper explanation of the problem. 
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A single legal entity with more than one business unit could still be considered as a 
group audit if the preparation of the financial statement needs to include the financial 
information of the business units through a consolidation process which includes: 

• Consolidation, proportionate consolidation, or an equity method of accounting; 
• The presentation in combined financial statements of the financial information 

of entities or business units that have no parent but are under common control 
or common management; or 

• The aggregation of the financial information of entities or business units such 
as branches or divisions.121 

Some considerations need to be applied to determine whether the group audit 
requirements apply to an engagement or not. The following flowchart provides a 
pathway for determining whether ISA 600 applies.  

 

Note 1: When a group consists of more than one legal entity, it falls under the scope of ISA 600 

(Revised). A group can be composed of various legal entities, such as a parent and their subsidiaries, 

joint ventures, and investments in associates. 

Note 2: A single legal entity can be organised with more than 1 business unit. For example,: An 

Electric Vehicle (EV) company operates as a single legal entity but has multiple divisions, each 

providing services with differing natures. These include vehicle maintenance and repair, managing 

and maintaining a supercharger network, and the production and sale of EVs. 

 
121 Para. 14 (k), ISA 600 (Revised) 
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Note 3: Professional judgment is required to determine whether ISA 600 (Revised) applies to this 

scenario. The engagement leaders should take additional care to ensure that adequate 

documentation is maintained to substantiate the rationale behind the determination. The 

determination should be based on the auditors' assessment for planning and performing the group 

audit, regardless of how management views the entity or prepares financial reports. 

16.3 Client Acceptance 

All the considerations that apply in relation to the acceptance of any potential audit 
client also apply to the acceptance of a group audit.  

These are dealt with in the Manual section on client acceptance and will not be 
repeated here. Similarly, all the issues that arise in relation to client continuance on any 
audit will apply equally to a group audit. 

There are, however, additional considerations that apply in the case of a group audit. 

In particular, the group audit engagement partner must be satisfied that there is a 
reasonable expectation of being able to obtain sufficient appropriate audit evidence in 
relation to: 

• the consolidation process; and 
 

• the financial information of the components. 

The group audit team must obtain an understanding of the group, the components of 
the group, and the environment sufficient to identify those components at which audit 
work will be performed.  

Among the matters of which the group audit team should obtain an appropriate 
understanding would be: 

• activities that are significant to the group, including the industry and regulatory, 
economic and political environment in which those activities take place; 
 

• the legal group structure and the organisational group structure (where this differs 
from the legal group structure); 

 
• whether service organisations, including shared service centres, are used by the 

group; 
 

• the consolidation process; 
 

• whether component auditors that are not from the group auditor’s network will be 
used, and group management’s rationale for appointing more than one auditor; 

• the level of access expected to group management, those charged with 
governance of the group, component management, those charged with 
governance of components, component information, including those components 
that are accounted for by the equity method, and if any restrictions imposed on the 
access;  
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• the extent to which the group audit team will be able, if necessary, to undertake 
work directly on the financial information of components; and 

• whether there will be sufficient and appropriate resources assigned. 

Where the work to be undertaken on components at which to perform audit work is 
to be performed by auditors other than the group auditor then the group audit 
engagement partner must evaluate whether the group auditor will be able to be 
sufficiently involved with the work of the component auditors to be able to assess 
whether sufficient appropriate audit evidence will be obtained in relation to the group 
audit. This is often done by obtaining formal confirmation from component auditors 
that they will follow instructions from the group auditor and provide access. 102F120F

122 

The group auditor should not accept appointment in respect of a potential new 
engagement, or should cease to act in respect of a continuing engagement (unless 
prohibited from doing so by law or regulation) where: 

• it will not be possible for the group auditor to obtain sufficient appropriate audit 
evidence because of restrictions that have been imposed by group management; 
and 
 

• the possible effect of such restrictions may be a disclaimer of opinion on the group 
financial statements. 103F121F

123 

Where law or regulation requires the auditor to accept or continue the engagement 
then the auditor should continue with the engagement and disclaim an opinion. 

Access restrictions to information or individuals may be imposed by component 
management, legal requirements, or external factors such as conflict or disease 
outbreaks. The group auditor must proactively take steps to overcome these 
restrictions whenever feasible, as limitations on access do not exempt them from 
obtaining adequate and relevant audit evidence. 

The formalities associated with client acceptance also apply equally to group audits as 
to any other audit. For example, the group engagement partner must agree on the 
terms of the group audit engagement, usually through a group audit engagement 
letter. 

A group audit engagement letter will contain all the matters that would normally be 
included in an audit engagement letter but would normally also include statements 
to the effect that: 

 
122 In some jurisdictions there may be a legal right of access to working papers of component 
auditors. Even where this applies the group auditor should still obtain written confirmation of 
the terms on which such access will be provided. 
123 Para. 21, ISA 600 (Revised). It should be noted that the same may not apply where restrictions 
have been imposed by component management, unless it appears that group management 
has the ability, but not the will, to ensure that the restrictions are lifted. The auditor may be able 
to act where there are such limitations even though this may result in a disclaimer of opinion 
on the group financial statements. 
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• communication between the group audit engagement team and component 
auditors should be unrestricted, except to the extent that any restrictions are 
imposed by law or regulation; 

• the group auditor should be provided with copies of any important 
communications between component auditors and those charged with 
governance of the component or component management, including any 
communications dealing with significant deficiencies in internal control; 

• the group auditor should be provided with copies of any important 
communications between the regulators of components and those components 
where these may be relevant to financial reporting matters; 

• the group auditor should be provided with access to information held by 
components, to those charged with governance of components, component 
management and component auditors, and be able to perform work or request a 
component auditor to perform work on the financial information of a component. 

16.4 Understanding the Group 

As with any audit, the group audit involves establishing an overall audit strategy and 
plan.  

Again, there are many similarities between a group audit and any other audit, but there 
are additional factors that need to be taken into account when dealing with a group. 

Whilst the risks of material misstatement will include all of those that would have been 
identified when dealing with a stand-alone entity in making the assessment when 
dealing with a group the auditor will also need to consider: 

• the way in which the group operates; 

• the activities and environments of each entity and business unit; 

• the nature and extent of the common controls; 

• whether service organisations, including shared service centres, are used by the 
group and how centralised activities fit into the overall group structure 

• the consolidation process;  

• consolidation instructions issued by group management to the management of 
the entities or business units. 

This information will be relevant in assessing the overall risk of material misstatement 
of the group financial statements but is specifically relevant in allowing the group 
auditor to identify which components will require audit work to be performed. 

The group auditor should review the group instructions and ensure that they: 

• are clear in relation to the information that has to be provided by each component; 

• include a clear reporting timetable; 

• adequately describe the characteristics of the relevant financial reporting 
framework and the accounting policies to be applied; 
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• provide all of the disclosures that will be necessary under the relevant financial 
reporting framework; 

• will capture information that may be relevant for the purposes of making 
consolidation adjustments, for example, intragroup balances and transactions and 
profits on intragroup transactions that have not been realised outside of the group; 
and 

• provide for approval of the financial information by component management. 

16.5 Common Controls 

In some cases, there may be common controls designed to operate in a common 
manner across multiple entities or business units.  

To understand the common controls, the group auditor should consider whether the 
124: 

• The controls are designed centrally and implemented as designed at some or 
all components 

• The controls are monitored by responsible personnel of the entity 
• The controls use information from IT applications, the IT application and other 

aspects of the IT environment that generate information which is the same 
across components or locations 

• The controls automated and configured are the same way in each IT application 
across the components 

When controls are performed centrally but impact other entities and business units 
within a group pervasively, such as through a shared service centre processing 
transactions on behalf of other entities or business units within the group, it may be 
appropriate to identify the controls and evaluate the design and determine the 
implementation of the controls, and, if applicable, test operating effectiveness, as a 
single population. 

These common controls may apply to the consolidation process or the day-to-day 
operations of multiple components, where audit work might be performed assuming 
the controls operate effectively. In this scenario, the group auditor must either 
undertake control tests themselves or arrange for a component auditor to conduct 
such tests and ensure that the results are communicated promptly to all affected 
component auditors. 125 

 
124 Para. A97, ISA 600 (Revised) 
125  It is also possible, although less common, that this situation may arise where substantive 
procedures alone cannot provide sufficient appropriate audit evidence at the assertion level. 
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When common controls are tested centrally by the group auditor, it is crucial to 
communicate the audit work performed to the component auditors, as this will 
influence the nature, timing, and extent of the substantive procedures they need to 
carry out. 126  Conversely, when the group auditor requests component auditors to 
perform control testing related to the common controls, effective collaboration must 
be maintained. The evidence obtained from control testing will dictate the nature, 
timing, and extent of the substantive procedures required across the group. 

16.6 Components classification and categorisation 

A central part of a group audit is the classification and categorisation of components. 

Components are defined as: 

“An entity, business unit, function or business activity, or some combination thereof, 

determined by the group auditor for purposes of planning and performing audit procedures 

in a group audit” 127 

Components may be separate legal entities, but this is not a requirement of the 
definition.  

In some cases, components for the purposes of the group audit may themselves be 
subgroups and both subgroups may produce group financial statements which are 
subject to audit, in which case the analysis of the components would differ between 
the audit of the subgroup and of the ultimate group. As mentioned previously in the 
chapter, the opposite of this may apply to a single legal entity in that it may be split 
into separate components for the purposes of inclusion in the group financial 
statements. 

It is likely that the group auditor will determine that the financial information of certain 
entities or business units may be considered together for purposes of planning and 
performing audit procedures. 128 For example, a group may have three legal entities 
with similar business characteristics, operating in the same geographical location, 
under the same management, and using a common system of internal control. At the 
surface level, it is likely in these circumstances the group auditor may decide to treat 
these three legal entities as one component. 

A group may also centralise activities or processes that are applicable to more than one 
entity or business unit within the group, for example through the use of a shared 
service centre. When such centralised activities are relevant to the group’s financial 
reporting process, the group auditor may determine that the shared service centre is 
a component.129 

 
126 Para. A139, ISA 600 (Revised) 
127 Para. 14 (b), ISA 600 (Revised) 
128  When the group auditor classifies and categorises components differently to the group’s 
legal structure, sub-consolidation may need to be separately prepared by the group auditors 
given the information may not be readily available from the group’s management or 
component management 
129 Para. A8, ISA 600 (Revised) 
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Component categorisation worksheets available on the MG intranet should be utilised 
to assist in identifying components for purposes of planning and performing audit 
procedures.  

16.7 Components scoping  

After classifying and categorising the components, the next step for the group auditor 
is to determine which components should be included in the scope of the audit and 
will have further audit work to be performed. This decision involves professional 
judgment and considers several factors: 

• The nature of events or conditions that may present risks of material misstatement 
at the assertion level in the group financial statements, such as: 

a) Newly formed or acquired entities or business units 
b) Entities or business units in which significant changes have taken place 
c) Significant transactions with related parties 
d) Significant transactions outside the normal course of business 
e) Abnormal fluctuations identified by analytical procedures performed at the 

group level 
 

• The disaggregation of significant classes of transactions, account balances, and 
disclosures in the group financial statements across components, considering the 
size and nature of assets, liabilities, and transactions at the location or business unit 
relative to the group financial statements; 
 

• Assess whether sufficient and appropriate audit evidence is expected to be 
obtained for all significant classes of transactions, account balances, and 
disclosures in the group financial statements from the planned audit work on the 
financial information of identified components; 
 

• Consider the nature and extent of misstatements or control deficiencies identified 
at a component in prior period audits; and 
 

• Evaluate the nature and extent of common controls across the group and 
determine whether, and how, the group centralises activities relevant to financial 
reporting. 

The Components Scoping worksheet available on the intranet should be utilised to 
document the process of identifying aggregation risks for components. This will help 
in determining which components require audit work and in deciding the appropriate 
approach for calculating performance materiality for the components in scope. 

16.8 Materiality 

Materiality is relevant to group financial statements just as much as to separate 
financial statements. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
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The process of assessing relevant levels of materiality for the financial statements as a 
whole and specific materiality, for those areas where misstatements of lesser amounts 
could reasonably be expected to influence the economic decisions of users of financial 
statements, will in principle be no different to that that would be applied for any other 
audit. 

However, with group audits, the auditor must determine an appropriate level of 
component performance materiality. The logic behind this is very similar to that which 
applies to performance materiality within an audit of a single entity. If all of the 
components within the group were to be audited using the level of materiality for the 
financial statements as a whole then there would be a clear risk that unidentified 
errors would, in aggregate, exceed materiality for the financial statements as a whole.  

Aggregation risk is defined as: 

“The probability that the aggregate of uncorrected and undetected misstatement exceeds 

materiality for the financial statement as a whole.”130 

Aggregation risk exists in all audits of financial statements but is particularly important 
to understand and address in a group audit because there is a greater likelihood that 
audit procedures will be performed on classes of transactions, account balances or 
disclosures that are disaggregated across components. As a general rule, aggregation 
risk will increase as the number of components at which audit procedures will be 
performed separately increases, irrespective of whether the work will be performed by 
component auditors or other members of the engagement team.131 

To address aggregation risk, component performance materiality must be set at a level 
below that of performance materiality for the financial statements as a whole. 104F122F

132 It 
should be stressed that whilst component performance materiality must be below 
that of performance materiality for the financial statements as a whole the sum of 
component performance materialities may exceed group performance materiality for 
the financial statements as a whole.133 

Component performance materiality is determined for those components in respect 
of which the group auditor determines that audit work will be performed. Materiality 
for the component may still need to be determined if a standalone audit is also 
required at the component level.  

Determining component performance materiality involves professional judgment 
rather than a straightforward calculation. The group auditor considers several factors 
when setting component performance materiality: 

• The degree of disaggregation of financial information among components. 
Increased disaggregation typically warrants lower component performance 
materiality to mitigate aggregation risks. The relative significance of a 
component within the group may influence the level of disaggregation. 

 
130 Para, 9 (b), ISA 320 
131 Para, A19, ISA 600 (Revised) 
132 Para. 35 (a) ISA 600 (Revised)  
133 Para. A116 ISA 600 (Revised) 
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• Expectations regarding the nature, frequency, and magnitude of 

misstatements in component financial information. Factors include unique 
risks related to the component's financial information (e.g., industry-specific 
accounting issues, complex transactions), as well as the history and extent of 
misstatements identified in previous audits at the component level. 

As the level of disaggregation across components increases, it is prudent to set a lower 
component performance materiality to manage aggregation risks. When one 
component's financial information represents a substantial portion of the group 
financial statements or a substantial portion of a key balance, it may be more 
appropriate for component performance materiality to align closely with group 
performance materiality. 

Components Scoping worksheet available on the intranet should be utilised to assist 
in evaluating aggregation risk for each component. 

As noted throughout 16.8, the group auditors' professional judgement will be key in 
determining the appropriate level of performance materiality for each component 
with consideration given to aggregation risk. As can be found in the Components 
Scoping worksheet, this general guidance on   assessing aggregation risk is as below: :  

Aggregation 
risk  

Moore Global Guidance 

High When the risks of material misstatement (RMM) balance is 
dispersed among the components and no single RMM area of 
any component exceeds a substantial portion (i.e., 50%) of the 
group balances, the aggregation risk is likely HIGH. 

Low When the group RMM balance is concentrated in one or two 
components and the RMM areas of those components exceed a 
substantial portion(i.e., 50%) of the group balances and either 
total revenue, expenses, or total gross assets, whichever is 
considered the most relevant benchmark for the consolidated 
group, also exceeds a substantial portion (i.e., 50%) of the 
consolidated group balances, the aggregation risk is likely LOW.  
 
The Group auditors may calculate separate component 
performance materiality by referencing the group performance 
materiality, either setting it close to the group performance 
materiality or as a percentage of it. 

 

Note: The 50% threshold mentioned above is an initial guideline and may be adjusted upward based 

on the firm’s interpretation. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
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When dealing with components that are in scope for further audit work and have high 
aggregation risk, the following approach should be used as the starting point in 
determining the multiple of group performance materiality that can be used as the 
sum of component performance materialities.  

Number of components in scope^ Multiple group performance materiality 

2 1.5 

3-4 2 

5-6 2.5 

7-9 3 

10-14 3.5 

15-19 4 

20-25 4.5 

26-30 5 

31-40 5.5 

41-50 6 

51-64 6.5 

65-80 7 

80-94 7.5 

95-110 8 

111-130 8.5 

131+ 9 

 

^ Components in scope should only include those identified as having a high aggregation risk. These 

components will be used in calculating the aggregate group performance materiality for allocation. 

This is only a starting point, and consideration must then be given as to whether these 
amounts are appropriate. The following factors should be taken into account to 
determine if any adjustments to the multiplier are necessary: 
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Overall risk of material misstatement The higher the overall risk of material 
misstatement associated with the group 
as a whole, the lower the multiple should 
be 

Business diversity The more diverse the separate 
businesses the lower the multiple should 
be 

Group controls The more controls the group operates, 
the higher the multiple should be 

Common systems The more centralised the systems, the 
higher the multiple should be 

 

Once an appropriate aggregate has been determined, this aggregate can then be 
allocated to individual components. Where the components are similar, this could be 
undertaken pro-rata to the key factor used in determining performance materiality for 
the group financial statements as a whole, such as revenues or profit. Where they 
differ, the amounts would need to be adjusted judgementally based on risk 
characteristics.  

When a standalone audit is required for the component 

Where a component is subject to an audit in its own right, for example as a 
requirement of local law or regulation, then the group auditor should consider whether 
the materiality for the financial statements as a whole and the performance materiality 
determined in respect of the component audit would also be acceptable for the 
purposes of the group audit. This would be expected to be acceptable in most cases, 
still, the group auditors should communicate with the component auditor at an early 
stage to agree on the component materiality for the financial statement as a whole 
and performance materiality to be used in the audit thereby preventing any issues 
from arising later on. 

Clearly Trivial Threshold requirement 

While component materiality may vary by component, the group auditor must also 
determine a threshold for those identified errors which should be reported by 
component auditors, a clearly trivial threshold. The clearly trivial threshold used for a 
component must not exceed the clearly trivial amount used for the group. This 
threshold must be reported to each component auditor 106F124F

134
 

Component auditors are expected to report uncorrected misstatements above the 
clearly trivial threshold for component and other smaller misstatements that the 
component auditors consider need to be reported given the nature of the 
misstatement. 

 
134 Para. 35 (b), ISA 600 (Revised) 
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Setting component performance materiality for equity-accounted investments 

When setting performance materiality for a non-controlling interest in an entity that is 
accounted for by the equity method, the group auditor can take into account the 
group’s ownership percentage and the share of the investee’s profits and losses. The 
larger of these values must not exceed the group’s performance materiality. 

Setting component performance materiality for individually immaterial components  

A group may have many components whose financial information is individually 
immaterial but collectively material to the group’s financial statements. In such cases, 
the group auditor must perform additional audit procedures at selected components 
to address the risk of material misstatement in the group financial statements. 
Performance materiality and a clearly trivial amount must also be determined for these 
selected immaterial components.  

If the performance materiality calculated is lower than the group's clearly trivial 
amount, use the group's clearly trivial amount as the performance materiality for the 
immaterial component. 

The MG Component Materiality Calculator should be used to guide the auditor in 
documenting the calculation of component performance materiality for components 
where the audit work will be performed. This includes: 

• Components with high aggregation risk 
• Components with low aggregation risk 
• Immaterial components selected for testing 
• Equity accounted investments 

16.9 Planned Procedures 

As with any audit, the auditor is required to design appropriate responses to address 
the risks of material misstatement affecting the financial statements. 

In a group audit, this also involves determining which of those procedures should be 
undertaken directly by the group engagement team and which should be undertaken 
by component auditors where they are going to be used. In practice, the work to be 
undertaken by component auditors will be determined by agreement after discussion 
with the component auditors. One thing the group auditor needs to determine is 
whether and how to be involved in the risk assessment process undertaken by the 
component auditor.  

The group auditor develops initial expectations about the potential risk of material 
misstatements and initial identification of the significant class of transactions, account 
balances and disclosures (SCOTABD) based on their understanding of the group. The 
group auditor may be involved in the risk assessment process in relation to a 
component directly or they may involve component auditors in risk assessment given 
they have direct knowledge and experience with the components. The nature, timing 
and extent of that involvement will vary but must always include: 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/component-materiality
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• discussions with the component auditor or component management covering the 
component’s business activities that are relevant to the design of responses to the 
assessed risks of material misstatement of the group financial statements; 

• discussions with the component auditor on the susceptibility of the component to 
material misstatement of the financial information due to fraud or error;  

• evaluating the appropriateness of the design and performance of further audit 
procedures relating to the areas of higher assessed risks of material misstatement 
of the group financial statement or significant risks 107F125F

135 and 

• reviewing the component auditor’s planned procedures in response to identified 
higher or significant risks of material misstatement affecting the group financial 
statements. 

The group auditor must decide, based on the assessment of the component auditor, 
what involvement to have in the performance of planned procedures in response to 
identified higher assessed risks of material misstatement or significant risks affecting 
the group financial statements. 

Where a component is scoped in for performing further audit work, then the group 
auditor must determine the following scope of work to be performed at a component 
with the involvement of component auditors as appropriate 

• Design and perform further audit procedures on the entire financial 
information of the component;  

• Design and perform further audit procedures on one or more classes of 
transactions, account balance or disclosures; or 

• Perform further specific audit procedures. 

The choice between these three will normally relate to the nature of the risk.  

However, if the component is subject to a local audit, for example as a result of local 
law or regulation, then the group auditor should step back and assess whether the 
standalone audit suffices as it relates to the group audit. If satisfied, there will be no 
requirement for further procedures to be applied. 

Individually immaterial components but material in the aggregate to the Group 
financial statements 

A group may contain a large number of components whose financial information is 
individually immaterial but material in the aggregate to the group financial 
statements.  

Where this situation arises the group auditor must perform further audit procedures 
at select components to address the risks of material misstatement of the group 
financial statements. The determination of the components at which audit procedures 
are to be performed, and the nature, timing, and extent of further audit procedures to 
be performed at the selected components, are matters of professional judgment.  

 
135 Para. 42, ISA 600 (Revised) 
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Examples of audit procedures that can be performed include but are not limited to the 
following: 

• Perform further audit procedures centrally if the significant class of 
transactions, account balances and disclosures (SCOTABD) is homogeneous 
and subject to common controls and access to appropriate information can be 
obtained 

• Perform substantive analytical procedures  
• Perform further audit procedures at selected components 

The group auditor also needs to arrange access to the files of component auditors, and 
these arrangements should be set out in the group audit instructions. Model group 
audit instructions and related appendices are available on the MG intranet. 

16.10 Component Auditors 

Where the group auditor intends to make use of work undertaken by component 
auditors for the group audit engagement team must: 

• ensure that the component auditor understands and will comply with the 
applicable ethical requirements relevant to the group audit. This is normally done 
through correspondence with the component auditor. Example letters are 
available on the MG intranet.  

• obtain confirmation from the component auditor of their independence and assess 
whether this meets the applicable ethical requirements.  

• assess the component auditor’s professional competence. This assessment may be 
based on previous experience, either on the part of the audit engagement partner 
or other members of the audit team or other individuals within the firm. Where 
such information is not available this may involve ensuring that the component 
auditor is a member of the appropriate professional body in the jurisdiction and 
checking any available public information in relation to that firm. The Component 
auditor questionnaire is available on the MG intranet. 

• ensure that the component auditor has agreed to provide sufficient access to its 
work to enable the group auditor to be satisfied that sufficient appropriate audit 
evidence has been obtained by the conclusion of the audit. This is normally done 
by obtaining written confirmation (at the same time as the points above) that the 
component auditor will provide sufficient access. Again, example documentation 
is available on the MG intranet. Such confirmation may not always be required 
where the group audit takes place within a single jurisdiction and there is a legal 
right of access to the work of component auditors; 

• consider the regulatory environment within which the component auditor 
operates, and in particular whether the jurisdiction has regular inspections of the 
quality of firms’ audit work. Where such quality review visits are undertaken and 
the reports on the component auditor are publicly available the group auditor 
should obtain copies of them. 

The model group audit instruction and appendices available on the MG intranet 
include the following: 

Forms requiring group auditor input before issuing to the component auditor. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
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• Letter to the component auditor  
• Specimen Group Audit Instructions 2024   

Appendixes that can be directly issued to the component auditor together with the 
group audit instruction. 

• Appendix A – Engagement Acceptance  
• Appendix B – Component Audit plan  
• Appendix C – Significant audit matters to report  
• Appendix D – Group reporting package  
• Component Auditor Questionnaire  

In rare cases, the group auditor may consider that the component auditor lacks the 
necessary level of independence or competence. The group auditor should then make 
no use of any work that may have been undertaken by the component auditor and 
either obtain audit evidence in relation to the component directly or instruct another 
firm to undertake audit work in relation to the component that will be used for the 
purpose of the group audit. 111F129F

136 

16.11 Consolidation 

The group audit engagement team must audit the consolidation process in 
accordance with the assessed risk of material misstatement of the group financial 
statements arising from the consolidation process. 

This includes ensuring that all components have been included in the group financial 
statements and checking that the information included is consistent with that 
provided by the component auditor. 112F130F

137 

The audit procedures undertaken must include the following: 

• evaluation of whether all entities and business units have been included in the 
group financial statements as required by the applicable financial reporting 
framework; 

• evaluation of the appropriateness, completeness and accuracy of consolidation 
adjustments and reclassifications; and 

• evaluation of whether such adjustments and reclassifications indicate the 
existence of any fraud risk factors or provide indicators of management bias. 

The audit procedures must also cover any adjustments which have been made where 
the financial information prepared by the component has required adjustment due to 
differences in the accounting policies that have been applied by the component and 
those that apply to the consolidated financial statements. 

 
136 Para. 27, ISA 600 (Revised) 
137  This may of course be subject to materiality, for example through the omission of trivial 
components where this allowed in accordance with the applicable financial reporting 
framework. 
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The group auditor must also ensure that, where applicable, the financial information 
in respect of components where the period covered is not the same as that the group 
has been appropriately adjusted or, if allowed by the financial reporting framework, 
included with appropriate disclosure. 

16.12 Subsequent Events 

The group auditor must ensure that component auditors report to the group auditor 
on relevant events that occur between the period end for the financial information of 
the components and the date of the auditor’s report on the group financial statements 
where this may require adjustment to disclosure in the group financial statements. 
The subsequent event review template is included in Appendix C, available from the 
MG intranet. 

This applies whether the component auditors undertake an audit of the financial 
information of components or other procedures. 

16.13 Communication 

As noted in various points above, pro forma documentation in relation to 
communication between group and component auditors is available on the MG 
intranet. 

Communication from the group auditor to the component auditor must include: 

• a request that the component auditor will cooperate with the group engagement 
team, knowing the context within which that group engagement team will use the 
work of the component auditor; 113F131F

138 

• the ethical requirements that are relevant to the group audit, especially the 
independence requirements; 

• component auditor’s respective responsibilities and the group auditor's 
expectations, including an expectation that communications between the group 
auditor and component auditors take place at appropriate times throughout the 
group audit; 

• matters that the group auditor determines to be relevant to the component 
auditor’s design or performance of risk assessment procedures for purposes of the 
group audit; 

• events or conditions identified by group management or the group auditor that 
may cast significant doubt on the group’s ability to continue as a going concern 
that is relevant to the work of the component auditor; 

• the component performance materiality, and where relevant the materiality level 
or levels for particular classes of transactions, account balances or disclosures, 
where the component auditor is to undertake further audit procedures; 

 
138 Care needs be taken with responses to this request. The component auditor should confirm 
the work may be used for the purpose of the group audit, however it may be reasonable that 
the component auditor also draw attention to the sole responsibility of the group auditor. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
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• the clearly trivial threshold, where the component auditor is to undertake further 
audit procedures; 

• about matters that the group auditor or component auditor determines to be 
relevant to the design of responses to the assessed risks of material misstatement 
of the group financial statements; 

• those higher or significant risks of material misstatement of the group financial 
statements that are relevant to the work of the component auditor; 

• a request that the component auditor communicates on a timely basis any other 
higher or significant risks of material misstatement of the group financial 
statements that are identified by the component auditor, together with the 
response to those risks; 

• a list of related parties of the group prepared by group management and, if 
relevant, any other related parties which the group engagement team is aware; and 

• a request that the component auditor communicates to the group auditor on a 
timely basis any other related parties in the group that have not previously been 
identified by group management or the group engagement team. 114F132F

139 115F133F

140 

The group auditor must request the component auditor to communicate all matters 
that are likely to be relevant to the group engagement team’s conclusion on the group 
audit. Such information must include but is not limited to: 

• Identification of the financial information on which the component auditor has 
been requested to perform audit procedures; 

• Whether the component auditor has performed the work requested by the group 
auditor; 

• whether the component auditors complied with ethical requirements that are 
relevant to the group audit; 

• whether the component auditors complied with the independence requirements 
relevant to the group audit; 

• details of instances of non-compliance with laws or regulations that could give rise 
to a material misstatement in the group financial statements; 

• a list of corrected and uncorrected misstatements in the component information, 
that are above the clearly trivial threshold previously communicated by the group 
auditor; 

• indicators of possible management bias; 

 
139 Where the group auditor receives information about further related parties from component 
auditors the group auditor must consider whether this information should be passed on to 
other component auditors. 
140  It should be noted that there may be related parties of components who are not related 
parties of the group, for example key management of the component who are not also key 
management of the group. Such parties do not routinely need to be reported to the group 
auditor by the component auditor. 
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• a description of any identified significant deficiencies in internal control for the 
component; 

• any other significant matters that the component auditor has or intends to 
communicate to those charged with governance of the component including any 
fraud or suspected fraud involving management or those who have significant 
roles in internal control for the component or any other frauds which resulted in 
material misstatement; 

• any other matters that may be relevant to the group audit, including any 
exceptions noted in the written representations that the component auditor 
requested from component management; and 

• a summary of the component auditor’s overall findings, conclusions or opinion. 

The group engagement team must evaluate all of the communication from the 
component auditor. 

If there are any significant matters arising from that evaluation these should be 
discussed with the component auditor or component or group management, as 
appropriate. The identification of significant matters may also lead the group auditor 
to consider that further review of the working papers of the component auditor is 
required.  

The group auditor should consider the nature, timing, and extent of the work 
performed by the component auditor, along with their competence and capability, 
and the direction and supervision of the component auditor when they determine 
whether it is necessary to review additional documentation. If a review of additional 
component auditor documentation is needed, Review of Component Auditor working 
papers is available to access on the MG intranet to assist with the documentation. 

If the group auditor concludes that the work of the component auditor is inadequate 
then the group auditor needs to decide which additional procedures need to be 
performed and whether these should be performed by the group auditor or the 
component auditor. 

16.14 Communication with Group Management and Those 
Charged with Governance 

The principles of communication with group management, are the same as the 
principles of communication with management in a stand-alone audit. 

The only differences are those that relate directly to the group audit process. 

In deciding which deficiencies in internal control should be reported to those charged 
with governance and group management the group auditor should consider those 
deficiencies that have been identified in the group’s system of internal control, in 
internal controls and components dealt with by the group engagement team and in 
components where the deficiencies have been brought to the attention of the group 
auditor by a component auditor. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa-600
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Where fraud within the group has been identified, whether by the group engagement 
team or a component auditor, or there is information that a fraud may exist, the group 
auditor must communicate this in a timely basis to the appropriate level of group 
management. 

In addition to those matters which would routinely be reported to those charged with 
governance group auditor should also ensure that communications cover: 

• the type of work to be performed on the financial information of components, in 
summary; 

• the nature of the group audit engagement team’s planned involvement in the work 
of component auditors in relation to significant components of the group; 

• any concerns the group engagement team may have in relation to work 
undertaken by a component auditor; 

• any limitations on access to information that may have been placed on the group 
audit; and 

• any fraud or suspected fraud involving group management, component 
management, employees with significant roles in the group’s system of internal 
controls or any others whether fraud resulted in a material misstatement of the 
group financial statements. 116F134F

141 

16.15 Documentation 

The working papers in relation to the group audit must include142: 

• considered the significant matters related to restrictions on access to people or 
information within the group before accepting or continuing the engagement, and 
how to resolve the restriction issues if restrictions only arise subsequent to the 
engagement acceptance or continuance; 
 

• the basis for the group auditor’s determination of components for purposes of 
planning and performing the group audit, and indicating the type of work 
performed on the financial information in relation to each component; 

 
• the basis for the determination of component performance materiality, and the 

threshold for communicating misstatements in the component financial 
information to the group auditor; 

 
• the basis for the group auditor’s determination that component auditors have the 

appropriate competence and capabilities, including sufficient time, to perform the 
assigned audit procedures at the components; 

 
• key elements of the understanding of the group’s system of internal control; 

 
• the nature, timing and extent of the group audit engagement team’s involvement 

in the work performed by component auditors on the relevant components; 
 

 
141 Para. 57, ISA 600 (Revised) 
142 Para. 69, ISA 600 (Revised) 
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• matter related to communications with component auditors including anything 
related to fraud, related parties, or going concern, or matters related to the group 
auditor’s conclusion with regard to the group audit, and how the group auditor has 
addressed significant matters noted; 

• the group audit engagement team’s review of the working papers of component 
auditors and of the conclusions that they drew during the course of their work; 

• all written communications in the group audit engagement team and the 
component auditors concerning the group audit engagement team’s 
requirements. 
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17 Audit Sampling 

17.1 Introduction 

Audit sampling is defined as the application of audit procedures to less than 100% of 
items within a population of audit relevance such that all sampling units have a chance 
of selection in order to provide the auditor with a reasonable basis on which to draw 
conclusions about the entire population. 117F135F

143 

The aim therefore is to test only some items but to be able to draw conclusions about 
many more items. 

In order for this aim to be met, the sample must be properly designed, the sample size 
must be sufficient to enable reasonable conclusions to be drawn, and the basis of 
selection should be such that the sample should be representative of the population 
about which the auditor wishes to draw a conclusion. 

17.2 Sample Design 

The design of the sample will depend upon the nature of the audit procedure, and the 
nature of the population from which the sample is to be selected. 

The auditor must consider what purpose is to be achieved by the audit testing, and the 
combination of audit procedures that will most effectively and efficiently achieve that 
purpose. This means, of course, that in some areas audit sampling may not be the best 
method of obtaining the evidence required, and other procedures, such as substantive 
analytical procedures, may be more appropriate. As dealt with below, there are also 
areas where the audit work will involve a combination of forms of testing, where the 
results of using one method will affect the scope of others. 

The auditor must also consider the nature of the evidence to be obtained and, in 
particular, be clear about what constitutes a deviation or misstatement. For example, 
an auditor may test trade receivables for completeness and become aware that, whilst 
all transactions are being recorded, there are some mispostings within the trade 
receivables ledger. This would not constitute an error in relation to completeness of 
receivables, although the results of the testing would then have to be taken into 
account in the audit work undertaken on valuation, recoverability in this case, and 
consideration would also need to be give as to whether this indicates an enhanced risk 
of fraud. 

There may also be a choice of populations from which the auditor might choose, such 
as by invoice or by supplier. The choice should be based on the most effective and 
efficient method of testing, which will itself depend upon the nature of the accounting 
system. 

 
143 Para. 5 (a) ISA 530 
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17.3 Sample Size - Initial 

Sample sizes can be considered separately for tests of the operating effectiveness of 
controls and substantive tests of detail. 

Sample sizes for tests of the operating effectiveness of controls are, in principle, 
affected by: 

• the tolerable rate of deviation, that is, the extent to which the auditor can accept 
that the control is not effective in 100% of cases; 

• the expected rate of deviation;  

• the auditor’s required level of assurance; and 

• control frequency and the number of sampling units in the population, although 
the effect of this is negligible other than for very small populations. 

In practice, control tests should not be undertaken where the expected deviation rate 
is high (since this will then have minimal impact on the level of substantive testing 
required) or where the auditor does not expect to be able to place reliance on the 
operating effectiveness of controls. 

As a result, it is strongly recommended that the following sample size for controls be 
used if the auditor expects the control activities to be working effectively and the 
auditor is planning to place high reliance on control. Below is the table summary 
showing the minimum sample size suggested based on the population size and 
control frequency. 

Control frequency  
Population 
size 

Minimum sample size  

Quarterly  4 1 

Monthly  12 4 

Fortnightly  26 9 

Weekly  52 17 

Above weekly 52+ Up to 29 

 

When performing tests of controls for large populations when the population size is 
over 86, an initial sample size of 29 must always be selected. If no deviations are 
detected, reliance can be placed on controls. If deviations are detected, refer to Chapter 
17.6 for further details. 

If the auditor is not expecting control to be working effectively or did not plan to test 
control operating effectiveness, no reliance can be placed on control and control risk is 
assessed as high. 
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Refer to the MG Control Sample Size Calculator which takes into all relevant factors 
above and it is strongly recommended that it be used when documenting the control 
testing. 

Substantive tests are more complex and are affect by more factors. 

They are influenced by: 

• the inherent risk assessed for each financial statement area; 

• whether or not there have been tests of the operating effectiveness of controls, and 
whether the reliance can be placed upon those controls; 

• the results of other audit tests, whether other tests of detail or other substantive 
procedures 144  that are directed towards the same assertion, or in some cases 
directed towards a relevant assertion of a reciprocal accounting area (such as 
testing on the recoverability of trade receivables, which may provide some audit 
evidence in relation to the occurrence of sales transactions); 

• the auditor’s required level of assurance; 

• the level of tolerable misstatement, itself affected by performance materiality; 

• whether the population can be stratified; and  

• the number of sampling units in the population, although the effect of this is 
negligible other than for very small populations. 

Ultimately, the auditor must use a sample size that is sufficient to reduce sampling risk 
to an acceptably low level. 118F136F

145 

The sample size can be determined by the application of a statistically based formula 
or through the exercise of professional judgment. The decision to use a statistical or 
judgemental sampling approach is a matter for the auditor’s judgement, but sample 
size alone is not a valid deciding factor. 137F

146 

Statistical sampling is a sampling approach that allows random selection of the sample 
items and allow the use of probability theory to evaluate sample results, including 
measurement of sampling risk.138F

147 Judgemental sampling is a non-statistical sampling 
approach which does not have the characteristics of statistical sampling. 139F

148 

 
144 Other substantive procedures may include substantive analytical procedures and the use of 
data analytics techniques that allow large volumes of transactions to be analysed for anomalies 
or unusual patterns. 
145 Para, 7, ISA 530 
146 Para A9, ISA 530 
147 Para 5(g), ISA 530 
148 Para 5(g), ISA 530 
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MG has a Substantive Sample Size Calculator which includes statistical-based 
approach and a non-statistical-based approach (Judgmental) to calculate sample 
sizes. This Substantive Sample Size Calculator is available from the MG intranet which 
take account of all relevant factors and it is strongly recommended that it is used. 

For the statistical-based approach, it can be used for any given circumstance when 
sampling is required.  

For the nonstatistical-based (judgmental) approach, the MG judgemental sampling 
does not define a tolerable misstatement through the application of performance 
materiality compared to the balance, it can be adjusted by the number of items in the 
population, and it also allows a lower/cap sample sizes for those lower risk areas, 
therefore, it is recommended that it is only used when the area tested is not a high or 
significant risk.  

If the area tested is a high or significant risk area, sufficient and appropriate 
documentation should be included in the calculator as to why this is appropriate as 
opposed to statistical. 

17.4 Sample Selection 

The auditor must select items for the sample in such a way that each sampling unit in 
the population has a chance of selection. 119F140F

149 

It is preferable if each unit in the population has an equal chance of selection. (This is 
based on the selection unit. For example, where monetary unit sampling is being used 
each item in the population, that is monetary unit, may have an equal chance of 
selection even though this does not apply to the balance or transaction of which each 
monetary unit forms part.) 

The various methods of sample selection are: 

• random, through the use of random number tables or, usually, random number 
generators such as those built into spreadsheets. This is the best method of sample 
selection; 

• systematic, in which the number of sampling units in the population is divided by 
the sample size to give a sampling interval, and a random starting point is selected 
within the first sampling interval and the sampling interval then added thereafter. 
This is a very effective method of sample selection, so long as there is no 
corresponding pattern in the population from which the sample is selected; 

• monetary unit sampling, which is a form of systematic sampling using the 
monetary unit rather than balance or transaction is used as the sampling unit; 

 
149 Para. 8, ISA 530 
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• haphazard, which is the application of an unstructured approach to sample 
selection using no particular method for randomising the sample. Whilst this can 
be effective, extreme care is needed to ensure that no bias or predictability is 
applied (for example by always selecting items in the middle of a physical file); 

• block selection. This involves selecting a contiguous block of items in the 
population. This is not generally an effective approach, since its results cannot 
reasonably be applied to the population. However, it may have limited uses, such 
as where there is a known problem for a specific period. An example of this may be 
a heavily disrupted periods that an entity experienced during the COVID-19 
pandemic. 

17.5 Performance 

Each test of detail should be undertaken in respect of each item selected. 

Where a selected item is not appropriate, a replacement should be tested. Care is 
needed with this. It would apply only where the item selected is not appropriate for the 
test. For example, an auditor might undertake a test of controls over purchase and 
expense transactions, for which there is a common system, by selecting payments to 
suppliers but pick an item which is an acquisition of fixed assets, which is subject to 
another system. This is not a deviation in control, and another item may be selected. 

Where the tests cannot be completed, and no alternative procedure can be applied to 
the same item, this must be identified as a deviation (for a test of controls) or a 
misstatement (for substantive tests). An alternative procedure might, for example, be 
checking subsequent receipt of cash where no response has been received to a 
sample-based selection of trade receivables for positive circularisation. Where no 
alternative procedure can be performed, for example where purchase invoices cannot 
be found, that must be treated as a misstatement. 

The MG Substantive Sample Size Calculator asks the auditor to confirm whether there 
are any sampled items that were required to be replaced. These considerations can be 
documented in the worksheet. 

17.6 Deviations and Misstatements 

Where a deviation or misstatement is identified its nature and cause must be 
investigated and its possible effect evaluated. Particular attention should be paid to 
any common features, since this may be a fraud risk indicator, or could indicate that 
the auditor should extend procedures to cover items with similar characteristics. 

A fairly strict method can be applied to control deviations. 

In the MG Control Sample Size Calculator, the following logic is built in. 
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For large populations (more than 86) to take reliance a sample of 29 must, as stated 
above, be planned and performed. If no deviations are found, then control risk can be 
considered as low. If 1 or 2 deviations are found, the sample size can be extended for 
further testing, and if no deviations noted, high reliance can be placed on control and 
control risk is assessed as low. If more than 2 deviations are found, control risk must be 
assessed as high, and no reliance whatsoever placed on controls.   

• if 1 deviation is found, then: 
o the sample can be extended to 39. If no further deviations are found, then 

control risk can be assessed as low. If a further deviation is found (ie 2 in total) 
the sample can be extended to 59, if no further deviations are found the 
control risk can be assessed as low. If 2 or more further deviations are found 
(ie 3 or more in total) control risk must be assessed as high; 

• if 2 deviations are found, then either:  
o the test can be discontinued, and control risk assessed as high; or  
o the sample can be extended to 59. If no further deviations are found, then 

control risk can be assessed as low. If a further deviation is found (ie 3 in total) 
control risk must be assessed as high. 

• if the number of deviations noted exceeds 10% of the population size, then no 
reliance can be obtained from testing of control. 

Refer below table for summary: 

   # of deviations 

   0 1 2 >2 

Reliance 
on 

controls 

Yes - High 
reliance 29* 39* 59* N/A* 

None N/A N/A N/A N/A 
 

It is more complex with substantive test of detail. In this case, the auditor must project 
misstatements found in the sample to the population, although this should not form 
the basis for an adjustment to financial statements. 120F141F

150 

Where the extrapolation indicates that the level of misstatement is significantly lower 
than performance materiality then the projected error must be recorded, but the 
auditor may take no further action. 

Where the extrapolation indicates error that is close to or higher than performance 
materiality, or tolerable misstatement, then the auditor must undertake further work, 
whether through extension of the sample size, asking the client to investigate or 
undertaking further alternative audit procedures. This must also involve 
reconsideration of the risk assessments on which the sample size was initially 
determined. 

The MG Substantive Sample Size Calculator prompts the auditor to consider the 
nature of the misstatements noted and to extrapolate misstatements identified. 

 
150 Paras. 14 and A18, ISA 530 
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17.7 Evaluation 

The auditor must evaluate: 

• the results of the tests undertaken using sampling; and 

• whether sampling has provided a reasonable basis for conclusions about the 
population that has been tested. 

Both the results and conclusion must be recorded in the audit working papers. 
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18 Substantive Analytical Procedures 

18.1 Introduction 

Analytical procedures may be performed as part of substantive further audit 
procedures designed by the auditor as part of the response to assessed risks.  They are 
not mandatory and there is therefore no requirement that they be performed. 

For the purposes of this Manual analytical procedures performed as part of the 
auditor’s response to assessed risks are referred to as substantive analytical 
procedures. 

Like all substantive procedures, substantive analytical procedures are designed to 
detect material misstatements at the assertion level and are further audit procedures 
used by the auditor in responding to assessed risks. 

For the purposes of this section, substantive procedures that are not substantive 
analytical procedures will be referred to as ‘tests of detail’. 

18.2 Using Substantive Analytical Procedures 

Analytical procedures are procedures which involve the evaluation of financial 
information through the analysis of plausible relationships between both financial and 
non-financial data. Analytical procedures also include such investigation as is 
necessary to identify fluctuations and relationships that are inconsistent with other 
relevant information or differ from expected values by a significant amount. 121F142F

151 

Auditors must use analytical procedures during the risk assessment and near the end 
of the audit. 122F143F

152 

They are not required to use substantive analytical procedures as part of their response 
to assessed risks. 

They may, however, choose to do so if they feel that this approach will be effective and 
efficient. 

Procedures used by the auditor as a response to assessed risks are often referred to as 
further audit procedures (to distinguish them from risk assessment procedures).  

There is no standard approach for the selection of further audit procedures: each audit 
and therefore each combination of further audit procedures must be designed 
according to the specific circumstances which the auditor faces. The auditor 
determines the optimum mix of further audit procedures to respond to the assessed 
risks. These may include substantive analytical procedures.  

 

 
151 Para. 4, ISA 520 
152 Para. 3 (b), ISA 520 
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18.3 Deciding to Use Substantive Analytical Procedures 

The auditor’s decision to use substantive analytical procedures will be influenced by, 
amongst other things 

• the assessed risk for a particular assertion;  

• the overall responses that have been determined by the auditor at the financial 
statement level; 

• assessment of significant risks at either the overall level or relating to a particular 
assertion; 

• the amount of evidence expected to be obtained from other further audit 
procedures; 

• particular characteristics of the transaction stream involved; 

• previous experience with both the current entity being audited and possibly similar 
entities which the auditor has audited; and 

• characteristics of the audit engagement team.  

Risk, Controls and Substantive Analytical Procedures 

There is no automatic correlation between the level of assessed risk and the decision 
to perform substantive analytical procedures either alone or in combination with other 
further audit procedures. 123F144F

153 

Nonetheless, substantive analytical procedures are (all other things being equal) more 
likely to be used as a major, or even the sole, source of substantive audit evidence the 
lower the relevant risk assessment.  

The auditor may have determined overall responses to particular assessed risks which 
may have an impact on the decision as to whether or not to use substantive analytical 
procedures to obtain evidence relating to that assertion. For example, if tests of the 
operating effectiveness of controls have been determined as an appropriate response 
to an assessed risk at the overall level, then this may influence the auditor’s judgement 
about the mix of substantive procedures that will be necessary to address the residual 
risk.  

If reliance is expected to be placed on controls for specific assertions, then the amount 
of residual risk may be quite low – this may then influence the auditor towards 
undertaking substantive analytical procedures (see below). 

 
153 However, where a risk has been identified as a significant risk then para. 21 of ISA 330 prohibits 
reliance on substantive analytical procedures alone, and requires that the auditor perform 
substantive procedures that are specifically responsive to that risk. When substantive 
procedures alone are to be used, that those substantive procedures include tests of detail. 
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Characteristics 

Some types of transaction stream lend themselves to the performance of substantive 
analytical procedures – for example, large streams with high numbers of low value 
items. Conversely, many small transaction streams with low numbers of high value 
items may not be appropriate for substantive analytical procedures. 124F145F

154 

The general rule is that more reliance can be placed on analytical procedures the 
greater the expected degree of precision in the results. Precision will itself depend 
upon, amongst other things: 

• the accuracy of expectations, for example pre-set margins which should lead to 
very precise expectations: 

• disaggregation of data, with expectations becoming more precise as data is 
disaggregated; and 

• the comparability of data, for example where industry statistics are used whether 
they are directly comparable or only approximately so. 

Previous Experience 

Previous experience with the audited entity may give the auditor a reasonable idea of 
how likely it is that substantive analytical procedures will be an effective audit 
procedure. For example, the auditor may have already reached a view on the reliability 
and availability of useful information.  Similarly if budget comparisons are to be made 
then the auditor’s previous experience of the client’s budget process will ned to be 
taken into account. 

Experience with similar entities (for example entities in the same business or industry 
sector) may give the auditor an idea about particular techniques which may be useful 
or about the quality or availability of potential third party information (such as industry 
statistics).  

The Audit Team 

The characteristics of the audit team are an important consideration when making the 
decision to plan to use substantive analytical procedures. Relevant factors may include 
(but are not limited to): 

• the experience and skills of team members; and 

• the degree of supervision that may be necessary and the availability of suitable 
team members to provide that supervision. 

 
154 There may be exceptions to this where the streams are nonetheless highly predictable, such 
as some rental income streams. 
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Summary 

When making the decision as to whether performing substantive analytical 
procedures will be an appropriate response to one or more risks identified as a result 
of the risk assessment process, the auditor must consider amongst other things:  

• materiality; 

• the nature of the assessed risks; 125F146F

155 

• the nature of the specific assertions involved; 126F147F

156  

• what other audit procedures might be an appropriate or required response (eg 
tests of control) and how these might impact on the need for additional substantive 
analytical procedures; 127F148F

157  

• the characteristics of the evidence that might be available; and 

• whether this is the first time the auditor is auditing the entity. 

Substantive analytical procedures are often particularly suited to obtaining evidence 
about occurrence and completeness. The more material a class of transactions (or 
subset of a class of transactions) and the higher the risk assessed for one or more 
assertions related to that class of transactions, then the more audit effort will be 
needed to provide the auditor with sufficient appropriate evidence on which to base 
an opinion. As noted above, even highly effective substantive analytical procedures will 
never be enough on their own to provide sufficient audit evidence for a high or 
significant risk. In other cases, where the assessed risk is not high or significant then 
highly effective substantive analytical procedures may provide sufficient appropriate 
audit evidence without the need to undertake any tests of detail. 

Where tests of control are planned to be performed, highly effective substantive 
analytical procedures may be sufficient to cover the residual risk or may at east 
substantially reduce the extent of tests of detail that will still be necessary. The auditor 
needs to find the optimum combination of procedures to produce the most effective 
result in the most efficient way. 

The characteristics of the information that might be available will be relevant to this 
decision – if the auditor knows or suspects that there will be a good amount of decent 
quality information available from outside the accounting records/financial systems 
which can be used to develop models for substantive analytical procedures then 
substantive analytical procedures are more likely to prove efficient (and successful) 
than if the amount or quality of the information available is poor. 

 
155 Para. 5 (a), ISA 520 
156 Para. 5 (a), ISA 520 
157 Para. 5 (a), ISA 520 
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The auditor must always consider what will be the most effective further audit 
procedure to address any given assertion and risk. Sometimes, this will be substantive 
analytical procedures, sometimes tests of detail will be more effective and more 
efficient.  The auditor must also consider the level of reliability of the evidence that is 
likely to be obtained from the planned procedure. An important aspect of this will be 
to consider the sources of information that may be used. If the information is of 
doubtful accuracy or completeness, or extremely complex, it will be less likely to be 
able to contribute to the performance of effective substantive analytical procedures. 

An important point to note is that when determining which further audit procedures 
may be appropriate to address assessed risks, the procedures which were selected in 
previous audits may have a partial bearing. For example, if substantive analytical 
procedures were initially chosen but proved to be ineffective, this may be an indicator 
that they might not be appropriate in the current audit; equally if substantive analytical 
procedures have proved successful in the past this may be an indicator that they can 
be used successfully again.   

Substantive analytical procedures are most appropriate for use in evaluating large 
volumes of data that tends to be predictable. Examples may include: 

• room rates (eg for hotels); 

• ticket prices (eg for sporting or artistic venues); 

• rental income; 

• wages/salaries; or 

• subscription income (for clubs, societies, magazines/publications). 

The substantive analytical procedures applied to each different transaction stream will 
vary depending on the characteristics of the entity’s business and the characteristics 
and nature of the basic information available.  

Suitable techniques for analysing rental income, for example, might include producing 
an independent calculation of the expected amount for a property (or a selection of 
properties) based on published information about standard fees/charges and 
occupancy rates.  

Suitable techniques for analysing subscription information might involve calculations 
of expected income using membership or reader numbers and published prices. 
However, the more variations possible to the basic information (for example 
introduced by complex discounting schemes, especially those that vary over time, or 
partial payments, or variations in fees depending on services/options chosen) the more 
difficult it may be to design a substantive analytical procedure that is capable of 
modelling an anticipated result.  
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Substantive analytical procedures done well can provide audit evidence that is both 
powerful and persuasive but they are often not an easy or quick option. Thus they must 
be planned and designed with care. When selecting the sources of information which 
will be used to construct a model or for other substantive analytical techniques, the 
auditor must take care to consider not but its appropriateness for the task in question. 
For a substantive analytical procedure to be effective, the source of information must 
come from outside the accounting system. Third party data can be very useful but that 
also may have its drawbacks since it will not always be available at the time it is needed 
by the auditor. It may also be highly averaged/summarised, which might make it a less 
useful indicator for an entity which is legitimately an outlier, for example because the 
market is dominated by one or two market leaders, or because the entity is at a 
different point in its commercial cycle than the majority of its competitors. 

Auditors may decide to perform substantive analytical procedures: 

• in combination with tests of control or tests of detail (or both); or 

• on their own (typically where there is a low risk of material misstatement and there 
is a reasonable expectation that substantive analytical procedures will be effective 
and efficient).  

For material classes of transactions which have been assessed as lower than high risk, 
the auditor may determine that substantive analytical procedures alone will provide 
sufficient appropriate audit evidence. If the low risk assessment has been reached with 
an expectation that reliance can be placed on controls, tests of controls will also be 
necessary. 

18.4 Designing Substantive Analytical Procedures 

The nature of the design of substantive analytical procedures is a matter of judgement 
for the auditor. There are no specific substantive analytical procedures that are 
required to be performed. The auditor must determine what (if any) are the most 
suitable substantive analytical procedures in the circumstances.  

There are however issues which the auditor must consider when designing 
substantive analytical procedures. 

As with all substantive procedures, the auditor must design substantive analytical 
procedures in such a way that the risk of the procedure failing to detect a material 
misstatement relating to the given assertion is reduced to an acceptably low level. The 
design of substantive analytical procedures involves the auditor creating a model 
(which need not always be complex) to develop a precise expectation of what the 
relevant amount should be. However substantive analytical procedures can also 
involve the calculation and comparison of ratios. 

When designing substantive analytical procedures auditors must consider how 
effective they need the procedures to be – this involves considering the amount of the 
audit effort they intend to expend on each relevant assertion or assessed risk. 

Substantive analytical procedures may be designed to be: 
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• highly effective; 

• moderately effective; or 

• limited. 

Highly effective substantive analytical procedures are procedures which the auditor 
hopes will provide sufficient appropriate evidence to support an assertion. Such 
procedures must be highly reliable and their output extremely precise in order to be 
this persuasive. They still may not be the only source of evidence required; this will 
depend on how sufficient the auditor feels the evidence they have generated actually 
is. When a highly effective substantive procedure has been performed, high reliance 
can be placed, and a high-risk reduction factor is applied in the MG Substantive 
Sample Size Calculator. 

Moderately effective substantive analytical procedures are typically intended to add to 
the body of evidence being built up through the use of a combination of risk response 
and further audit procedures – essentially, the auditor hopes that they provide some 
support for evidence obtained from other procedures. For example, year to year 
detailed comparisons by product line of inventory levels and other key relationships 
(e.g., turnover, gross margin, percentage composition of materials, labour and 
overhead) provide some evidence as to the reasonableness of the inventory balance, 
but do not provide sufficient evidence by themselves to allow us to conclude that the 
account is free of errors in excess of tolerable error, therefore a moderate reliance is 
obtained and a moderate risk reduction factor is applied in the MG Substantive 
Sample Size Calculator. 

Limited substantive analytical procedures (typically basic comparisons) provide only a 
low level of assurance, and are more aimed at ensuring that the amounts reviewed are 
not out of line with other audit evidence rather than providing reliable evidence itself. 
For example, the auditor may simply compare a current-year overall balance (e.g., 
inventory) to the prior-year balance to help identify potential problems or trends and 
not to reduce the extent of other substantive procedures (ie. Preliminary Analytical 
Procedures). If the auditor do not supplement that comparison with any other 
analytical procedures (e.g., product-line comparisons of turnover, gross margin, or 
percentage composition of materials, labour and overhead), the auditor obtains only 
minimal support for our conclusion. They can be quite easy and quick to perform and 
may therefore be an efficient way of adding to the total quantum of audit evidence 
but given that minimal level of assurance is provided at the assertion level of a balance, 
no reliance is obtained, and no risk reduction factor is applied in the MG Substantive 
Sample Size Calculator.  

When designing substantive analytical procedures, there are 4 steps that the auditor 
must complete and document. They must: 

• confirm that substantive analytical procedures are a suitable approach for a given 
assertion in the light of the assessed risks (SAP 1); 
 

• determine the analytical technique, and the specific procedures to be performed 
to evaluate the reliability of the data to be used (SAP 2). 
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• develop expectations for the substantive analytical procedures by (SAP 3): 

o determining the level of effectiveness the substantive analytical 
procedures are expected to achieve; 

o Set their expectations and consider the precision of the expectation 
developed; 

• determine the degree of difference between the expectation and the recorded 
amount that can be deemed acceptable without pursuing further investigations 
(SAP 4).  

The expectations for each process are detailed through the remainder of Chapter 18.4. 
Below is an overview of the requirements of ISA 520 that has been referenced to guide 
the user through the remainder of the chapter. 
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SAP 1 - Suitability  

The suitability of an analytical procedure will depend on the auditor’s assessment of 
how effective it will be in detecting a misstatement that may cause the financial report 
to be materially misstated, this was discussed in further detail in Chapter 18.3. An 
analytical procedure does not have to be sophisticated to be suitable. Sometimes, even 
an unsophisticated predictive model may be effective and suitable as an analytical 
procedure.  

Whether or not a substantive analytical procedure is an appropriate procedure for a 
particular assertion relating to a balance or class of transactions depends on two 
criteria: 

• Whether there is a sufficient relationship among data. E.g. There is known 
relationship between at least two sets of data. (SAP 1.1) 
 

• Whether the planned substantive analytical procedure will be effective in detecting 
a misstatement.  E.g. The auditor is confident that the substantive analytical 
procedure will detect a material misstatement, either individually or in aggregate. 
(SAP 1.2) 

As a general guide, a substantive analytical procedure is more likely to be effective in 
the following areas due to the increased likelihood of reliable data being available, and 
sufficiently strong expectations being developed: 

Financial Statement 
Amount 

Relationship and Procedure  

Depreciations / 
Amortisation Expenses 

Depreciation / Amortisation rate applied to capital asset 
balances, allowing for the effect of additions and 
disposals. 

Overhead Element of  
Inventory 

Relating actual overheads to actual direct labour or 
production volumes. 

Payroll Expense Standard or Industry pay rates applied to number of 
employees. 

Commission Expense Commission rate applied to sales and rates. 

 

Accrued Commissions / 
Royalties / Franchise fee 

Accrued for commission, royalties or franchise fee 
applied to the terms of agreements and applicable 
period. 

Payroll Accruals Daily payroll applied to number of days accrued. 
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Rental Income Rental rates applied to the rental period and times the 
number of apartments and adjusted by the vacancy 
rates into consideration. 

Hotel revenue Hotel room rates applied to the occupancy period. 

Subscription Income Subscription fee applied to the total number of 
subscribers. 

Ticketing income The ticket price applied to the total number of tickets 
sold. 

Rental Expenses Rental rates applied to the rental period. 

Investment Income Investment income by relating average amount 
invested to an average interest or yield rate. 

Interest expense  Loan amount times the weighted average interest rate 
and adjusted by the applicable period. 

Interest accrual Total debt outstanding time by the weighted average 
interest rate and days to be accrued for. 

 

This does not preclude substantive analytical procedures being used effectively in 
other financial statement areas, nor does it mean that it will be suitable for these areas 
in all instances.  

Substantive analytical procedures can incorporate many different types of analytical 
techniques, and when documenting the designed procedures to the auditor should 
define what technique is being used/contemplated, this will help with documenting 
the expected level of reliance, based on the precision of the substantive analytical 
procedures being performed. The most frequently used include: 

• Ratio Analysis 
Ratio analysis involves the comparison through time of relationships between 
financial statement accounts (e.g. sales compared to debtors), an account with 
non-financial data (e.g. rental income compared to units available for rent) or 
relationships between entities operating within the same industry. As with trend 
analysis the expectation generated is implicit with the expectation being the 
compared item (e.g. prior year ratio or industry ratio). Ratio analysis is typically not 
used as the sole substantive procedure for a higher assessed risk. 
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Ratio analysis on account balances is useful for those relationships expected to be 
stable (over time) or comparable (across entities in the same industry or locations 
in the same entity). Once a ratio is determined, it is compared with the ratio for prior 
periods or others in the same industry during the same period. Because the 
relationships underlying various important ratios tend to be relatively stable, such 
ratios can be valuable indicators of distorted financial information. For example, 
ratio analysis can be a useful indicator of aging risks in relation to debtors, inventory, 
and creditors. 
 

• Tends Analysis 
Trend analysis involves the analysis of changes in an account balance or transaction 
stream value over time, typically comparing period on period changes, although 
this may involve shorter (e.g. monthly) trends, comparison against budgeted 
amounts or against industry data. Although trend analysis is relatively easy to 
perform, it typically only provides lower levels of precision. Accordingly, trend 
analysis alone may not provide sufficient appropriate audit evidence for a higher 
assessed risk unless the expectation is sufficiently precise; it may, however, provide 
sufficient appropriate audit evidence for an account balance or transaction stream 
with lower assessed risk, or for those areas where substantive procedures are 
required simply because a balance is material.  
 
The engagement team's expectation is implicit and may be as simple as using the 
prior period account balance or budget as the expectation and typically produces 
the most effective results when performed on disaggregated data, as aggregated 
analysis lacks the precision expected of a substantive analytical procedure with 
moderate to high reliance being placed on it. It is also less effective in detecting 
situations where amounts should have changed but did not. Trend analysis is more 
likely to be useful for amounts recorded in the statement of comprehensive 
income.  
 
The effectiveness of using budgeted data depends on the rigour and 
appropriateness of the client's budgeting process and these considerations must 
be documented if they are being used. If, for example, budgets are overly optimistic, 
established on results to be achieved as to opposed to results expected, the budget 
value will not represent the most appropriate expectation. Also, budgets developed 
in advance of the accounting period may not have anticipated events that occurred 
during the year. Therefore, when intending to compare amounts to budget, the 
engagement team obtains and documents an understanding of the budgeting 
process. 
 

• Regression Analysis 
Regression analysis uses statistical models to quantify the audit team's expectation 
in monetary terms, with measurable risk and precision levels. It is similar to 
reasonableness testing in that an explicit prediction (expectation) is generated 
using the audit team's understanding of the factors that affect the account 
balances to develop a model of the account balance. The model is most effective 
when the data is disaggregated and are from an accounting system with effective 
internal controls. 
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Regression analysis may be useful, for example, in comparing Sales with cost of 
sales, or for a chain of retail stores comparing sales with floor area/number of 
employees. 
 

• Reasonableness tests which are also commonly known as ‘proofs in total’ 
A reasonableness test involves the analysis of accounts, or changes in accounts, 
between accounting periods. It involves developing a model on which an explicit 
expectation is derived using financial data, non-financial data or both. 
Reasonableness tests provide the opportunity for tailoring the test to include all 
relevant factors that may explain fluctuations. A well-designed reasonableness test 
provides audit evidence with much higher precision than trend or ratio analysis and 
may be sufficiently precise to provide the principal audit evidence for an elevated 
inherent risk. 
 
Reasonableness tests are best suited to statement of comprehensive income 
amounts which tend to be more predictable than statement of financial position 
items. Potential applications include employee compensation expense, sales 
commissions, employee taxation, depreciation and amortization expense, rental 
income, rental expense, investment income and interest expense. 

Each technique has its particular strengths and weaknesses that the auditor needs to 
consider these when designing the analytical procedure. The auditor must consider 
which techniques will be the most appropriate for each set of circumstances when 
designing the substantive analytical procedures that will be used. 

One of the most commonly used substantive analytical procedures is a comparison 
over time. In some cases short time periods may be appropriate. For example, if the 
auditor is evaluating wages and salaries the known changes might be pay rises, 
changes in hours worked, and changes in staff numbers since the previous year. In this 
case, it may be valid to use only a single year as the base point from which to build a 
model to predict the current year amount. 

In most cases, however, the auditor needs to be able to perform the comparison over 
many years’ worth of data for this to be a persuasive substantive analytical procedure. 
If more than 2 years’ worth of data is not available, then a basic comparison between 
years cannot be an effective substantive analytical procedure. A trend or expectation 
cannot usually be established over just 2  years, and any measure of correlation 
determined will have limited application. 

SAP 2 - Reliability of data 
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To establish the reliability of the data used for a substantive analytical procedure the 
auditor must test the accuracy, existence and completeness of the underlying 
information. This may involve tests of control, or other specific tests of detail when 
evaluating the information provided by the entity. This work needs to be taken into 
account at the planning stage and factored into the anticipated audit effort to perform 
the substantive analytical procedure. For some substantive analytical procedures the 
data which will be used will not be financial data (for example, published rates for 
rental fees, occupancy, attendance rates, client retention, price lists, warranty claims) – 
the auditor still needs to consider the reliability of the information used and whether 
and how this can be established.  

As noted above, analytical procedures involve the evaluation of information through 
the analysis of plausible relationships between data. When designing substantive 
analytical procedures the auditor must consider what conditions facilitate plausible or 
meaningful relationships between data. For example, the reliability of the data used in 
a substantive analytical procedure can be evaluated by considering the following 
factors: 

• Sources of the information available (SAP 2.1) 
Data from independent sources may be less susceptible to bias than data from 
within the audited entity, but it might be less comparable. Data from a variety of 
sources may be more persuasive than data from a single source. 

• Comparability of the data (SAP 2.2) 
There may be industry data available that is relevant for data comparison. 

• Nature and relevance of the data (SAP 2.3) 
Unstable or complex circumstances may not foster meaningful relationships or 
enable the development of precise expectations. Management bias on internally 
generated data may have an impact (for example where information includes 
estimated amounts).  

Disaggregated information may be more useful than aggregated information, and 
therefore highly summarised information may make material misstatement more 
difficult to identify. For example, this may be a particular issue for information such 
as industry statistics which often use averages and may focus on only certain 
aspects. 

• Control over the preparation of the data to ensure its completeness, accuracy, and 
validity (SAP 2.4) 
The internal controls over the production of the data will affect its reliability (if they 
are good, the data is more likely to be accurate). 

 

SAP 3 - Ability to develop an expectation  
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The auditor develops an expectation of the recorded amounts or ratios used in the 
substantive analytical procedure and then considers whether this expectation is 
sufficiently precise that, in combination with the acceptable difference determined by 
the auditor, the substantive analytical procedure would be able to identify whether 
there is a material misstatement. 

There are three factors which may influence the auditor’s ability to develop a 
sufficiently precise expectation as below: 

• The accuracy with which the expected results can be predicted (SAP 3.1) 
The nature of the item being considered influences the ability of the auditor to 
accurately form an expectation e.g. the auditor may expect greater consistency in 
comparing gross profit margins from one period to another than in comparing 
discretionary expenses such as research or advertising costs.  

Typically, the use of prior year values as the expectation for a substantive analytical 
procedure is unlikely to be appropriate unless the auditor can specifically 
demonstrate that the prior year values represent a valid expectation. For example, 
when undertaking substantive analytical procedure on payroll in a small entity 
where the number of employees has not changed and salary increases are known, 
the prior year totals may be a valid expectation but for a larger entity, which has 
undergone significant growth in the year through the introduction of new 
products or services, and changes in staff numbers the prior year would not 
represent an appropriate expectation. 

• The degree to which the information can be disaggregated (SAP 3.2) 
Where the acceptable difference is comparatively small in relation to the balance it 
may be possible to disaggregate the balance such that precise expectations can be 
formed about the disaggregated components of the item being investigated. For 
example, substantive analytical procedures may be more effective when applied to 
financial information on individual sections of an operation or to financial 
statements of components of a diversified entity, than when applied to the 
financial statements of the entity as a whole. 

• The availability of information to develop the expectation, both financial and non-
financial (SAP 3.3) 
The ability to form an expectation may depend on the availability of information, 
both financial and non-financial. For example, the auditor may consider whether 
financial information, such as budgets or forecasts, and non-financial information 
such as the number of units produced or sold, is available.  It may be possible to 
devise a suitable substantive analytical procedure and means of determining an 
expectation, but the data may not be available to actually develop the expectation. 
This can be particularly true when seeking to disaggregate data, and the relevant 
disaggregated information may not be available. 

SAP 4 – Defining acceptable differences 
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The degree of difference that the auditor will be prepared to accept is a matter of 
judgement. It can never be more than performance materiality (or, if there is one, the 
specific lower level of materiality selected for that particular account balance or class 
of transactions). It will be affected by the assessed risk and the materiality level.  

As the assessed risk increases, the amount of difference considered acceptable without 
investigation decreases to achieve the desired level of evidence. 149F

158 

For example, for lower risk accounts, a starting point of 10% of PM (or specific PM) may 
be used as the acceptable difference threshold to determine whether the difference is 
acceptable without any further investigation required. For higher risk accounts, 
substantive analytical procedures with an acceptable difference approaching 
performance materiality may not provide sufficient appropriate audit evidence on its 
own and other procedures may need to be performed.  

18.5 Performing Substantive Analytical Procedures 

When performing substantive analytical procedures auditors must compare their 
previously developed expectations with: 

• recorded amounts (in the financial statements); or 

• ratios (applicable to recorded amounts). 

18.6 Timing 

Substantive analytical procedures may be performed at an interim stage of the audit, 
but if this is the case then the auditor will need to perform further substantive 
procedures or tests of control to cover the remaining period. This may be through the 
extension of substantive analytical procedures performed at the interim stage. 

18.7 Evaluating the Results 

When the degree of difference between the expected amounts and the actual 
amounts is beyond that which the auditor has already determined is acceptable, or if 
other inconsistencies are noted, then the auditor must investigate further through: 

• Reconsider the methods and factors used in forming the expectation; 

• making inquiries of management; or 

• performing other further substantive audit procedures as necessary.  

The auditor needs to consider several factors when determining the next steps if a 
substantive analytical procedure does not provide the quality of audit evidence 
expected. For example: 

 
158 Para A16, ISA 520 
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• was the procedure appropriately designed – have parameters been missed (for 
example, special discounts not being accounted for in a model, specific 
circumstances being missed, averages being used when actually this was not 
appropriate); 

• the level of assurance that was planned to be obtained from the procedure (for 
example, a procedure that was only expected to be of limited effectiveness may not 
be worth pursuing further); 

• what other procedures are available to provide alternative evidence or corroborate 
management’s explanations for why the difference occurred; 

• is there any indication that the differences may be due to fraud? or 

• does the difference indicate that there may be a greater than originally assessed 
risk of management bias or otherwise cast doubt on other information obtained 
from management? 

Once the auditor has considered such factors and performed any further initial 
procedures considered necessary the conclusion will be one of the following: 

• the difference initially observed did not in fact represent a material misstatement, 
since subsequent procedures have provided audit evidence comfort that this is not 
the case; or 

• the difference initially observed may represent a material misstatement and further 
procedures will need to be performed. 131F150F

159 

If the auditor feels it necessary to perform additional procedures to replace the 
originally planned substantive analytical procedures then the audit plan must be 
adjusted accordingly so that this decision is recorded. 

18.8 Documenting Substantive Analytical Procedures 

Adequate documentation for substantive analytical procedures will vary widely, given 
the variety of procedures that may be performed.  

The audit documentation must however include: 

• confirmation that substantive analytical procedures have been planned and 
performed – this may be in the form of the working papers, it does not need to be 
a separate confirmation;  

• identification of which classes of transaction and specific assertions are addressed 
by the substantive analytical procedures; 

• explanation of: 

 
159 Para. 7, ISA 520 
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o the sources of the information that has been used in the performance of 
substantive analytical procedures – copies are not required; 

o why the auditor believed the information was sufficiently reliable; and 

o the level of effectiveness the auditor intended to achieve from each 
substantive analytical procedure; 

• clear identification of: 

o the expectations which were developed prior to the performance of the 
procedures; 

o the factors considered in their development; and 

o the degree of difference which the auditor would be prepared to accept; 

• the results of the substantive analytical procedures (ie the degree of difference 
between the expectation and the recorded amounts); 

• where differences which are greater than the level deemed acceptable have been 
identified, the follow up procedures the auditor performed and the results of those 
procedures; and 

• the auditor’s conclusions. 

  



 

152 
 

19 Estimates 

19.1 Introduction 

Many items included in financial statements involve estimates. 

For the purposes of this section of the Manual an accounting estimate is defined as: 

A monetary amount for which the measurement, in accordance with the requirements of the 

applicable financial reporting framework, is subject to estimation uncertainty. 132F151F

160 

Estimation uncertainty is defined as: 

Susceptibility to an inherent lack of precision in measurement. 133F152F

161 

For example, entities may be required to make estimates in relation to matters such 
as accruals. Such estimates are likely to be capable of being extremely precise. 
Similarly, even in the valuation of items such as certain financial instruments this may 
be based upon generally accepted models which are widely available and which rely 
almost exclusively on observable market data. Again, such estimates may be fairly 
precise. 

At the other end of the scale, some accounting estimates may give rise to extremely 
high estimation uncertainty. For example, where an entity is involved in contentious 
litigation or is party to extremely complex financial instruments for which no single 
model is widely accepted or for which significant assumptions must be made which 
are not based on observable market data. As dealt with further below, in some cases 
the estimation uncertainty associated with an accounting estimate may be such that 
it does not fall to be recognised under the applicable financial reporting framework. 

The degree of estimation uncertainty is directly correlated with the risk of material 
misstatement of accounting estimates, and with their susceptibility to intentional or 
unintentional management bias. 

The measurement objective for accounting estimates is directly affected by the 
applicable financial reporting framework and the financial item which is being 
reported. 

In some cases, the measurement objective is to forecast the outcome of one or more 
transactions, events or conditions giving rise to the need for the accounting estimate. 
In others, the measurement objective is to attribute a value to a transaction or financial 
statement item based on the conditions at the appropriate date, for example the value 
of a financial instrument at the end of the financial reporting period. In some cases, 
the financial reporting framework will set the basis on which items should be 
measured, such as the fair value based on a hypothetical transaction between 
knowledgeable and willing parties in an arm’s length transaction at the reporting date. 

 
160 Para. 12 (a), ISA 540R 
161 Para. 12 (c), ISA 540R 



 

153 
 

The audit of estimates must include either one or a combination of the following 
approaches: 

• Obtaining audit evidence from events occurring up to the date of the auditor's 
report for example when considering the existence or valuation assertion for a 
straightforward accrual for bonuses paid to employees shortly after the year end  

• Testing how management made the accounting estimate; and 
• Developing an auditor's point estimate or range. 

When several assumptions are used to make an accounting estimate, the auditor may 
decide to use a different testing approach for each assumption tested. These three 
approaches are discussed further below. 

For the purposes of this section, substantive procedures that are not substantive 
analytical procedures will be referred to as ‘tests of detail’. 
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The following flowchart, which forms part of IFAC’s implementation resources for ISA 
540 (Revised), provides an overview of the key requirements when reviewing 
estimates: 

 

 

 

 

 

 

 

 

 

 

 

 

 

19.2 Risk Identification and Assessment 

Understanding 

In order to identify and then assess risks of material misstatement, the auditor needs 
to obtain an understanding of the entity and its environment, the applicable financial 
reporting framework and the entity’s system of internal controls, as they impact or 
relate to accounting estimates. 

https://www.iaasb.org/publications/isa-540-revised-implementation-support-flow-charts-and-diagram-1
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This understanding should encompass 134F153F

162: 

• Transactions and other events and conditions that may impact on the recognition 
or disclosure of estimates in the financial statements 

• The requirements of the applicable financial reporting framework related to 
accounting estimates including:  

o Recognition criteria 
o Measurement bases 
o Presentation and disclosure requirements 

• How the reporting framework requirements apply in the context of the nature 
and circumstances of the entity and its environment 

• How transactions and other events or conditions are subject to, or affected by, 
inherent risk factors  

• Regulatory factors relevant to the accounting estimates, including, when 
applicable, regulatory frameworks related to prudential supervision  

• The nature of the accounting estimates and related disclosures that the auditor 
expects to be included in the entity’s financial statements  

• The nature and extent of oversight and governance that the entity has in place over 
management's financial reporting process relevant to accounting estimates 

• How management identifies the need for, and applies, specialised skills or 
knowledge related to accounting estimates, including with respect to the use of a 
management's expert 

• How the entity's risk assessment process identifies and addresses risks relating to 
accounting estimates.  

• The entity's information system as it relates to accounting estimates  
• Control activities relevant to the audit over management's process for making 

accounting estimates  
• How management reviews the outcome(s) of previous accounting estimates and 

responds to the results of that review.  

Where the financial reporting framework provides guidance on the basis on which 
estimates should be made then the auditor must consider if such guidance has been 
followed. For example, the framework may identify whether an estimate should be 
based on the most likely outcome or on a probability weighted expected value. 

In considering the process used by management to identify the need for accounting 
estimates the auditor must consider amongst other things: 

• whether the entity is involved in new types of transactions which may give rise to a 
need for accounting estimates to be made; 

• whether there are any changes to the terms of transactions commonly undertaken 
by the entity; 

• whether there have been any changes to the financial reporting framework that 
may create a new need for accounting estimates to be made or whether there have 
been any changes to the accounting policies specifically adopted by the entity; 

 
162 Para. 13, ISA 540R 
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• whether there have been regulatory and legal changes which may have led to a 
need for new estimates or, more likely, affected existing estimates; and 

• whether there any other changes in circumstances that may have affected or 
increased the need for accounting estimates. 

Where the auditor identifies a need for accounting estimates that have not been 
identified by management the auditor must treat this in the same way as any other 
circumstance where management has not identified a risk of material misstatement 
and, in particular, the auditor must consider whether this gives rise to a significant 
deficiency in internal control. 

The understanding of the information system needs to encompass, for those classes of 
transactions, events and conditions that are significant to the financial statements and 
give rise to the need for, or the need for changes in, accounting estimates and related 
disclosures, how management does the following: 

• Identifies the relevant methods, assumptions or sources of data, and the need for 
changes in them, that are appropriate in the context of the applicable financial 
reporting framework 

• Selects or designs, and applies, the methods used, including the use of models;  
• Selects the assumptions to be used, including consideration of alternatives,  
• Identifies significant assumptions;  
• Selects the data to be used;  
• Understands the degree of estimation uncertainty, including through considering 

the range of possible measurement outcomes; and  
• Addresses that estimation uncertainty, including selecting a point estimate and 

related disclosures for inclusion in the financial statements  

The auditor must review the outcome of previous accounting estimates, or, where 
applicable, their subsequent re-estimation135F154F

163 . The characteristics of the accounting 
estimates must be factored in when determining the nature and extent of the 
retrospective review. The retrospective review may provide the auditor with, for 
example136F155F

164:  

• Information regarding the effectiveness of management’s previous estimation 
process, from which the auditor can obtain audit evidence about the likely 
effectiveness of management’s current process;  

• Audit evidence such as the reasons for changes that may be need to be disclosed in 
the financial statements.  

• Information regarding the complexity or estimation uncertainty of accounting 
estimates  

• Information regarding the susceptibility of accounting estimates to, or that may be an 
indicator of, possible management bias - professional scepticism will be key  

 
163 Para. 14, ISA 540R 
164 Para. A55, ISA 540R 



 

157 
 

The retrospective review is intended to inform the risk assessment of the current 
period, but it should be noted that any differences in outcomes do not necessarily call 
into question the appropriateness of assessments that may have been made in prior 
periods137F156F

165. 

The auditor’s procedures to obtain the understanding need to be sufficient to provide 
an appropriate basis for the identification and assessment of risks of material 
misstatement at the financial statement and assertion levels. 

Risk identification and assessment  

The auditor must identify and assess the risks of material misstatement relating to 
accounting estimates and related disclosures at the assertion level. As part of this, 
inherent risk and control risk must be assessed separately at the assertion level. 138F157F

166 

When assessing the risk of material misstatement and inherent risk, the auditor must 
take account of, before consideration of controls, the following: 

• The degree to which the accounting estimate is subject to estimation uncertainty; 
and  

• The degree to which the following are affected by inherent risk factors:  
o The selection and application of the method, significant assumptions and 

data in making the accounting estimate; or  
o The selection of management’s point estimate and related disclosures for 

inclusion in the financial statements. 

Inherent risk factors and the spectrum of risk 

The inherent risk factors that have to be considered are: 

• Estimation uncertainty 
• Complexity 
• Subjectivity 
• Other (this is an option for a risk influencing characteristic that isn’t covered by the 

other three) 

The relevance and significance of inherent risk factors varies depending on the nature 
of an estimate. Some estimates are very complex and also enjoy a high degree of 
estimation uncertainty. Others may lack complexity but enjoy a high level of 
subjectivity, and so on. The way the factors inter-relate has an impact on the inherent 
risk attached to that estimate. This means that every estimate needs to be judged on 
its particular characteristics and there are few easy ‘answers’.  

 
165 Para.14, ISA 540R 
166 Para. 16, ISA 540R 
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The assessment of inherent risk of an estimate depends on the degree to which the 
inherent risk factors affect the likelihood or magnitude of misstatement, and this varies 
on a conceptual scale which is known as the Spectrum of Risk 139F158F

167. The Spectrum of Risk 
runs from very low (where essentially all the risk factors are individually low) to very 
high. Where an estimate lies on the spectrum of risk is a matter for the auditor’s 
judgment. The MG ISA 540 (Revised) Toolkit contains additional guidance and tools to 
help member firms determine and document where estimates lie on the Spectrum of 
Risk. 

Inherent risk factors may, either individually or in combination, affect simple 
accounting estimates to a lesser degree than more complex ones and the auditor may 
identify fewer risks or assess inherent risk at the lower end of the spectrum of inherent 
risk for simpler estimates, similarly complex estimates will by their nature have a high 
degree of complexity and that, together with the interplay of the other inherent risk 
factors, may see such estimates with assessed risks towards the higher end of the 
spectrum but in both cases this cannot be automatically assumed. 

The assessment of the control risk relating to accounting estimates is the same as the 
assessment of control risk relating to any other account balance or class of 
transactions. The assessment of control risk is addressed in chapter 11 of this manual. 
The MG ISA 540 (Revised) Toolkit contains additional guidance and tools to help 
member firms obtain an understanding of the entity’s internal control environment 
related to accounting estimates. 

19.3 Response to Risk Assessment 

The auditor must determine whether the requirements of the applicable financial 
reporting framework have been properly applied to the accounting estimate. In 
particular, the auditor must design and perform further audit procedures to obtain 
sufficient appropriate audit evidence regarding the assessed risks of material 
misstatement at the assertion level for disclosures related to an accounting estimate 

In addition, the auditor must perform further audit procedures that are responsive to 
the assessed risks of material misstatement at the assertion level. 

As noted above, the three possible approaches that may be included in the auditor’s 
further audit procedures are: 

• Obtaining audit evidence from events occurring up to the date of the auditor's 
report for example when considering the existence or valuation assertion for a 
straightforward accrual for bonuses paid to employees shortly after the year end  

• Testing how management made the accounting estimate; and 
• Developing an auditor's point estimate or range. 

 
167 The Spectrum of Risk does not consist of two points, nor three points but many. Although 
practically, entities with uniformly low complexity, in particular, might have all their estimates 
evaluated at or around low risk, resulting in the effective actual spectrum for those entities being 
consistently set at one point. However, it is important to have available and documented in the 
inherent risk assessment the possibility of many points. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa540-(revised)
https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa540-(revised)
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The following flowchart, which forms part of IFAC’s implementation resources for ISA 
540 (Revised), provides an overview of the key requirements relating to the three 
testing approach, including their linkages with each approach: 

 

Whichever approach (or combination of approaches) is taken, the design and 
performance of the  further audit procedures must be neutral – i.e. not biased towards 
either obtaining audit evidence that may be corroborative or excluding audit evidence 
that may be contradictory. The MG ISA 540 (Revised) Toolkit provides further guidance 
and tools to help perform the necessary audit procedures in reviewing whichever 
approach deemed appropriate. 

If the risk assessment assessed control risk as anything other than high, then the 
further audit procedures must include control effectiveness testing. Control 
effectiveness testing must also be performed if substantive procedures alone cannot 
provide sufficient appropriate audit evidence at the assertion level. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/isa540-(revised)
https://www.iaasb.org/publications/isa-540-revised-implementation-support-flow-charts-and-diagram-1


 

160 
 

The auditor may judge that testing the operating effectiveness of relevant controls is 
appropriate when inherent risk is assessed as higher on the spectrum of inherent risk, 
including for significant risks. This may be the case when there is a high degree of 
complexity, but not of subjectivity. When an accounting estimate is affected by a high 
degree of subjectivity, there is probably significant judgment by management 
involved. The inherent limitations in the effectiveness of the design of controls over 
judgement make it more likely that where subjectivity is high, the auditor will opt to 
focus more on substantive procedures than on control testing . 

If an identified risk relating to an accounting estimate has been assessed as a 
significant risk the further audit procedures must include tests of controls in the 
current period if the auditor plans to place reliance on those controls (ie if control risk 
has been assessed as low). If the approach to a significant risk is wholly substantive, 
then the procedures performed must include tests of details. 

Examples of tests of details for significant risks related to accounting estimates 
include: 

• Examination, for example, examining contracts to corroborate terms or 
assumptions. 

• Recalculation, for example, verifying the mathematical accuracy of a model. 
• Agreeing assumptions used to supporting documentation, such as third-party 

published information. 

19.4 Estimation Uncertainty 

If the auditor has adopted the approach of testing how management made an 
accounting estimate, then the further audit procedures must address whether 
management has taken appropriate steps to: 

• Understand estimation uncertainty; and 
• Address estimation uncertainty by selecting an appropriate point estimate and by 

developing related disclosures about estimation uncertainty 

If the auditor judges that management has not appropriately understood or addressed 
estimation uncertainty, the auditor must request management to perform additional 
procedures. If these additional procedures do not resolve the matter, the auditor must 
develop an auditor’s point estimate or range and evaluate whether there is a deficiency 
in internal control. 

Communication with those charged with governance regarding deficiencies in 
internal control is addressed in chapter 30 of this manual. 

19.5 Management Bias 

The auditor must evaluate whether judgments and decisions made by management 
in making the accounting estimates are indicators of possible management bias. 
When indicators of possible management bias are identified, the auditor must 
evaluate the implications for the audit. If there is intention to mislead, management 
bias is fraudulent in nature.  
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It may be difficult for the auditor to identify management bias in isolation. 
Management bias may be easier to identify when estimates are considered in 
aggregate, or over time. For example, if accounting estimates included in the financial 
statements appear to be individually reasonable but management’s point estimates 
consistently trend toward the end of the auditor’s range of reasonable outcomes that 
provides a favourable financial reporting outcome for management, this may indicate 
possible bias by management (although not necessarily an intention to mislead). 

Examples of indicators of possible management bias with respect to accounting 
estimates include: 

• Changes in an accounting estimate, or the method for making it, when 
management has made a subjective assessment that there has been a change in 
circumstances. 

• Selection or development of significant assumptions or the data that yield a point 
estimate favorable for management objectives. 

• Selection of a point estimate that may indicate a pattern of optimism or pessimism. 

19.6 Overall Evaluation 

The overall evaluation (stand back) is performed in the light of all the procedures 
performed and all the evidence obtained, where corroborative or contradictory. 

The auditor must evaluate whether: 

• Risk assessments remain appropriate even if there are indicators of management 
bias 

• Management’s decisions relating to the recognition, measurement, presentation 
and disclosure of the accounting estimates in the financial statements are in 
accordance with the applicable financial reporting framework; and 

• Sufficient appropriate audit evidence has been obtained. 

If the auditor is unable to obtain sufficient appropriate audit evidence, then the 
implications for the opinion or the audit must be evaluated. 

19.7 Determining Whether the Accounting Estimates are 
Reasonable or Misstated 

The auditor must determine whether the accounting estimates and related 
disclosures are reasonable in the context of the applicable financial reporting 
framework. 

The auditor must evaluate: 

• In the case of a fair presentation framework, whether management has included 
disclosures, beyond those specifically required by the framework, that are 
necessary to achieve the fair presentation of the financial statements as a whole; or 

• In the case of a compliance framework, whether the disclosures are those that are 
necessary for the financial statements not to be misleading. 
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19.8 Documentation 

As part of the written representations obtained from management and, where 
appropriate, those charged with governance the auditor must obtain representations 
about whether the methods, significant assumptions and the data used in making the 
accounting estimates and the related disclosures are appropriate to achieve 
recognition, measurement or disclosure that is in accordance with the applicable 
financial reporting framework. The auditor must also consider the need to obtain 
representations about specific accounting estimates, including in relation to the 
methods, assumptions, or data used. 140F159F

168 

The audit file must contain: 

Key elements of the auditor’s understanding of the entity and its environment, the 
applicable financial reporting framework and including the entity’s system of internal 
control related to the entity’s accounting estimates; 

The linkage of the auditor’s further audit procedures with the assessed risks of material 
misstatement at the assertion level, taking into account the reasons (whether related 
to inherent risk or control risk) given to the assessment of those risks; 

The auditor’s response(s) when management has not taken appropriate steps to 
understand and address estimation uncertainty; 

Indicators of possible management bias related to accounting estimates, if any, and 
the auditor’s evaluation of the implications for the audit; and 

Significant judgments relating to the auditor's determination of whether the 
accounting estimates and related disclosures are reasonable in the context of the 
applicable financial reporting framework, or are misstated. 141F160F

169 

  

 
168 Para. 37, ISA 540R 
169 Para. 39, ISA 540R 
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20 Related Parties 

20.1  Introduction 

There are two aspects to the audit of related parties. 

Specific work is normally undertaken in relation to the identification of them and of 
transactions with them. It is also an area where the auditor needs to be aware of the 
possibility of unidentified related parties and related party transactions during the 
course of the other work that is being undertaken. In that sense, the audit of related 
parties takes place throughout the course of the audit fieldwork. 

Related party transactions are a normal part of business. For example, many 
companies are part of groups and it would be normal for transactions between group 
companies to take place. Nonetheless, there are specific risks associated with related 
parties. For example: 

• complex structures may make it difficult to identify all of the parties that are related 
to the reporting entity, with the potential omission of required disclosure; 

• related party transactions may be subject to a higher potential for fraud than for 
other types of transaction; 

• information systems are not always designed in order to identify related parties and 
related party transactions; and 

• related party transactions may take place at uncommercial rates, or be of a nature 
that is unusual for the reporting entity. In particular, there may be transactions 
where there is no exchange of consideration which may make it difficult for such 
transactions to be identified since there will be no transfer of resources associated 
with them which will normally fall to be recorded within the accounting system. 

The inherent limitations of an audit mean that there is an unavoidable risk that the 
auditor may fail to detect a material misstatement in relation to related parties even 
where the audit has been properly planned and performed. This may be because 
management is not aware of all related parties, as may occur in particular complex 
groups, and because related party relationships provide an opportunity for collusion, 
concealment and manipulation by management. 

20.2 The Accounting Framework 

The accounting framework is of particular relevance to the audit of related parties. This 
is because many accounting frameworks will both define a related party and set 
specific disclosure requirements in relation to the existence of related parties and of 
transactions with them. 142F161F

170 

 
170  For example, IAS 24 defines a related party and sets requirements for disclosure of 
transactions with such parties as well as requiring the disclosure of controlling parties even 
where no transactions with them have taken place within the current accounting period. 
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The responsibilities of the auditor therefore vary slightly according to the financial 
reporting framework adopted by reporting entity. The auditor must perform audit 
procedures to identify, assess and respond to the risks of material misstatement 
associated with any failure to account for or disclose related party relationships, 
transactions or balances where this is required by the framework. 

In cases where the financial reporting framework does not define a related party, or 
have specific disclosure requirements, the auditor must still undertake work in relation 
to related parties as a result of risk such as the fraud risks noted above. In the absence 
of a definition of a related party in the applicable financial reporting framework the 
auditor should assume that the following parties are related: 

• any party with control or significant influence over the entity, whether this arises 
directly or indirectly. This would always include key management personnel; 

• any party over whom the reporting entity has control or significant influence, 
whether this arises directly or indirectly; 

• any party which is subject to common control with the reporting entity as a result 
of common controlling ownership, ownership by close family members, or 
common key management. An exception should be made for state-controlled 
entities which should not be assumed to be related parties of each other on this 
basis alone. 

As noted when dealing with materiality, related party disclosures are often the focus of 
particular interest of users of the financial statements. As a result, the materiality and 
performance materiality that may need to be applied when dealing with this area is 
often lower, sometimes much lower, than that which might apply to the financial 
statements as a whole. 

20.3 Risk Assessment 

As noted when dealing with engagement team discussions, during such discussions 
the audit team must cover the susceptibility of the financial statements to material 
misstatement due to fraud or error that could result from the entity’s related party 
relationships and transactions. 143F162F

171 

Amongst the specific matters that may be covered in this meeting might be: 

• the nature and extent of the entity’s related party relationships; 

• the nature and extent of the entity’s transactions with related parties; 

• circumstances or conditions that may indicate the existence of related party 
relationships or transactions not previously identified or brought to the attention 
of the auditor by management; 

 
171 Para. 17, ISA 315 Revised (2019) and para. 16, ISA 240 
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• records or documents that may indicate the existence of related party relationships 
or transactions; 

• the controls, if any, in place to identify, account for and disclose related party 
relationships and transactions where required by the applicable financial reporting 
framework; 

• how transactions with related parties might be used to facilitate earnings 
management; and 

• how transactions with related parties might be used to facilitate misappropriation 
of the entity’s assets. 

Prior to this meeting the auditor should have made enquiries of management to 
obtain details of: 

• the entity’s related parties, through obtaining or updating a list prepared by 
management; 144F163F

172 145F164F

173 

• the nature of the relationship between those parties; 

• whether there were transactions with those parties during the period, and if so their 
nature and purpose; 

• the controls in place to identify, account for, and disclose related party relationships 
and transactions in accordance with the applicable financial reporting framework; 

• the authorisation and approval controls over significant transactions and 
arrangements with related parties; and 

• the authorisation and approval controls over significant transactions and 
arrangements outside of the entity’s normal course of business. 

The list of related parties must also be made available to those members of the 
engagement team who did not attend the engagement team discussion in relation to 
risk. It must be included on the audit file. 146F165F

174 

 
172  For ongoing audits, and particularly where the situation is not complex, the auditor may 
update the list previously provided by management through discussion with management in 
the current year. 
173  There is a slightly separate requirement in relation to group audits, when the group 
engagement team must also provide component auditor with a list of related parties prepared 
by group management and any others which the group auditor is aware. It should be noted 
that there may be related parties of the components who are not also related parties of the 
group, for example, key management personnel of subsidiaries may not be key management 
personnel in relation to the group as a whole. 
174 Para. 28, ISA 550 
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Both during and after the meeting the auditor must identify and assess the risks of 
material misstatement associated with related party relationships transactions and 
identify whether these give rise to significant risks. Where the auditor is aware of 
significant related party transactions outside of the normal course of business this 
must be assessed as giving rise to a significant risk. 147F166F

175
 

20.4 Performance of Procedures 

As noted above, there are two aspects to the audit of related parties, the specific 
procedures that may be undertaken in relation to them and the need for alertness 
during the performance of all other audit procedures to indications that a transaction 
may be with a related party. 

Specific procedures that may be addressed to the audit of related party transactions 
include inspecting certain documents to see if they bring to light the existence of 
further related parties. These should include bank and legal confirmations that have 
been obtained during the course of the auditor’s work and minutes of meetings of 
shareholders and those charged with governance. 148F167F

176 

More generally, whenever the auditor identifies significant transactions outside of the 
normal course of business, whether in the performance of audit procedures dealing 
specifically with related parties or otherwise then the auditor must enquire of 
management about the nature of those transactions and whether related parties 
could be involved. 

If in the course of the audit work the auditor identifies any arrangement or information 
that suggest there may be related party relationships or transactions that have not 
been identified disclosed by management then the auditor must undertake sufficient 
investigation to confirm, or deny, the existence of those relationships or transactions. 

Where such investigation does lead to the identification of related parties or significant 
related party transactions that management has not previously identified or disclosed 
then the auditor must: 

• ensure that the relevant information is promptly communicated to all members of 
the engagement team; 

• where the applicable financial reporting framework sets out related party 
requirements: 

o request management to identify all transactions with these parties; 

o enquire as to why the entity’s controls did not identify the relationship or 
transaction, as appropriate; 

• perform appropriate substantive audit procedures in relation to the parties or 
transactions; 

 
175 Para. 18, ISA 550 
176 Para. 15, ISA 550 
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• reconsider the previously assessed risk of material misstatement in relation to 
unidentified related parties or significant related party transactions; and 

• where there is an indication that the omission by management may have been 
intentional, treat this as indicative of the risk of material misstatement arising as a 
result of fraud and evaluate the implications for the audit. 149F168F

177 

Where the auditor identifies significant related party transactions which are outside 
the entity’s normal course of business then the auditor must: 

• obtain copies of the underlying contracts or agreements and ensure that the terms 
of the transactions are consistent with management explanations and the 
transactions have been appropriately accounted for and, where relevant, disclosed 
in accordance with the applicable financial reporting framework; 

• consider the business rationale for the transactions and assess whether this 
suggests that they may have been entered into to engage in fraudulent financial 
reporting or to conceal the misappropriation of assets; 

• obtain evidence of appropriate authorisation and approval of the transactions. 150F169F

178 

Consideration of the business rationale behind transactions may be complex. The 
auditor might for example consider whether the transaction: 

• is more complex than it needs to be, since such complexity may have been 
introduced to mask the true rationale for the transaction; 

• is undertaken with unusual terms, such as prices or interest rates which are not 
based on market levels; 

• lacks any apparent business reason; or 

• is processed in an unusual way.  

The auditor needs to look at such transactions broadly. For example, the provision of 
finance from a parent company or controlling shareholder may not on the face of it be 
a commercial transaction since the interest rate and other terms are more generous 
to the entity than would apply if the transaction were undertaken with a third party. 
However, given that the benefit of such apparent generosity will increase the value of 
the entity this will return to the other party. 

 
177 Para. 22, ISA 550 
178 Para. 23, ISA 550 
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Whenever the applicable financial reporting framework contains related party 
requirements the auditor must obtain written representations from management and, 
where appropriate those charged with governance, that they have disclosed to the 
auditor the entity’s related parties and transactions with them of which they are aware 
and that they have appropriately accounted for and disclosed such relationships and 
transactions in accordance with the requirements of the applicable financial reporting 
framework. 

In some cases, entities may include in the financial statements an assertion that one 
or more related party transactions has been undertaken on an arm’s length basis. 
Where this is the case the auditor must obtain sufficient appropriate audit evidence to 
support that statement. In simple cases, where the transaction is of a type also 
undertaken with unconnected parties this may simply involve comparing the terms of 
trade of the transaction with a related party with those given to others. In others it may 
be more complex, for example when no similar transactions are undertaken with third 
parties. In such cases it may be necessary to use an expert to determine an appropriate 
market value and terms or to compare the transaction with known market terms for 
similar transactions undertaken between parties other than the reporting entity. 

20.5 Consideration 

Ultimately, the auditor needs to evaluate whether the identified related party 
relationships and transactions have been appropriately accounted for disclosed in 
accordance with the applicable financial reporting framework and, fair presentation 
frameworks, achieve such presentation. 151F170F

179 

  

 
179 Para. 25, ISA 550 
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21 Subsequent Events 

21.1 Introduction 

Subsequent events are those that occur after the end of the reporting period covered 
by the financial statements that are subject to audit. For most purposes, such events 
are relevant only up to the date of the auditor’s report, and it is only up to this point 
that procedures need to be planned and performed, but in some cases consideration 
may need to be given to facts that become known to the auditor after this date. 

For both audit and financial reporting purposes these can be divided between: 

• those events that provide evidence concerning conditions that existed at the end 
of the reporting period (often referred to as “adjusting events”); and 

• those events that provide evidence concerning conditions that have arisen since 
the end of the reporting period (often referred to as “non-adjusting events”). 

The auditor is required to consider the effects of events and transactions which fall into 
either category up to the date on which the audit report is signed. 152F171F

180 

The distinction between the two categories will depend on the definitions, 
requirements and guidance included in the applicable financial reporting framework. 
153F172F

181 

21.2 Effect of Financial Statements Approval Procedures 

An audit report cannot be dated prior to the date of approval of financial statements.  

The date of approval of financial statements for this purpose will depend upon the 
requirements of the relevant jurisdiction or, in the absence of such requirements, the 
auditor’s terms of engagement. 

Where the process for approval of financial statements is specified in law or regulation 
then the date of approval will be the date on which the legally prescribed procedures 
have been completed by those with the recognised authority to do so, and they have 
confirmed that they have taken responsibility for the financial statements. However, in 
some jurisdictions the final approval of financial statements is provided by the 
shareholders. In this case, the date of approval of the financial statements for the 
purposes of the audit is taken as the date at which those responsible for submitting 
the financial statements to the shareholders for approval have completed all of the 
procedures they are required to undertake and have confirmed that they have taken 
responsibility for the financial statements. 154F173F

182 

 
180Para. 2, ISA 560 
181 For example, if IFRS is being applied then the primary guidance is contained in IAS 10 Events 
After the Reporting Period, although further more specific guidance may be included in other 
standards, such as IAS 37 Provisions, Contingent Liabilities and Contingent Assets. 
182 Para. A2 to ISA 560. 
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Where there is no specified process for approval of financial statements then the 
process will be that which is considered appropriate given the entity’s management 
and governance structures. This matter must, however, have been previously agreed 
since one of the preconditions of an audit is that management has acknowledged and 
understands its responsibility for the preparation of the financial statements. The 
auditor should not accept appointment in the absence of such agreement. 155F174F

183 

21.3 Audit Procedures 

Irrespective of the assessed level of risk associated with subsequent events, the auditor 
must: 

• obtain an understanding of any procedures management has established in order 
to ensure that subsequent events are identified. This forms part of the normal 
requirement for the auditor to record the entity’s accounting and control system; 

• enquire of management and (where they are separate) those charged with 
governance as to whether they are aware of any subsequent events that might 
affect the financial statements; 

• read minutes of all relevant meetings, such as meetings of owners, management 
meetings and meetings of those charged with governance, which have been held 
after the end of the reporting period; 

• enquire about the matters discussed at any meetings (as above) for which minutes 
are not yet available; and 

• reading the latest available subsequent interim financial statements, if any. 156F175F

184  

Where any of these procedures cannot be completed, for example where there have 
been no formal meetings since the end of the reporting period, the auditor must 
consider whether any other procedures are required. For example where no interim or 
management accounts have been produced the auditor may consider it necessary to 
review the underlying accounting records. Such assessments should take into account 
the length of time between the end of the reporting period and the expected date of 
approval of the audit report, and would be expected to be more extensive the longer 
that period is. 

The nature and extent of other audit procedures to be performed will depend upon 
the auditor’s assessment of the level of risk associated with subsequent events, and 
might include matters such as reading the latest available budgets, forecasts and 
management reports or making enquiries of legal counsel in relation to developments 
on litigation or claims. 

 

 

 
183 Para. 8 (b), ISA 210. 
184 Para. 7, ISA 560 
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Audit procedures planned and performed in relation to other areas may include 
consideration of subsequent events. For example, when testing for valuation the 
auditor may test receipts from trade receivables after the end of the reporting period, 
or achieved sales prices for items of inventory. Similarly, the auditor may plan 
procedures in relation to provisions or contingent liabilities that involve specific 
consideration of events and developments that have taken place after the end of the 
reporting period. 157F176F

185 Where this applies there is no requirement that such audit testing 
be dealt with specifically as procedures in relation to subsequent events, separate from 
the specific subject matter with which they deal. One of the consequences of this is 
that procedures specifically dealing with subsequent events often concentrate on the 
identification of non-adjusting events that may require disclosure in financial 
statements, since procedures dealing with potential adjusting events may be covered 
when dealing with the areas that may be subject to adjustment. 

If the auditor identifies any events that require adjustment of, or disclosure in, the 
financial statements then the auditor must determine whether each such event is 
appropriately adjusted for or disclosed, as appropriate, in the financial statements. 158F177F

186 

21.4 Written Representations 

The auditor must ensure that written representations from management, and where 
appropriate those charged with governance, include confirmation that all events 
occurring after the end of the reporting period and for which the applicable financial 
reporting framework requires adjustment or disclosure have been adjusted or 
disclosed. 159F178F

187 

These representations must be obtained as at the date of approval of the financial 
statements. 

If there is any delay between the date of approval of the financial statements and the 
date of approval of the audit report, however small, then the audit engagement 
partner must obtain confirmation from a responsible individual that there have been 
no further matters identified after the date on which the written representations were 
provided. This may be done orally, but in that case the audit engagement partner must 
ensure that a note confirming this matter is included in the audit documentation. 

The auditor must also consider whether there are any specific subsequent events, 
already identified, where written representations are necessary to support other audit 
evidence and therefore to obtain sufficient appropriate audit evidence. There should 
be no presumption that this is the case and there is no requirement to justify, where 
appropriate, on the audit file that no such representations were considered necessary. 
160F179F

188 

 
185  Going concern is also an area where events after the end of the reporting period may be 
highly relevant to the auditor’s assessment. This matter is dealt with separately in this Manual. 
186 Para. 8, ISA 560 
187 Para. 9, ISA 560 
188 Para. A8, ISA 560 
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21.5 Timing of Audit Procedures 

The audit of subsequent events must be continued up to the date of approval of the 
audit report. 

As noted above, audit procedures in relation to subsequent events can be divided into 
two types: those procedures that are dealing directly with subsequent events, and 
those which are intended to deal with primarily with more specific areas but which 
involve consideration of subsequent events. 

Coming out of this: 

• procedures aimed primarily at identifying subsequent events in their own right 
should be undertaken as close as possible to the date of approval of the audit 
report. Whilst procedures may be undertaken prior to this date they will need to be 
updated close to or at the date of approval; 

• other procedures may be undertaken at any time after the end of the reporting 
period. Additional procedures or updating will not be required if the procedures 
already performed resulted in satisfactory conclusions. 161F180F

189 

21.6 Events After the Audit Report Date  

Auditors are not required to undertake any audit work after the date of the audit report. 

As a result, firms are not required to include within their audit files any procedures to 
deal with events which come to their attention in relation to audits after the date of 
the audit report. 

However, since there may be cases where the auditor, without having undertaken any 
further audit procedures, becomes aware after the audit report date of matters that 
may have affected the audit report had they been known at the time, the following 
provides a very high level summary of the procedures that should be applied, divided 
between those where matters are identified prior and subsequent to the financial 
statements being issued. 

Matters Identified Before the Financial Statements are Issued 

Where a fact or matter becomes known to the auditor after the date of the audit report 
but prior to the financial statements being issued that may have caused an 
amendment to that report then the auditor must: 

• discuss the matter with management or those charged with governance; 

• determine whether an amendment to the financial statements is required; and 

• enquire of management or those charged with governance how they intend to 
address the matter in the financial statements. 

 
189 Para. 6, ISA 560 
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If the financial statements are to be amended the auditor must perform such 
procedures as are appropriate to the matter giving rise to the amendment. 

If, in accordance with relevant local law or regulation, the amendment can be and has 
been restricted to the adjustment identified, then the auditor may restrict all 
procedures to the amendment. For example, this means that further representations 
may be restricted to the matter giving rise to the amendment. The auditor must then 
either: 

• provide a new audit report containing an emphasis of matter or other matter 
paragraph making clear that further audit procedures are restricted to those 
dealing with the amendment identified in the financial statements; or 

• amend the existing audit report by adding a further date to the amendment and 
making clear that  further audit procedures are restricted to those dealing with the 
amendment identified in the financial statements. 162F181F

190 

If the financial statements are to be reissued as a whole the auditor must: 

• extend all general procedures on subsequent events to the date of the new report; 
and 

• provide a new audit report.  

The new audit report provided need make no reference to the matter. 

Where management is not required by law or regulation to issue amended financial 
statements and has not done so, then the auditor must consider whether such 
amendment is required. If the auditor considers that this is the case then the auditor 
must: 

• modify the opinion in the audit report, if this has not yet been provided to the entity; 
or 

• notify management and, unless all of those charged with governance are involved 
in managing the entity, those charged with governance, not to issue the financial 
statements to third parties before the necessary amendments have been made; 
and 

• if the financial statements are nevertheless subsequently issued without the 
necessary amendments, the auditor must take appropriate action to seek to 
prevent reliance on the auditor’s report. Such action will nearly always require legal 
advice. 

 
190 This is sometimes referred to as “dual dating” where the date of the audit report as a whole 
remains as before, but a further date is also added and referenced solely to the note to the 
financial statements that deals with the amendment. 
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Matters Identified After the Financial Statements are Issued 

The procedures where relevant maters come to light after the financial statements 
have been issued are the same, except that: 

• where amended financial statements are to be issued, the auditor must also review 
the steps taken by management to ensure that anyone in receipt of the previously 
issued financial statements and audit report thereon is informed of the 
amendment; 

• the audit report will, in all cases, need to include an emphasis of matter or other 
matter paragraph dealing with the amendment; and 

• the auditor must also consider what steps to take where the financial statements 
are appropriately amended but management does not take the necessary steps to 
ensure that anyone in receipt of the previously issued financial statements and 
audit report thereon is informed of the amendment. 

In determining whether the financial statements need amendment the auditor should 
consider all relevant matters, including the date at which an issue is identified. For 
example, matters may be identified during the preparation or audit of the financial 
statements for the subsequent accounting period. In such a case the auditor may take 
the view that an amendment to the previously issued financial statements is not 
necessary, and the matter could be dealt with by way of a prior period adjustment in 
the next financial statements, so long as this is allowed under the applicable financial 
reporting framework. 163F182F

191 

  

 
191 This would be allowed under IFRS, following para. 42 of IAS 8. 
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22 Going Concern 

22.1 Introduction 

Going concern differs from many of the other areas addressed during an audit of 
financial statements. 

Much of an audit deals with specific areas of the financial statements, whether related 
to balances or to transactions. Going concern is a more pervasive concept, which may 
affect all areas of the financial statements, for example through both disclosure and 
valuation. 

In the majority of cases financial statements are prepared on the going concern basis. 
This means that it is assumed that the entity will continue in business for the 
foreseeable future. There are exceptions to this. Sometimes financial statements are 
prepared on a different basis, such as a break up basis, where management intends to 
liquidate the business or cease operating, or it is apparent that management will have 
no choice but to do so. 

Because of the pervasive nature of the going concern assumption it does not fit neatly 
into the assertion based approach which underpins much audit work, although as 
noted above it can have a direct impact on particular assertions. 

The amount of audit effort that needs to be put into going concern work varies 
significantly. On some audits this may be an area of major focus whilst on others it may 
be possible to deal with it relatively quickly. Key to this is the auditor’s assessment of 
the risk associated with going concern. 

22.2 Responsibilities 

Under most financial reporting frameworks management is specifically responsible for 
assessing the entity’s ability to continue as a going concern. IFRS, for example, requires 
management to assess whether the entity is likely to be able to continue as a going 
concern and to disclose any material uncertainties which are connected with this 
assessment. It also requires management to disclose where the financial statements 
have not been prepared on a going concern basis. 

Since the assessment of the going concern basis deals with uncertain future events a 
significant degree of judgement may be involved. Management should take account 
of all information available at the time at which the assessment is made. The depth of 
the assessment will depend upon the circumstances. In some cases it may be clearly 
apparent without extensive work that the entity is extremely likely to be able to 
continue for the foreseeable future, however that is defined in the appropriate 
financial reporting framework. In other cases, the situation may be far less clear and 
management may be required to undertake extensive work in order to support its 
application of the going concern assumption, for example including considering 
alternative courses of action that may be available.  
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The auditor is not responsible for making the preliminary assessment of the going 
concern status of the entity. The auditor must instead obtain sufficient appropriate 
audit evidence concerning the appropriateness of management’s use of the going 
concern assumption in the preparation and presentation of financial statements and 
assess whether there are any material uncertainties associated with that assumption. 

There are inherent restrictions on the auditor’s ability to assess the going concern 
status of the company. For example, future events may occur which lead to business 
failure which could not reasonably have been identified by either management or the 
auditor. As a result, the fact that an audit report does not make any reference to 
uncertainties associated with going concern cannot be considered a guarantee that 
the company will continue as a going concern. 

22.3 Risk Assessment 

As noted above, going concern is an unusual area in that it is not as directly related to 
the assertions associated with the audit as many others. 

A risk assessment however still needs to be undertaken during the initial phase of the 
audit. 

The first step is to enquire of management whether they have already produced a 
preliminary assessment of the company’s ability to continue as a going concern. 

If they have, then the auditor should discuss that assessment with management and 
determine whether management has identified events or conditions that may call into 
doubt the company’s ability to continue as a going concern, whether this arises due to 
a specific matter or a range of matters. If management have identified such issues and 
the auditor should discuss with management their plans to address them. 164F183F

192  

If management has not yet performed such an assessment then the auditor should 
discuss with them their basis for using the going concern assumption and ask whether 
management are aware of any events or conditions that may cast doubt on the 
company’s ability to continue as a going concern. 165F184F

193  

In some cases, such an informal assessment may be perfectly adequate. For example, 
if the auditor is dealing with a consistently profitable company with minimal external 
borrowings and a substantial surplus of assets and liabilities then a formal and detailed 
assessment of going concern by management is unlikely to be necessary, unless there 
are very specific matters which the auditor has identified that mean the situation is 
likely to change (for example where a highly profitable major contract is due to end in 
the near future). In others, the evaluation of management’s assessment may be 
detailed and time-consuming, including specific consideration of the assumptions on 
which the assessment has been based and of management’s plan to deal with any 
going concern issues that have been identified. 

 
192 Para. 10 (a), ISA 570 
193 Para. 10 (b), ISA 570 
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22.4 Evaluating Management’s Assessment 

Whether formal or informal, management’s assessment of the company’s ability to 
continue as a going concern must itself be evaluated by the auditor. 

In making this evaluation the auditor must consider the same period that has been 
used by management in arriving at their own assessment, which is usually set out in 
the relevant financial reporting framework. Despite this, if management has 
considered a period of less than twelve months from the date of the financial 
statements then the auditor must request management to extend that assessment to 
cover the period of at least twelve months, regardless of the requirements of the 
financial reporting framework. 166F185F

194 

The auditor must also ask management whether they are aware of any specific events 
or conditions that go beyond the period they have considered which may call into 
question the company’s ability to continue as a going concern. For example, if a 
company is reliant upon a major contract with a customer which is due for renewal in 
18 months and such renewal is uncertain then this would need to be considered by the 
auditor and discussed with management even if the specific period covered by 
management’s assessment had been twelve months. 167F186F

195 

The evaluation of management’s assessment may be undertaken at various stages of 
the audit which will depend upon the specific circumstances. In simple situations 
where there are no obvious risks associated with going concern then the auditor may 
wish to undertake the assessment at the start of the audit and further procedures will 
be limited to ensuring that, during the course of other audit work, no further matters 
are identified that may call into question the initial assessment or that do not appear 
to have been taken into account when management made their initial assessment. 168F187F

196 

In evaluating management’s assessment the auditor should be looking to identify any 
matters, or combinations of matters, that may indicate the existence of a material 
uncertainty. Such matters include but are not limited to: 

• net liabilities or net current liabilities; 

• fixed term borrowings approaching maturity, where it is not clear that they will be 
renewed or that the company has the finances to repay; 

• reliance on short-term borrowings to finance long-term assets; 

• indications of withdrawal of financial support from creditors; 

• negative operating cash flows; 

• adverse key financial ratios; 

 
194 Para. 13, ISA 570 
195 Para. 15, ISA 570 
196 Para. 14, ISA 570 
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• substantial operating losses; 

• significant deterioration in the value of assets which are used to generate cash 
flows; 

• arrears of dividends; 

• inability to pay creditors on due dates; 

• breaches of covenants associated with loans; 

• adverse changes in payment arrangements in relation to transactions with 
suppliers; 

• inability to obtain further finance; 

• loss of key management personnel, without adequate replacement; 

• loss of access to a major market; 

• loss of a key customer; 

• loss of a franchise or license; 

• loss of a major supplier; 

• labour problems; 

• shortage of supplies; 

• significant increase in competition; 

• legal or regulatory action against the company resulting in substantial potential 
claims; 

• legal or regulatory changes that are likely to have an adverse effect; and 

• uninsured or underinsured catastrophes, once they have occurred. 

Where such matters are identified the implications need to be considered, but this 
does need to be balanced, that is, taking into account any mitigating factors or actions 
that the company may be able to take to minimise the impact. For example, the 
company may have assets which would be available for sale during periods of adverse 
cash flow. The identification of a potential problem may not call into question the use 
of the going concern assumption where management has identified both the problem 
itself and feasible plans to deal with that problem. 
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Where there is significant delay in the approval of the financial statements then the 
auditor must ask the reasons for the delay. If the auditor is told, or believes, that the 
delay could be related to issues associated with going concern then the auditor is likely 
to need to undertake the further procedures set out below, even where this had not 
originally been planned, and to reconsider any preliminary conclusion that may have 
been reached regarding the existence of a material uncertainty. 169F188F

197
 

22.5 Further Procedures 

In some cases few if any further procedures will be required. 

Further procedures will be necessary only where events or conditions have been 
identified that may cast significant doubt on the company’s ability to continue as a 
going concern, whether such matters have been taken into account by management 
in their own assessment or identified by the auditor in the course of the audit work. 

In such a situation the auditor must: 

• request management to undertake a formal assessment of the company’s ability 
to continue as a going concern, if they have not already done so, or extend that 
assessment; 170F189F

198 

• evaluate management’s plans for future actions in relation to going concern 
including specific consideration of whether such plans are both feasible and likely 
to be effective; 

• if management has produced a cash flow forecast, and such forecast is significant 
to the consideration of going concern, then; 

o evaluate the reliability of the underlying data that has been used to generate 
the forecast; and 

o determine whether there is adequate support the assumptions that have 
been used in the forecast; 

• consider whether any further facts or information have come to light since 
management made its initial assessment, whether positive or negative; and 

• request written representations from management and, where appropriate those 
charged with governance, regarding their future plans including the feasibility of 
those plans. 171F190F

199 

Specific procedures that may be undertaken in meeting the requirements set out 
above might include: 

 
197 Para. 26, ISA 570 
198 Where the auditor makes such a request but no such assessment, or extension of assessment, 
is undertaken by management then this matter must be considered by the auditor in drafting 
the audit report. Para. 22, ISA 570 
199 Para. 16, ISA 570 



 

180 
 

• discussing cash flow projections and profit forecasts with management; 

• considering the assumptions that underpin such projections and forecasts; 

• reviewing compliance with loan covenants; 

• reading minutes of management or shareholder meetings where relevant matters 
were discussed; 

• making enquiries of legal counsel; 

• undertaking audit procedures on subsequent events which may affect the 
assessment of going concern; and 

• confirming the existence, terms and adequacy of borrowing facilities. 

Such procedures may already have been planned or undertaken in relation to other 
matters. For example, the review of compliance with loan covenants would be a 
normal part of the audit of financial instruments under IFRS given that breaches 
usually require disclosure. It should also be noted that going concern issues may be 
identified as a result of such procedures, even where those procedures were not 
undertaken with this purpose. This is simply an example of the general requirement 
that the auditor should remain alert throughout the audit for any evidence of events 
or conditions that may call into question the use of the going concern assumption, 
even when undertaking other work. 172F191F

200
 

22.6 Reliance on Support 

Some audit clients may be able to continue as a going concern if, and only if, they have 
continued support of a third party, often a parent company or shareholder. Such 
support may require the injection of further funds or simply the non-withdrawal of 
funds that have already been provided. 

Where this is the case, the auditor must consider: 

• the ability of the third party to provide, or continue to provide, funds; and 

• the willingness of the party to provide such funds. 

The consideration of ability involves an assessment of the resources available to the 
party. When, for example, dealing with a subsidiary that requires continued financial 
support from its parent this will often be dealt with as part of the group audit. 
Consideration must not just be given to the assets available but also to any claims 
against those assets which are already in existence or are expected to arise.  

The situation is more complex when dealing with individuals rather than companies. 
Statements of financial position will rarely if ever be available in respect of individuals. 
Whilst it may prove possible to demonstrate the assets available to the individual it is 
generally not possible to assess the level of liabilities to which they are subject. 

 
200 Para. 11, ISA 570 
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In assessing willingness the auditor must consider the validity of any statements of 
support that may have been provided or which the auditor requests. A statement of 
support which is not legally binding is generally no more than a statement of intent 
and intent can change. It must not be used to avoid, for example, an emphasis of 
matter paragraph in relation to going concern being added to an audit report. If the 
company or individual is not willing to provide support in a way that is legally binding 
then it should not be expected that, other than in rare circumstances, a reasonable 
auditor would be willing to place substantial reliance on such a statement. This does 
not mean that, for example, a full guarantee is required. It may be sufficient, for 
example, that a company agrees to subordinate a loan or to have a fixed date of 
repayment sufficiently far in the future to allow the going concern assumption to be 
applied. Where binding agreement has been obtained the auditor may be able to 
place reliance upon this, obviously subject to having also obtained sufficient assurance 
concerning the ability of the party. Consideration may still need to be given as to 
whether such arrangement requires disclosure in the financial statements, and 
through an emphasis of matter paragraph in the audit report, in order to ensure that 
disclosure is fair or not misleading. 

22.7 Audit Conclusions 

At the conclusion of the audit the auditor must consider whether a material 
uncertainty exists related to events or conditions that individually or collectively may 
cast significant doubt on the company’s ability to continue as a going concern. 173F192F

201 

A material uncertainty is one where, in the auditor’s judgement, disclosure of the 
nature and implications of the uncertainty necessary in order the financial statements 
are fairly presented or, in the case of compliance frameworks, not misleading. 

22.8 Reporting 

Unless management and those charged with governance are the same, the auditor 
must communicate with those charged with governance any events or conditions that 
have been identified may cast significant doubt on the company’s ability to continue 
as a going concern. This must include the auditor’s views on whether: 

• the events or conditions constitute a material uncertainty; 

• the use of the going concern assumption is appropriate; 

• the disclosure in the financial statements is adequate; and 

• wjere relevant, the implications for the auditor’s report.. 174F193F

202 

 
201 Para. 18, ISA 570 
202 Para. 25, ISA 570 
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Where the auditor considers that there are no material uncertainties associated with 
going concern then, unless specifically required by the applicable reporting guidance, 
the auditor will make no reference to going concern in the report. 175F194F

203 

Where the auditor considers that there is material uncertainty associated with going 
concern then the auditor must decide whether the financial statements provide an 
adequate description of the uncertainty, as well as management’s plans to deal with 
this where appropriate, and make clear that the uncertainty is material, meaning the 
company may not be able to realise its assets and discharge its liabilities in the normal 
course of business. 

Where such disclosure is adequate the audit report will contain an unmodified opinion 
but should also contain a separated section headed “Material Uncertainty Related to 
Going Concern” that draws attention to the not providing disclosure in the financial 
statements and states that there is a material uncertainty that may cast significant 
doubt on the entity’s ability to continue as a going concern and that the auditor’s 
opinion is not modified in respect of the matter. (See the Section of this Manual dealing 
with Auditor Reporting.) 176F195F

204 

Where such disclosure is not adequate then the auditor should provide a qualified or 
adverse opinion, as appropriate. The audit report must then make clear that there is a 
material uncertainty that may cast significant doubt on the company’s ability to 
continue as a going concern. 177F196F

205 

In the rare case of financial statements that have been prepared on a going concern 
basis when the auditor considers this is inappropriate, and not simply a situation of 
material uncertainty, the audit report must contain an adverse opinion. 178F197F

206 

  

 
203  Other than the generic references included in the statements of responsibilities of 
management and the auditor. 
204 Para. 22, ISA 570 
205 Para. 23, ISA 570 
206 Para. 21, ISA 570 
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23 Internal Audit 

23.1 Introduction 

This section of the Manual deals only with the use of the work of an internal function. 

An internal audit function is defined as: 

A function of an entity that performs assurance and consulting activities designed to evaluate 

and improve the effectiveness of the entity’s governance, risk management and internal 

control processes. 179F198F

207 

This section does not deal with how the auditor may make use of the knowledge and 
experience of the internal audit function in order to inform the auditor’s understanding 
of the entity and its environment, the applicable financial reporting framework, or in 
assessing the risk of material misstatement. 

Internal audit functions are set up for many purposes. They will be intended to meet 
the needs of the entity. Some of those needs may be directly or indirectly relevant, or 
potentially relevant, to the financial statements and the audit. However, this is not 
always the case. Internal audit functions may deal exclusively or primarily with activities 
of the entity that are not directly related to financial statements or where the relevance 
is peripheral. 

The first decision to be made by the auditor is whether or not to use any of the work 
that may have been undertaken by the internal audit function. Such use would not be 
made where the activities of the internal audit function are not related to or relevant 
to the audit. Even where the activities are potentially relevant it is still a decision for the 
auditor as to whether it is necessary or appropriate to make use of work that has been 
undertaken by the internal audit function. There is no requirement to do so. 

In some jurisdictions the auditor may not be allowed to make use of the work of the 
internal audit function, either in whole or in part. Given that under most audit 
frameworks, and in particular ISAs as issued by the IAASB, there is no requirement to 
make use of internal audit such a restriction does not affect whether or not the audit 
has been undertaken in accordance with the framework. 

This section also deals with direct assistance which is where the external auditor makes 
use of internal audit staff to perform audit procedures under the direction, supervision 
and review of the external auditor. 180F199F

208 

 
207 Para. 14 (a), ISA 610 
208 Direct assistance is prohibited in some jurisdictions. Reference must be made to local ethical 
requirements. 
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23.2 Distinguishing Internal Audit Functions 

In order to qualify as an internal audit function there must be some separation 
between this function and the other activities of the entity. This would normally involve 
having a separately identified scope of work, specified individuals and reporting lines 
which differ from those of the overall accounting function. It would also be expected 
that there should be a systematic and disciplined approach to the work to be 
undertaken and that quality control procedures should be applied to the work. 

As a result, internal audit functions are more likely to be encountered in larger or more 
complex or regulated entities. 

Some entities may have individuals that perform procedures which are very similar to 
those that might be performed by an internal audit function. However, in the absence 
of a separate function such procedures should be considered as control procedures 
and not as the work of internal audit function. This means that they would be subject 
to the normal requirements for documentation and consideration of control 
procedures and if the auditor wishes to place reliance upon such procedures these will 
be tested for operating effectiveness as with any other control procedure. Such a 
situation is more likely to apply to a smaller entity, or one which is neither complex nor 
regulated. 

23.3 Deciding Whether to Use the Work of the Internal Audit 
Function 

Whether or not the auditor wishes to make use of the internal audit function will 
depend primarily on two factors. Firstly, the manner in which the internal audit 
function is organised and secondly the specific work that has been undertaken by the 
function during the relevant accounting period. 

In deciding whether or not it is possible to make use of any of the work of internal audit 
function the auditor must evaluate at least: 

• the extent to which the internal audit function’s organisational status and relevant 
policies and procedures support the objectivity of the internal auditors; 

• the level of competence of the internal audit function; and 

• whether the internal audit function applies a systematic and disciplined approach 
as appropriate quality control procedures. 181F200F

209 

The assessment of objectivity will pay particular attention to the reporting lines of the 
internal audit function. In particular, objectivity will be significantly decreased if the 
internal audit function reports directly to management rather than those charged with 
governance. One of the implications of this is that even where a small entity does have 
an internal audit function, but those charged with governance are the same as 
management, the ability to place reliance upon the work of that function is likely to be 
significantly reduced. 

 
209 Para. 15, ISA 610 



 

185 
 

The auditor’s assessment of whether or not the internal audit function applies a 
systematic and disciplined approach will involve consideration of whether such a 
function has adequately documented internal audit procedures and guidance 
covering areas such as risk assessments, work programmes, documentation and 
reporting which are appropriate to the size and nature of the entity. 

The auditor must also consider whether there are appropriate quality control policies 
and procedures in place. This may be assessed by reference to any guidance issued by 
appropriate professional bodies for internal auditors or, in their absence, by reference 
to similar principles as those which apply to external auditors, such as the 
requirements set out in ISQM1.  

Where the auditor plans to make use of the work of the internal audit function, the 
evaluation of the internal audit function’s objectivity, competence and approach must 
be included within the audit file. 182F201F

210 

The auditor should not make use of any work of the internal audit function if there are 
any significant indications that: 

• the function’s status within the entity means that it lacks objectivity; 

• the policies and procedures adopted do not support objectivity; 

• the function lacks sufficient competence; or 

• the function does not apply a systematic and disciplined approach, which would 
include an absence of appropriate quality control procedures. 183F202F

211 

Only once the auditor is satisfied that the internal audit function demonstrates 
appropriate objectivity, competence and approach should the auditor consider 
whether or not it may be possible to make use of any of the specific work that the 
internal audit function may have undertaken. 

It should be noted that the consideration of the objectivity and competence of the 
internal audit function may be quite separate from that dealing with the scope of the 
work. An entity may have a highly competent and objective internal audit function 
whose work is directed primarily to issues of peripheral relevance to the auditor. In this 
case the auditor would place no reliance upon the function and there would be no 
requirement that the objectivity and competence of the internal audit function be 
documented on the audit file. 

The overall assessment of the internal audit function is not a matter which is relevant 
only during the planning stage of the audit. The assessment must be reconsidered at 
the end of the audit and in the light of both the specific work of the internal audit 
function which has been considered by the auditor and of any other matters which 
may have come to the auditor’s attention during the course of the audit. 184F203F

212 

 
210 Para. 36 (a), ISA 610 
211 Para. 16, ISA 610 
212 Para. 25, ISA 610 
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Where the auditor considers that it may be possible to make use of some of the work 
of the internal audit function the auditor should consider the nature and scope of the 
work that has been performed by the internal audit function in light of the auditor’s 
overall audit strategy and plan. 

Amongst the areas where it might be appropriate to make use of some of the work 
that has been undertaken by the internal audit function are: 

• testing of the operating effectiveness of controls; 

• substantive audit procedures involving limited judgement; 

• observation of inventory counts; 

• tracing of transactions through the information system relevant to financial 
reporting; and 

• testing of compliance with regulatory requirements. 185F204F

213 

In all cases, the auditor’s assessment of whether and to what extent the work of internal 
audit may be used will depend upon both their overall assessment of the internal audit 
function but also the amount of judgement that is required planning, performing and 
evaluating the results of such work as well as the assessed risk of material 
misstatement at the assertion level. For example: 

• the auditor may make use of substantive audit procedures which have been 
undertaken by the internal audit function, but in deciding whether and to what 
extent this can be done the auditor would consider the level of judgement in 
determining the outcome of the tests undertaken. Where the assessment of the 
results involves a high degree of professional judgement the auditor should not 
place reliance on the work of the internal audit function; and 

• similarly, the auditor may wish to make use of work undertaken by the internal 
audit function in relation to the operating effectiveness of controls. This would be 
done only where the assessment is objective, that is, judgement is not required in 
determining whether or not the control has been operating effectively. 

23.4 Determine the Extent of the Use of Work of the Internal 
Audit Function 

Where the auditor has determined that it is possible to make use of the work of the 
internal audit function the auditor must then determine the nature and extent of the 
work that can be so used. 

The appropriate extent of the use of work undertaken by the internal audit function 
will decrease: 

 
213 Para. A16, ISA 610 
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• the greater the level of judgement involved in planning and performing the 
relevant audit procedures; 

• the greater level of judgement involved in evaluating the audit evidence that has 
been gathered as a result of the performance of the procedures; and 

• the higher the assessed risk of material misstatement at the assertion level. 186F205F

214 

The auditor should also consider whether it is efficient to make use of the work of an 
internal audit function even where this could be done. This involves considering the 
impact that the potential use of the internal audit function may have on further audit 
procedures. In some cases, the auditor may decide that the time taken in reviewing 
the work of internal audit might exceed the time saved in performing work directly. 
The auditor would then not make use of the work of the internal audit function. 

In all cases the ultimate work undertaken needs to strike a balance between the work 
that has been performed by the internal audit function and that which has been 
undertaken directly by the external auditor. As the degree of judgement involved or 
the risk increases the auditor must ensure that more work is undertaken directly and 
less reliance is placed upon the work of the internal audit function. The auditor must 
ensure that all significant judgements which are required to be made as part of the 
audit engagement are those of the external auditor. However, this does not mean that 
no reliance can be placed upon the work that has been undertaken by the internal 
audit function.  

It is possible that there may be areas where the risk of material misstatement has been 
assessed as low where the auditor may be able to place reliance on the work 
undertaken by the internal audit function, once properly reviewed and assessed, 
without the need to undertake additional work directly. 

There are some situations where it is not appropriate that any reliance is placed upon 
the work of an internal audit function. The auditor must ensure, for example, that all 
assessments of the risk of material misstatement are undertaken directly and are not 
based solely on assessments made by the internal audit function. Similarly, it is the 
auditor’s role to evaluate the sufficiency and appropriateness of all of the audit work 
that has been undertaken. 

The auditor may place some reliance on the work of the internal audit function in 
relation to areas which have been assessed as a significant risk, but in such cases the 
work upon which reliance has been placed must be limited to work that involves 
negligible judgement. 

There are also some areas where reliance should not be placed on the work of an 
internal audit function, for example: 

• in assessing the appropriateness of management’s use of the going concern 
assumption; 

 
214 Para. 18 (a) and (b), ISA 610 
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• in evaluating significant accounting estimates; and 

• in evaluating the adequacy of disclosures in the financial statements. 

The auditor may consider placing some reliance on work that has been undertaken by 
the internal audit function even when there are limited concerns regarding the 
objectivity or competence of that function. However, the extent of reliance would need 
to reflect those concerns and would therefore mean that any work would need to be 
restricted to areas of limited judgement and those that are clearly within the assessed 
level of competence. 

In addition to assess in those specific areas matters where it may be possible to make 
use of work undertaken by the internal audit function, the auditor also needs to 
consider the overall position. The auditor must ensure that, in aggregate, there is still 
sufficient direct involvement in the audit given the external auditor’s sole responsibility 
for the audit opinion. 187F206F

215 This will be a matter of judgement for the audit engagement 
partner. 

Using the Work of Internal Audit 

Where the auditor has determined that it is appropriate to make use of the internal 
audit function, and has decided upon the extent of such use, this must be 
communicated to those charged with governance in accordance with the 
requirements in ISA 260 to provide an overview of the planned scope and timing of the 
audit. 188F207F

216 

The auditor must also discuss the planned use of the work of internal audit function 
with that function, in order to ensure that respective responsibilities are fully 
understood. Such discussions would be expected to cover: 

• the timing of the work; 

• the nature of the work performed; 

• the extent of coverage; 

• materiality, both in relation to the financial statements as a whole and performance 
materiality, and where appropriate the materiality level relevant to the particular 
class of transactions, account balance or disclosure; 

• methods of selection and sample sizes; 

• the documentation of the work performed; and 

• review and reporting procedures. 189F208F

217 

 
215 Para. 19, ISA 610 
216 Para. 20, ISA 610 
217 Para. A24, ISA 610 
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The auditor’s work on the internal audit function can be divided between assessment 
of the specific work undertaken by that function and of the function as a whole.  

The auditor must obtain and read all reports produced by the internal audit function 
which relate to the work of that function which the auditor intends to use. The auditor 
must ensure that such reports provide adequate coverage of the nature and extent of 
the audit procedures that have been undertaken and the related findings. 

The review of the work undertaken by the internal audit function must include an 
evaluation of whether: 

• the work was properly planned, performed, supervised, reviewed and documented; 

• sufficient appropriate evidence has been obtained to support the conclusions 
reached; and 

• the conclusions are themselves appropriate and the reports consistent with the 
results of the work that has been performed. 190F209F

218 

The nature and extent of the work that must be undertaken by the auditor in relation 
to the work of internal audit function is a matter of judgement, but that judgement 
must reflect: 

• the extent to which judgement was involved in the work undertaken by the internal 
audit function; 

• the assessed risk of material misstatement; 

• the assessment of the objectivity of internal audit function; and 

• the assessment of the competence of that function. 191F210F

219 

That these considerations are virtually the same as those which apply when 
determining the balance of work between that undertaken by the internal audit 
function and by the auditor directly is to be expected. 

In all cases, the auditor must re-perform some of the work that has been undertaken 
by the internal audit function. Again, the extent of such reperformance will depend 
upon the assessments made above. 

Such reperformance is normally undertaken by examining items which have already 
been examined by the internal audit function. Where this is not possible, the auditor 
may examine similar items, although in this case the extent of reperformance is likely 
to be greater. Where the work of the internal audit function has been used in relation 
to more than one matter it is not necessary that work be re-performed in relation to all 
areas so long as the results of reperformance in those areas which have been covered 
are satisfactory. 
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219 Para. 24, ISA 610 
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The auditor must also, as noted above, reconsider the assessment of the internal audit 
function as a whole. This may involve discussion with individuals within the internal 
audit function, observation of their work as well as review of their working programmes 
and working papers. 

The audit working papers must include details of the nature and extent of the work of 
the internal audit function that has been used by the auditor, together with an 
explanation of the basis on which that nature and extent was determined. They must 
also include a summary of the audit procedures have been performed by the auditor 
to evaluate the adequacy of the work undertaken by the internal audit function. 192F211F

220 

23.5 Direct Assistance 

Direct assistance is prohibited in some jurisdictions, and rare in most. As a result, the 
following sections deal with this issue only in summary and should be ignored where 
direct assistance is not allowed. 

Where the auditor is allowed and wishes to use internal audit staff to provide direct 
assistance the auditor must: 

• evaluate the significance of any threats to objectivity arising from the use of 
internal audit staff; and 

• assess the competence of the internal audit staff who are intended to provide such 
assistance.193F212F

221 

The assessment of objectivity must include enquiry concerning any interests and 
relationships that the staff may have which may create a threat to their objectivity. 

Staff may not provide direct assistance if the auditor concludes that there are 
significant threats to their objectivity or that they lack competence to perform the 
proposed work. 194F213F

222 

The auditor must determine the nature and extent of the work that can be assigned 
to internal audit staff, as well as the appropriate level of direction, supervision and 
review based on the degree of judgement involved in planning, performing and 
evaluating the results of the work, the assessed risk of material misstatement and the 
auditor’s evaluation of the objectivity and competence of the staff. 195F214F

223 

Internal audit staff must not be used to perform procedures that involve significant 
judgements, relate to high risks of material misstatement except where negligible 
judgement is involved in relation to those procedures, relate to work already 
undertaken by such staff or relate to the assessment of the internal audit function. 196F215F

224 
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The extent of direct assistance must be communicated to those charged with 
governance in accordance with ISA 260 when dealing with the planned scope and 
timing of the audit. 197F216F

225 

Such extent must also be considered by the auditor in aggregate. 198F217F

226 

Before direct assistance is provided the auditor must: 

• obtain written agreement from appropriate representative of the entity that the 
internal audit staff will be allowed to follow the external auditor’s instructions and 
that the entity will not intervene in such work; 

• obtain written agreement from the staff that they will keep confidential any 
specific matters as instructed by the auditor and inform the auditor of any threats 
to their objectivity. 199F218F

227 

The direction, supervision and review of the work of internal audit staff providing direct 
assistance must be undertaken in accordance with ISA 220 (Revised), but in addition 
must reflect that such staff are not independent of the entity and must include 
checking back to underlying evidence for some tests performed by such staff. 200F219F

228 

The documentation on the audit file must include: 

• an evaluation of the objectivity and competence of internal audit staff providing 
direct assistance; 

• an explanation of the nature and extent of the work allocated to internal audit staff; 

• the identity of the party who reviewed the work performed by internal audit staff 
together with an explanation of the extent of the review; 

• the agreements obtained from both the entity and the staff members; and 

• the working papers prepared by the internal audit staff. 201F220F

229
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24 Opening Balances 

24.1 Introduction 

On many audits, and in particular those where the auditor also acted in the previous 
year, the audit work required in relation to opening balances is likely to be minimal. 

Often this will consist of little more than checking that the opening balances for the 
current period agree to the closing balances of the previous period.  

Any further work is likely only as a reaction to the results of audit work undertaken in 
respect of the current year, for example if current year results of audit work were also 
to call into question the previous balances. In the absence of such issues no specific 
additional audit work on opening balances would normally be required. 

Slightly more extensive work on opening balances is required only where the auditor 
is acting for the first time, whether or not the client was subject to an audit by another 
firm in the past. 

24.2 New Audits 

Where a new audit is being undertaken the auditor must read the financial statements 
of the previous period (if any) and the auditor report on them (if any) for information in 
relation to opening balances, including disclosures in respect of those balances. 202F221F

230 

This would never be undertaken as an isolated exercise, since such reading would also 
be directly related to comparatives as well as forming part of the auditor building up 
relevant knowledge of the entity which is of much wider application in the audit. 

In addition, the auditor must: 

• check that the previous period’s closing balances have been properly brought 
forward to the current period (or restated where appropriate); 

• check (in the absence of changes of accounting policies) whether the opening 
balances reflect appropriate accounting policies; and 

• at least one of: 

o reviewing, where applicable, the predecessor auditor’s working papers; 

o evaluating the results of procedures in the current period to determine 
whether they also provide evidence that is relevant to opening balances; or 

o performing specific audit procedures in relation to opening balances. 203F222F

231 
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All of these procedures are aimed at identifying whether the opening balances contain 
misstatements that may materially affect the current period’s financial statements. 

Any further procedures will be as a reaction to the results of the initial procedures, 
where the auditor obtains evidence that there may be misstatements in the opening 
balances.  

Where possible, review of the previous auditor’s working papers will often provide the 
best audit evidence, and of course is also used for other purposes in terms of the 
auditor obtaining an understanding of the client. 204F223F

232 

Where the auditor uses current audit work to provide evidence on opening balances 
the audit documentation must make clear that this has been done. Such work can be 
useful and efficient, for example, work on cash received from customers in the current 
year may provide evidence concerning the existence of trade debtors at the start of 
the year, whilst work on property, plant and equipment in existence at the end of the 
year will often also provide persuasive evidence about existence at the beginning of 
the year. However, there are areas where the use of such procedures may be limited. 
For example, it may be difficult to obtain sufficient appropriate audit evidence in 
relation to opening inventories. In such areas, and in the absence of being able to 
review previous auditor’s working papers, it may not be possible to obtain the 
necessary level of assurance. In such circumstances the auditor will need to consider a 
qualification in the audit opinion. 205F224F

233 

In the absence of a change in accounting policies, the review of policies applied to 
opening balances can usually be undertaken in conjunction with the review of the 
policies applied during and at the end of the current period. 

24.3 Audit Reporting 

Where audit work undertaken in relation to opening balances yields satisfactory 
results then nothing usually needs to be mentioned in the audit report. 206F225F

234 

There may be an exception to this where the auditor encountered significant 
difficulties in obtaining sufficient appropriate audit evidence in relation to opening 
balances, but eventually did so, and is required to include key audit matters in the audit 
report. Such difficulties may make this a reportable key audit matter. 

 
232 Under para. 9 of ISA 510, the auditor must also consider the effect of any modification to the 
opinion in an auditor’s report on the previous period in assessing the risk of material 
misstatement in the current year. This is easier and more useful to undertake in conjunction 
with a review of the previous auditor’s working papers, which will contain more details than the 
published report. 
233 This should not however be assumed or taken as a default position. If sufficient appropriate 
audit evidence can be obtained by other means, tests specifically undertaken in relation to 
opening balances, then appropriate procedures should be performed. 
234 This is separate from the requirement to state, in an “other matter” paragraph, and where 
appropriate that previous financial statements were unaudited even where this has no effect 
on the audit opinion for the current period. 
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The auditor must provide a disclaimer of opinion or qualify the audit opinion on the 
grounds of limitation of scope where unable to obtain sufficient appropriate audit 
evince in relation to opening balances. 

The auditor must provide an adverse opinion or qualify the audit opinion on the 
grounds of disagreement where: 

• the auditor concludes that the opening balances contain a misstatement that 
materially affects the current period’s financial statements, and the effect of this 
has not been appropriately accounted for, presented or disclosed in accordance 
with the relevant financial reporting framework; 

• the current period’s accounting policies are not consistently applied to the opening 
(and such consistency is required by the applicable financial reporting framework); 
or 

• a change in accounting policies has not been appropriately accounted for or 
disclosed in accordance with the applicable financial reporting framework. 

Such modifications may also reflect modifications to the auditor’s opinion in respect 
of previous periods, where this remains of ongoing relevance. 
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25 Comparatives 

25.1 Introduction 

The nature of the comparative information that may be included in an audited entity’s 
financial statements depends upon the financial reporting framework under which 
those financial statements are prepared. 

Comparative information consists of the amounts and disclosures included in the 
financial statements relating to one or more prior periods in accordance with the 
applicable financial reporting framework.  

These may be: 

• corresponding figures; or 

• comparative financial statements. 

Corresponding figures are where amounts and other disclosures for the prior period 
are: 

• included as an integral part of the current period financial statements; but 

• intended to be read only in relation to the amounts and other disclosures relating 
to the current period, and therefore may, under the relevant framework, contain 
less detail than is required for the current period. 207F226F

235 

Comparative financial statements are where amounts and other disclosures for the 
prior period are included for comparison with the financial statements of the current 
period but, if audited, are referred to in the auditor’s opinion and are intended to 
contain a level of detail comparable to that of the current period. 208F227F

236 

Comparative information may cover several prior periods, depending on law and 
regulation or the financial reporting framework. 

25.2 Understanding the Framework 

In order to audit and report on comparative information, the auditor must have an 
understanding of what the relevant requirements of the applicable financial reporting 
framework.  

Comparative information is usually either presented in the form of: 

• corresponding figures; or 

• comparative financial statements. 

 
235 Unless amended by national law, IFRS is an example of a corresponding figures framework. 
236 US GAAP is an example of a comparative financial statements framework. 
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The approach taken, and the opinion given, by the auditor will depend on which type 
of comparative information is presented. 

For corresponding figures, the auditor must give an opinion applying to the current 
period. For comparative financial statements the opinion must cover each period for 
which financial statements are presented. The amount of work that must be done by 
the auditor will depend on which type of comparative information is presented with 
the financial statements, although unless any issues are identified as a result of the 
basic procedures the difference in work undertaken under the two frameworks is, in 
practice, minimal. 

25.3 Obtaining Evidence 

Having understood the applicable financial reporting framework, the auditor must 
obtain sufficient appropriate audit evidence that: 

• the requirements of the framework have been met 209F228F

237; and 

• the amounts in the financial statements have been appropriately classified 210F229F

238 

This involves evaluating whether: 

• the comparative information agrees with previous period financial statements (or 
has been restated in accordance with the requirements of the financial reporting 
framework); and 

• the accounting policies in the comparative information are consistent with those 
used in the current period; or 

• if there have been changes in accounting policies, that those changes have been: 

o properly accounted for; and  

o adequately presented and disclosed. 

In order to perform this evaluation, the auditor must review previous period financial 
statements as appropriate to check that they agree with the comparative information 
presented in the current financial statements. In the absence of identified errors or 
changes in accounting policy, this is nearly all the auditor is required to do. 

If during the course of the audit the auditor obtains evidence indicating that the 
previous period financial statements may have been materially misstated (for example 
if the auditor discovers evidence that there may have been fraudulent manipulation of 
the financial statements or if errors are found which may have an impact on previous 
years) then the auditor must perform additional procedures to determine whether the 
previous period amounts were in fact misstated. 211F230F

239 
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If as a result of these procedures misstatements in the prior period financial 
statements are identified, the auditor must ensure that the treatment and disclosure 
prescribed by the financial reporting framework is applied. 212F231F

240 

In addition to the procedures above, the auditor must also always request written 
representations from those charged with governance for all periods referred to in the 
auditor’s opinion. 213F232F

241 The written representations must cover the periods on which the 
auditor is reporting – therefore, if the financial statements include corresponding 
figures, they only need to cover the current financial statements, but if the financial 
statements include comparative financial statements then the written 
representations will need to cover all the periods for which financial statements are 
included. 

If there have been any restatements made to correct a material misstatement in prior 
period financial statements these must also be the subject of a specific written 
representation, regardless of the format of the comparative information in the current 
period financial statements. 214F233F

242 

25.4 Reporting – Corresponding Figures 

The audit opinion should make no reference to corresponding figures unless: 

• the previous audit opinion was modified, and the matter has not been resolved; or 

• the auditor has identified a material misstatement in the prior period financial 
statements which has not been resolved. 

In addition, the audit report as a whole should make no reference to corresponding 
figures unless: 

• the financial statements have been amended to reflect a material error identified 
in relation to prior periods; or 

• the prior period financial statements were audited by another auditor; or 

• the prior period financial statements were unaudited. 

In the first two of these cases the audit report may be amended, but this is not 
mandatory. In the third case, it is mandatory. 

 
240 For example, under IFRS paras. 41 to 48 of IAS 8 deal with the accounting treatment to be 
applied where a material error in relation to a prior period is identified, with some further 
guidance in paras. 50 to 53 dealing with impracticability, whilst the disclosure required is set out 
in para. 49. 
241 Para 9 ISA 710 
242 Para 9 ISA 710 
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Unresolved Prior Period Modification 

If the opinion on the prior period included a modification that is unresolved, then the 
auditor must modify the opinion for the current period’s financial statements 215F234F

243 and 
include in the Basis for Modification paragraph: 

• reference to both the current period’s figures and the corresponding figures in the 
description of the matter giving rise to the modification when the effects or 
possible effects of the matter on the current period’s figures are material. This 
applies where the matter affects, or may, affect, the current period’s figures; 216F235F

244 or 

• an explanation that the current audit opinion has been modified because of the 
effects or possible effects of the unresolved matter on the comparability of the 
current period’s figures and the corresponding figures. This applies where the 
matter affects, or may affect, only the corresponding figures. 217F236F

245 

For this purpose, a matter is not resolved where the underlying issue has been dealt 
with, but in the wrong period, for example where appropriate provision has been made 
in the current period but a provision should have been made in the prior period. In this 
case, the performance statements would be materially incorrect for both periods and 
the statement of financial position for the prior period. 

Identified Material Misstatement in Prior Period 

During the course of the audit the auditor may have determined that a prior period’s 
financial statements (on which an unmodified opinion had been issued) did in fact 
include a material misstatement. 

Where the matter has been dealt with in the financial statements in accordance with 
the applicable financial reporting framework then the audit opinion should not be 
modified.  

However, the auditor may include an emphasis of matter paragraph describing the 
circumstances and explaining where relevant disclosures that fully describe the matter 
can be found in the financial statements. 218F237F

246  In determining whether or not such 
reference should be made, reference should be made to the sections of this Manual 
dealing with audit reporting, in relation to emphases of matter. 

Where the matter has not been dealt with in the financial statements in accordance 
with the applicable financial reporting framework then the audit opinion should be 
modified.  

The auditor must give a qualified or adverse opinion on the current period’s financial 
statements, with respect to the corresponding figures. 219F238F

247 
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Prior Period Audited by a Predecessor Auditor 

Where the prior period was audited by another auditor there is no requirement that 
this be mentioned in the audit report.  

However, if the auditor wishes to make such reference and is allowed to do so under 
national law and regulation, then the auditor must state in an other matter paragraph: 

• that the financial statements of the prior period were audited by the predecessor 
auditor; 

• the type of opinion expressed by the predecessor auditor and, if the opinion was 
modified, the reasons; and 

• the date of the predecessor auditor’s report. 220F239F

248 

Prior Period Not Audited 

If the prior period financial statements were not audited then the auditor must state 
this in an other  matter paragraph in the audit report.  

The absence of an audit for the prior period has no effect on the requirement placed 
on the auditor to perform appropriate audit procedures on opening balances. 221F240F

249 

25.5 Reporting – Comparative Financial Statements 

If the comparative information presented under the applicable financial reporting 
framework takes the form of comparative financial statements, the auditor’s opinion 
on the current financial statements must refer to each period for which financial 
statements are presented and on which an audit opinion is expressed.222F241F

250 

The opinions expressed on each period will be subject to the normal requirements in 
relation to modifications, emphases of matter and other matters. 

Identified Material Misstatement in Prior Period 

During the course of the audit the auditor may have determined that a prior period’s 
financial statements (on which an unmodified opinion had been issued) did in fact 
include a material misstatement. 

Where the prior period’s financial statements are appropriately amended in 
accordance with the financial reporting framework, this will not lead to any 
modification to the audit opinion, but as with corresponding figures the audit should 
consider whether, in accordance with the normal requirements, this should be 
included within an emphasis of matter paragraph. 
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Where the opinion remains different from that previously expressed, the auditor must 
disclose the reasons for the different opinion in an other matter paragraph in the 
report. 223F242F

251 

Prior Period Audited by a Predecessor Auditor 

If the prior period financial statements were audited by another auditor then the 
auditor must: 

• express an opinion on the current financial statements; and 

• if the other auditor’s report is not reissued with the current financial statements, 
state in an other matter paragraph: 

• that the financial statements of the prior period were audited by the 
predecessor auditor; 

• the type of opinion expressed by the predecessor auditor and, if the opinion was 
modified, the reasons; and 

• the date of the predecessor auditor’s report. 224F243F

252 

This should be rare, as the normal situation in jurisdictions that require comparative 
financial statements, is that the predecessor auditor’s report on the financial 
statements is reissued with the financial statements. 

If, during the course of the audit, the auditor has concluded that prior period financial 
statements which received an unmodified audit report from a predecessor auditor do 
in fact contain a material misstatement, the auditor must: 

• communicate this to the appropriate level of management and those charged with 
governance;  225F244F

253 and 

• request that they inform the predecessor auditor. 226F245F

254 

If the prior period financial statements are appropriately amended in accordance with 
the financial reporting framework and the predecessor auditor agrees to issue a new 
report on the amended financial statements then the auditor’s report in the current 
financial statements must only refer to the current period. 227F246F

255 

Prior Period Not Audited 

If the prior period financial statements were not audited at all the auditor must explain 

 
251 Para 16 ISA 710 
252 Para 17 ISA 710 
253  Unless all of those charged with governance are also involved in the management of the 
entity 
254 Para 18 ISA 710 
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this in an other matter paragraph in the audit report.  

The absence of an audit for the prior period has no effect on the requirement placed 
on the auditor to perform appropriate audit procedures on opening balances. 228F247F

256 
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26 Representations 

26.1 Introduction 

Written representations are written statements by management (or, where 
appropriate, those charged with governance) provided to the auditor to confirm 
certain matters or to support other audit evidence.  

The auditor must obtain written representations from management that it believes 
that it has fulfilled its responsibility for:  229F248F

257 

• the preparation of the financial statements; and  

• the completeness of the information that has been provided to the auditor. 

The auditor must also obtain written representations to support other audit evidence 
relevant to the financial statements as a whole, or specific assertions in the financial 
statements, if necessary. 230F249F

258 

Written representations provide audit evidence but they almost never provide all the 
audit evidence that would be needed for any given matter.  They support other audit 
evidence. The fact that the auditor has a written representation about any given matter 
does not mean that no further work needs to be done relating to that matter since this 
will not, with limited exceptions, provide sufficient appropriate audit evidence. 

26.2 Obtaining Written Representations 

Written representations must only be requested from management with appropriate 
responsibilities for the financial statements and knowledge of the matters concerned.  
231F250F

259 

Where a written representation is critical to obtaining sufficient appropriate audit 
evidence the auditor must approach those charged with governance for this, rather 
than management. This is due to the importance of such representations as audit 
evidence. In practice, in many smaller entities these may be the same people. 

To have value as audit evidence, the written representations need to be informed 
representations and not mere statements by persons with little or no knowledge of or 
interest in the subject matter. The auditor may request that the representations 
include confirmation that management have made the appropriate inquiries to 
enable them to provide the relevant written representations in order to demonstrate 
that the representations are ‘informed’. 

 
257 Para 6, ISA 580 
258 Para 6, ISA 580 
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Evidence obtained during the course of the audit that management has fulfilled its 
responsibilities – for example, the existence of financial statements, or the fact that 
management appears to have cooperated with the auditor during the course of the 
engagement - is not sufficient evidence of itself, without written confirmation from 
management, that it believes that it has properly fulfilled its responsibilities 

A signed copy of the financial statements may be sufficient evidence of the directors’ 
acknowledgement of their collective responsibility for the preparation of the financial 
statements where it incorporates a statement to that effect, however it will not be, by 
itself, sufficient appropriate evidence to confirm other representations provided to the 
auditor. 

Reconfirmation of management’s acknowledgement and understanding of its 
responsibilities cannot be made ‘subject to the best of management’s knowledge and 
belief’. But, this does not prevent management from stating that other written 
representations relating to the fulfilment of its responsibilities are given to the best of 
its knowledge and belief. 

26.3 Additional Representations 

In addition to the representation from management about the fulfilment of its 
responsibilities, the auditor must also obtain written representations regarding: 

• fraud; 

• laws and regulations; 

• uncorrected  misstatements; 

• litigation; 

• accounting estimates; 

• related parties; 

• subsequent events; 

• going concern; 

• comparatives; and 

• other matters that the auditor considers necessary. 232F251F

260 

Fraud 

The auditor must obtain written representations from management that: 233F252F

261 

• it acknowledges its responsibility for the design, implementation and maintenance 
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of internal control to prevent and detect fraud 

• it has  disclosed to the auditor: 

o the results of its own risk assessment regarding the impact of fraud on the 
financial statements 

o its knowledge of fraud (actual or suspected) affecting the client involving 
management, employees with significant internal control roles or others 
where the fraud could have a material impact on the financial statements 

o its knowledge of any allegations regarding fraud (actual or suspected) that 
affect the financial statements  

Laws and Regulations 

The auditor must ask management to provide written representations that it has 
disclosed to the auditor all known instances of non-compliance (actual or suspected) 
with laws and regulations that should be considered when preparing financial 
statements.234F253F

262 

Identified Misstatements 

The auditor must ask management for written representations as to whether it 
believes the effects of uncorrected misstatements are immaterial, either individually 
or in aggregate, to the financial statements as a whole. The request for written 
representations on this matter must include a summary of the uncorrected 
misstatements.235F254F

263 

Litigation and Claims 

The auditor must ask management to provide written representations that all known 
actual or possible litigation or claims where the effect should be considered when 
preparing the financial statements have been disclosed to the auditor and properly 
accounted for and disclosed. 236F255F

264 

Accounting Estimates 

The auditor must obtain written representations from management as to whether the 
methods, significant assumptions and the data used in making the accounting 
estimates and the related disclosures are appropriate to achieve recognition, 
measurement or disclosure that is in accordance with the applicable financial 
reporting framework. The auditor shall also consider the need to obtain 
representations about specific accounting estimates, including in relation to the 
methods, assumptions, or data used.. 237F256F

265 
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Related Parties 

Where the applicable financial reporting framework sets related party requirements, 
the auditor must ask management for written representations confirming that: 238F257F

266 

• it has disclosed the identities of all the related parties, and details of the 
relationships and related party transactions of which they are aware; and 

• it has accounted for and disclosed the relationships and transactions appropriately. 

Subsequent Events 

The auditor must request written representations from management the all 
subsequent events requiring adjustment or disclosure have been appropriately 
adjusted or disclosed. 239F258F

267 

Going Concern 

If there are events or conditions (see section 22 of this manual) that may cast significant 
doubt on the entity’s ability to continue as a going concern,  the auditor must ask 
management for written representations regarding its plans for future action and the 
feasibility of those plans. 240F259F

268 

Comparatives 

The auditor must obtain specific written representations regarding any restatements 
made to correct material misstatements in prior period financial statements that 
affect the comparative information in the current financial statements. 

26.4 Threshold Amount 

The auditor may consider determining and communicating to management a 
threshold for the purposes of the requested written representations. An example of 
this concept might be the threshold above which misstatements cannot be regarded 
as clearly trivial. 241F260F

269
 

26.5 Unreliable Written Representations or Refusal to 
Provide Written Representation 

If the auditor has concerns about the competence, integrity, ethical values or diligence 
of management, or about its commitment to or enforcement of these, the auditor 
must determine the effect these concerns may have on the reliability of written (or 
oral) representations, and audit evidence in general.  242F261F

270 
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If written representations are inconsistent with other audit evidence then the auditor 
must perform additional procedures to resolve this. Examples include: 

• considering whether the risk assessment remains appropriate; 

• revising the risk assessment; 

• determining further audit procedures to respond to the newly assessed risk. 

If the issue remains unresolved then the auditor must reconsider the evaluation of 
management and the reliability of any representations received or evidence obtained 
from it. 243F262F

271 If the conclusion is that written representations are indeed not reliable, then 
the auditor must take appropriate action including determining the possible effect on 
the audit opinion. 244F263F

272 

If management does not provide one or more of the requested written representations 
the auditor must: 245F264F

273 

• discuss the matter with management; 

• re-evaluate management’s integrity and evaluate the effect that this may have on 
the reliability of representations (oral or written) and audit evidence in general; and 

• take appropriate actions, including determining the possible effect on the audit 
opinion. 

If the auditor has identified significant issues relating to the competence, integrity 
ethical values or diligence of management, or about its commitment to or 
enforcement of these, but has still concluded that the written representations are 
reliable, the significant issues must still be documented on the file, together with the 
conclusions drawn and the significant professional judgements made in reaching 
those conclusions246F265F

274. 

The auditor must disclaim the audit opinion if there is sufficient doubt that the 
representations relating to management’s responsibility for the preparation of the 
financial statements, the information provided to the auditor and the completeness of 
the transactions reflected in the financial statements are reliable, or if those written 
representations are not received. 247F266F

275 
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26.6 Date and Form of the Written Representations  

The date of the written representations must be as near as practicable to, but not after, 
the date of the auditor’s report. As noted above, written representations must be 
obtained for all financial statements and periods referred to in the auditor’s report.  248F267F

276 

Written representations must be made in a representation letter addressed to the 
auditor. If law or regulation requires management to make written public statements 
about its responsibilities, and the auditor determines that such statements provide 
some or all of the necessary representations regarding preparation of the financial 
statements, the information provided or the completeness of transactions, then the 
relevant matters covered by such statements need not be repeated in the 
representation letter. 249F268F

277 Factors that may influence this determination include: 

• whether the legal or regulatory statement has been given or approved by those 
from whom the auditor requested the relevant written representations; and  

• whether a copy of the statement was provided to the auditor as near as practicable 
to, but not after, the date of the audit report. 

26.7 Communication With Those Charged With Governance 

The auditor must communicate with those charged with governance the written 
representations which have been requested from management. 250F269F

278
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27 Evidence and Evaluation 

27.1 Introduction 

One of the key points of audit activity is the obtaining of sufficient appropriate audit 
evidence on which to base an opinion on the financial statements.  251F270F

279 

The evidence that must be obtained relates primarily to the assertions made by 
management in the financial statements.  

Broadly, evidence consists of: 

• information provided to the auditor (eg by management or third parties); and 

• information generated by the auditor (the results of audit procedures – for example, 
conclusions drawn from substantive analytical procedures). 

Any evidence obtained by the auditor must be evaluated by the auditor to determine 
if it can be used to help form the opinion – the auditor is concerned with relevance and 
reliability. 

Most audit evidence is persuasive rather than conclusive. Typically, pieces of audit 
evidence are used to build up a picture – the auditor must consider each individually 
but also must consider the big picture that emerges as the body of evidence grows. It 
is only when that picture is complete that the audit opinion can be determined. 

Evidence consists of: 

• information that supports or corroborates management’s assertions; 

• information that contradicts management’s assertions. 

This section of the manual addresses procedures that must be performed by the 
auditor in obtaining the necessary evidence, and how the auditor must evaluate that 
evidence. 

27.2 Evidence and assertions 

Assertions fall under the following categories: 

• assertions about classes of transactions and events and related disclosures for the 
period under audit: 

o occurrence – the transactions and events recorded or disclosed actually 
happened and such transactions and events pertain to the entity; 
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o completeness – every transaction that should have been recorded was 
recorded, and all related disclosures that should have been included 
have been included; 

o accuracy - amounts and other data relating to recorded transactions and 
events have been recorded properly and related disclosures have been 
appropriately measured and described;  

o cut-off - transactions and events have been recorded in the correct 
accounting period; 

o classification—transactions and events have been recorded 
appropriately; and 

o presentation – transactions and events are appropriate aggregated or 
disaggregated and clearly described, and related disclosures are relevant 
and understandable in the context of the requirements of the applicable 
financial reporting framework. 

• assertions about account balances and related disclosures at the period end: 

o existence— assets, liabilities, and equity interests exist; 252F271F

280 

o rights and obligations—the entity holds or controls the rights to assets, 
and liabilities are the obligations of the entity; 

o completeness - all assets, liabilities and equity interests that should have 
been recorded have been recorded, and all related disclosures that 
should have been included have been included; 

o accuracy, valuation and allocation - assets, liabilities, and equity interests 
are included in the financial statements at appropriate amounts and any 
resulting valuation or allocation adjustments are appropriately recorded, 
and related disclosures have been appropriately measured and 
described; 

o classification – assets, liabilities and equity interests have been recorded 
in the proper accounts; and  

o presentation - transactions and events are appropriate aggregated or 
disaggregated and clearly described, and related disclosures are relevant 
and understandable in the context of the requirements of the applicable 
financial reporting framework. 

As previously documented in this manual, condensed assertion mapping is also now 
included as follows to compliment the MG audit resources, please refer to Chapter 10.6 
for further guidance on this.  

 
280 In the case of financial statements prepared under IFRS there may also be regulatory deferral 
accounts in accordance with IFRS 14. These are not assets, liabilities or equity. 
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All audit evidence must relate to one or more of these assertions.  

27.3 Qualities of Evidence 

Sufficient and Appropriate 

Sufficiency is a measure of quantity – sufficient evidence is enough evidence on which 
to base a conclusion (or form an opinion) about the subject to which the evidence 
relates. 

Appropriate evidence is evidence that is relevant to the assertion being considered.  

For example, when considering the completeness assertion for creditors, evidence 
relating to existence is not appropriate in the context of the task being performed, 
therefore an audit procedure involving checking items in the creditors’ listing to 
invoices received will not generate appropriate audit evidence about completeness.  

The auditor performs the risk assessment by assertion – that is, risks are identified in 
terms of which assertions they may affect. The audit plan (including the procedures 
that will be performed to obtain the necessary evidence regarding the identified risks) 
is therefore constructed in terms of assertions. Specific procedures are planned to 
obtain evidence relating to specific assertions.  

Relevant and Reliable 

When designing and performing audit procedures, the auditor must consider the 
relevance and reliability of the information that will be used as audit evidence, 
including information obtained from an external information source. 253F272F

281 

Relevance is mainly related to the purpose of the procedure being performed. If an 
audit procedure is intended to test for existence, and rights and obligations, then the 
procedures will start from information in the accounting records (for example, 
checking recorded debtor balances against third party information to ensure the 
balances are real and owed to the entity).  

If an audit procedure is intended to test for completeness then the procedures cannot 
start from information held in the accounting records, since that could only identify 
items that are recorded – the auditor’s concern relates to items that may have been 
excluded or missed out, for whatever reason. So, in the case of completeness of 
creditors, for example, suppliers’ statements may be a better starting point for testing. 

When the auditor is planning to use tests of control the relevant issues are identifying 
conditions that demonstrate that the control was operated (for example, evidence of 
authorisation being given) and conditions that indicate a problem (the control not 
being operated as it was intended to operate 

When the auditor is planning to use substantive procedures the relevant question is 
what constitutes a misstatement in the relevant assertion.  
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The reliability of information that will be used as, or contribute to, audit evidence is 
influenced by: 

• its source; 

• its nature; and 

• the circumstances under which it was obtained (this will include the controls over 
its preparation and maintenance). 

An external information source is an individual or organization that provides 
information that has been used by the entity in preparing the financial statements, or 
that has been obtained by the auditor as audit evidence, when such information is 
suitable for use by a broad range of users. When information has been provided by an 
individual or organisation acting as a management’s expert, service organisation, or 
auditor’s expert then the information provider is not an external information source 
(with respect to that particular information). 

Examples of the sort of information provided by external information sources include 
but are not limited to:  

• Prices and pricing related data; 
• Historical and forecast unemployment rates and economic growth rates, or census 

data; 
• Credit history data; 
• Industry specific data, eg an index of reclamation costs for certain extractive 

industries, or viewership information or ratings used to determine advertising 
revenue in the entertainment industry;  

• Mortality tables. 

In general: 

• independent evidence obtained from third parties is more reliable than 
information obtained from inside the entity; 

• reliability of internally generated evidence is increased where there are effective 
controls over its preparation and maintenance; 

• evidence obtained directly by the auditor (eg from observation or reperformance) 
is more reliable than indirect evidence (eg evidence obtained from enquiry); 

• written (or recorded) evidence is more reliable than oral evidence; and 

• original documents are more reliable than copies. 

These are only rules of thumb, and there are exceptions to the above – for example, 
third party evidence from an unknowledgeable source is unlikely to be as reliable as 
internal evidence from someone who has significant knowledge of the issue in 
question.  
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Where the auditor is evaluating information from an external information source, in 
some situations, there may be only one provider of certain information, eg information 
from a central bank. Where this is the case, the nature and extent of audit procedures 
that may be appropriate in the circumstances will be influenced by the nature and 
credibility of the source of the information, the assessed risks of material misstatement 
to which that external information is relevant, and the degree to which the use of that 
information is relevant. For example, when the information is from a credible 
authoritative source, the auditor’s further audit procedures may be less extensive, such 
as corroborating the information to the source’s website or published information. If 
the source is not credible, in the absence of any information to corroborate the 
information from the source, the auditor will need to consider whether more extensive 
procedures can be performed and whether obtaining information from the external 
information source is in fact appropriate in the circumstances. 

If the auditor has no sufficient basis with which to consider the relevance and reliability 
of information from an external information source, there may be a scope limitation if 
sufficient appropriate audit evidence cannot be obtained through alternative 
procedures. 

Similarly, whilst observation provides high quality evidence in relation to the act 
observed, it provides no evidence in relation to any unobserved acts, since the fact of 
observation may itself affect the act. 

Copies includes electronic copies. Particular care may be needed with e-mails, both in 
relation to underlying attachments and the source.  

Where the auditor uses information provided by the entity (IPE), the auditor must: 254F273F

282 

• obtain evidence about the accuracy and completeness of the information (which 
will include consideration of the controls in place over the preparation of the 
information and also consideration of the reliability and integrity of management 
in general); and 

• evaluate whether the information is sufficiently precise and detailed for the 
auditor’s purpose.   

Refer to Moore Global IPE Methodology and templates for further guidance. 

27.4 Obtaining Evidence 

As noted above, evidence is obtained through the performance of audit procedures. 
These may be risk assessment or risk response procedures, they may comprise tests of 
control or substantive tests, and they may involve a variety of activities including: 

• tests of detail; 

• analytical procedures; 
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• seeking confirmations; 

• enquiry; 

• observation; or 

• reperformance. 

Audit evidence can also be obtained from: 

• previous audits; and 

• a firm’s own quality management procedures (specifically, relating to client 
acceptance and/or retention – procedures performed in this area will usually 
provide evidence relating to the reliability of management). 

Evidence drives both the planning of the audit and the performance of audit 
procedures (both risk assessment procedures and further audit procedures).  

The procedures to be used to obtain evidence will initially be selected or designed 
during the risk assessment and set out in the audit plan. 

Once the auditor starts obtaining evidence (either during the risk assessment or the 
risk response) the auditor’s understanding of what might be needed to provide the 
required evidence or what evidence is actually required may develop or change – when 
this happens, the auditor must amend the plan as necessary.  

Examples include: 

• an initial expectation that reliance will be able to be placed on controls which turns 
out to be incorrect (when control tests fail) – this will increase the level of 
substantive testing required; 

• discovery of fraud risk indicators which were not evident when the risk assessment 
was performed – this will require the planning of specific additional procedures to 
address the new potential fraud risks; or 

• identification that draft figures on which materiality decisions were based are 
inaccurate necessitating reconsideration of appropriate materiality levels which 
may involve the need to plan and perform additional procedures. 

The auditor must design and perform audit procedures that are appropriate to the 
circumstances of the client and the engagement that should (based on the auditor’s 
knowledge at the time of design) enable the obtaining of sufficient appropriate 
evidence. 255F274F

283  

Risk Assessment 

While evidence will be obtained from risk assessment procedures, it is never sufficient.  
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Evidence obtained from risk assessment procedures is useful for planning further audit 
procedures and identifying fraud risk indicators. It supports the risk assessment but 
cannot build up ‘the full picture’ by itself. It needs to be supplemented by the evidence 
obtained from the risk response procedures.  

Risk assessment procedures typically include: 

• enquiry –the auditor will need to ask many questions in order to gain a sufficient 
understanding of the business; 

• observation – this may be a useful technique in obtaining an understanding of the 
entity’s system of internal control; 

• reperformance – again, useful in obtaining an understanding about the internal 
control system; 

• planning analytical procedures – typically applied to draft financial information (see 
section 6 of this manual); 

• reference to past audits –information from past audits may consist of factual details 
such as information about the entity’s structure or the design of the control system, 
it may also consist of insights (such as the likelihood that the draft financial 
information is relatively error free); and 

• client acceptance procedures – these provide evidence relevant to the auditor’s 
evaluation of the integrity of management and the likely reliability of any 
information they provide. 

Enquiry alone will not provide sufficient evidence of either the absence of a material 
misstatement or the operating effectiveness of controls but it is a useful starting point 
during risk assessment. 

Walk-through tests are not the only means of obtaining evidence about the design 
and implementation of controls but they are a very effective and efficient method of 
obtaining such evidence.  

Experts 

In some circumstances the auditor may use the work of a management expert (for 
example, a valuer or surveyor engaged by management). Where this is the case (and 
depending on the significance of the expert’s work in relation to the audit), the auditor 
must: 256F275F

284 

• evaluate the competence, capabilities and objectivity of the expert; 

• obtain an understanding of the expert’s work; and 

• evaluate the appropriateness of the expert’s work as evidence for the assertion in 
question.  
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Other Procedures 

The auditor must perform some substantive procedures for all material classes of 
transactions and account balances.  

The auditor must also always: 

• agree the financial statements to the underlying financial records; and 

• examine material journal entries and other adjustments made during the course 
of preparing the financial statements. 

Inventory 

If inventory is material to the financial statements, the auditor must: 

• attend the physical inventory count (unless this is impracticable) to: 

o evaluate management’s procedures; 

o observe the count; 

o inspect the inventory; 

o perform test counts; and 

• perform procedures on the final inventory records to determine whether they 
accurately reflect the count. 257F276F

285 

Where an inventory count is undertaken at a date other than the end of the financial 
reporting period, then the auditor must also perform audit procedure that specifically 
address inventory changes in the period between the date of the count and the end of 
the financial reporting period. 258F277F

286  

This can also apply when, due to unforeseen circumstances, an auditor is unable to 
attend an inventory count as had originally been planned. 

Where it is impracticable to attend an inventory count the auditor must perform 
alternative procedures that provide sufficient appropriate audit evidence concerning 
the existence and condition of inventory. 259F278F

287  Impracticable is a high test, and the 
alternative may be used only where it is realistically impossible to attend an inventory 
count. It must not be used where attendance would simply be difficult, time 
consuming or inconvenient. 260F279F

288 
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Where the auditor has not attended an inventory count where inventory is material, 
and doing so was not impracticable, or where attendance was impracticable but 
alternative procedures are not available, then the audit opinion will need to be 
modified due to limitation of scope. 261F280F

289 

Where inventory is under the custody and control of a third party the auditor must: 

• request confirmation from the third party as to quantities and condition of 
inventory held; and/or 

• perform inspection or other audit procedures as appropriate. 262F281F

290 

Confirmation will not suffice where there are any concerns regarding the integrity and 
objectivity of the third party. In such cases the auditor will have to undertake further 
procedures such as: 

• attending the inventory count; 

• arranging for another auditor to attend the inventory count; 

• inspecting documentation such as warehouse receipts; or  

• obtaining a service auditor’s report on adequacy of internal controls over counting 
and safeguarding of inventory. 

Litigation and claims 

The auditor must design and perform procedures to identify litigation and claims 
involving the entity which might give rise to a material misstatement in the financial 
statements, including: 263F282F

291 

• enquiry of management and others (including in-house legal counsel where 
applicable); 

• reviewing minutes of meetings of those charged with governance and 
correspondence with legal counsel; and 

• reviewing legal expenses. 

These procedures should be designed to identify situations that have not been 
disclosed or have been disclosed inappropriately as well as to confirm situations that 
have been fully disclosed. 

If the auditor identifies a risk of material misstatement in relation to known claims, or 
when audit procedures indicate that there may be unidentified claims, then direct 
communication with the entity’s legal counsel must be sought. 264F283F

292  
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If management refuses to allow this, or the counsel is prohibited from responding by 
law or regulation, and the auditor is unable to gain sufficient appropriate audit 
evidence through the performance of other procedures, then the auditor’s opinion 
should be modified. 265F284F

293 266F285F

294 

Some jurisdictions allow general letters to counsel, where the auditor asks counsel to 
provide: 

• a list of claims and litigation of which they are aware; 

• an assessment of the outcome; and 

• an estimate of the financial implications, including costs. 

Where such letters are allowed they should be sent in preference to specific letters. 

Where such letters are not allowed (often as a result of the rule of the local professional 
body for counsel) a specific letter should be sent including: 

• a list of litigation and claims; 

• where available, management’s assessment of both the outcome and the financial 
implications; and 

• a request that counsel confirm the reasonableness of management’s assessment. 

There may be situations where a meeting with counsel is required, for example where 
the matter is a significant risk or where there is some indication of a disagreement 
between the client and counsel. Such meetings may only be held with the client’s 
permission and it would be normal for a client’s representative to be in attendance. 

Segment Information 

The auditor must obtain sufficient appropriate evidence regarding the presentation 
and disclosure of segment information in accordance with the applicable financial 
reporting framework by267F286F

295: 

• obtaining an understanding of the methods used by management in determining 
segment information; and 

o evaluating whether those methods are likely to result in correct 
disclosure; 

o testing the application of the methods where appropriate; and 

 
293 Para. 11, ISA 501 
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whether such an imposed limitation of scope means that the auditor should withdraw from the 
engagement, where allowed to do so by law and regulation. 
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• performing analytical procedures (see section 18 of this manual) or other 
procedures appropriate to the circumstances. 

Confirmations 

External confirmations can provide persuasive evidence regarding: 

• account balances (for example, debtors, creditors, bank balances, investments); 

• terms of agreements and contracts; and 

• transactions between an entity and other parties. 

If external confirmation procedures are used, the auditor must maintain control over 
the confirmation requests, including: 268F287F

296 

• determining the information to be confirmed or requested;  

• selecting the appropriate confirming party; 

• designing the confirmation requests, including determining that requests are 
properly addressed and contain return information for responses to be sent directly 
to the auditor; and 

• sending the requests, including follow-up requests when applicable, to the 
confirming party. 

Confirmation requests are usually in the form of positive confirmation. 

Negative confirmations are far less persuasive than positive ones. Auditors must not 
use negative confirmations as the only substantive procedure addressing an assessed 
risk at the assertion level unless: 269F288F

297 

• the auditor has assessed the risk of material misstatement as low and has obtained 
sufficient appropriate audit evidence regarding the operating effectiveness of 
controls relevant to the assertion;  

• the population of items subject to negative confirmation procedures comprises a 
large number of small, homogeneous account balances, transactions or conditions; 

• a very low exception rate is expected; and 

• the auditor is not aware of circumstances or conditions that would cause recipients 
of negative confirmation requests to disregard such requests. 

In practice this means that negative confirmations should almost never be used. 
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If the auditor decides that confirmations should be sought, but management refuse 
to allow this, the auditor must: 270F289F

298 

• enquire as to management’s reasons for the refusal, and seek audit evidence as to 
their validity and reasonableness;  

• evaluate the implications of management’s refusal on the assessment of the 
relevant risks of material misstatement, including the risk of fraud, and on the 
nature, timing and extent of other audit procedures; and  

• perform alternative audit procedures designed to obtain relevant and reliable audit 
evidence. 

If management’s request is not considered reasonable, or it is reasonable but the 
auditor cannot obtain the required evidence through performing other procedures, 
the auditor must communicate with those charged with governance (see section 30 
of this manual) and consider the effect on the audit opinion. 271F290F

299 

If the responses to confirmation requests give rise to questions about reliability, the 
auditor must seek further evidence to resolve those questions. 272F291F

300  

If the auditor determines that a response is not reliable, then the implications of this 
for the risk assessment (including the risk of fraud) and the nature timing extent of 
other planned procedures must be evaluated. 273F292F

301 

If no response is received to a confirmation request, where possible the auditor must 
perform alternative procedures.274F293F

302  

Where this is not possible, because the auditor believes that a confirmation is the only 
way to achieve sufficient appropriate audit evidence, then the auditor must determine 
the implications for the audit opinion. 275F294F

303 

If one or more responses to a confirmation request gives rise to exceptions (ie the 
confirmation does not give the expected answer) then the auditor must investigate to 
determine whether this indicates that the financial statements contain 
misstatements. 276F295F

304
 

27.5 Documentation 

The auditor must always document evidence. In particular, the auditor must 
document: 
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• the results of tests; and 

• any conclusions drawn therefrom (eg about risk, likelihood of fraud, likelihood of 
misstatement, effectiveness of controls, impression of management, any need to 
change the audit strategy or plan). 

The auditor must also document:277F296F

305 

• the clearly trivial amount; 

• all misstatements accumulated during the audit and information as to whether 
they have been corrected or not; and 

• a conclusion as to whether uncorrected misstatements are materially individually 
or in aggregate and the basis for that conclusion. 
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28 Audit File Completion 

28.1 Introduction 

File completion is the process of assembling the final audit file at the end of an audit 
engagement, prior to the signing of the audit report and the final sign-off of the file.  

Completion involves performing those activities that can only be performed at the end 
of the process, and all matters required to be covered during the engagement have 
been covered. It involves but is not restricted to documentation issues.  

Some of the activities which must be performed can be done in any order, others can 
only be done at a particular point in time.  

This section should not be regarded as an exhaustive checklist, since the 
characteristics of each engagement will determine the precise nature of the 
completion procedures necessary to get the file to a point where it can be signed off. 
Instead, it explains the most typical procedures which must be performed in order to 
finalise a file. Some of these procedures must be performed by the engagement 
partner, who bears overall responsibility for the engagement and thus the audit file; 
some of the procedures may be performed by other members of the engagement 
team. 

28.2 Journal Entry Testing 

Testing of journal entries must be undertaken on all audits in order to address the risk 
of management override in relation to fraud. 278F297F

306 

Given the potentially pervasive nature of the results of such testing, such procedures 
must not be left until the completion stage of the audit, and should be undertaken as 
soon as possible in the audit process, which means as soon as possible after draft 
financial statements are made available. 

However, since there may be late journal entries required to address identified 
misstatements (whether identified by the auditor or the entity) or the resolution of 
disagreements that may have arisen or been identified during the course of the 
engagement, engagement teams must extend their audit journal testing to cover 
such journals. 

The auditor must also ensure that all valid journals have been reflected in the final 
version of the financial statements. 

 

 

 

 
306 Para. 32 (a), ISA 240 
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28.3 Financial Statements 

A complete engagement file may contain drafts of the financial statements as well as 
the final version.  

At completion, and before the financial statements have been signed, the auditor must 
ensure that: 

• superseded versions are identified as such. The audit file must contain the first and 
final drafts of the financial statements. Intermediate drafts do not need to be 
included in the file, unless they are necessary to demonstrate the process by which 
the final financial statements have been prepared, for example where they 
demonstrate how disclosure matters have been identified and resolved; 

• the final financial statements are consistent with lead schedules and relevant 
working papers; 

• the final financial statements reflect any last minute journal entries; 

• the disclosures in the final financial statements comply with the applicable 
financial framework and laws and regulations. This can be done by use of an up to 
date disclosure checklist; and 

• the figures in the final financial statements are consistent with the figures which 
were the subject of the final analytical procedures. 

The auditor must also ensure that the file contains a copy of the final financial 
statements that has been approved by those charged with governance. 

28.4 Final Analytical Procedures 

The auditor must design and perform analytical procedures near the conclusion of the 
audit to help form an overall conclusion as to whether the financial statements are 
consistent with their understanding of the audited entity. Typically, these will comprise 
reasonableness checks, and should be performed by a member of the team that has 
sufficient understanding of the engagement as a whole to be able to conclude on the 
overall consistency of the financial statements with the picture drawn by the other 
audit work that has been performed.  

The auditor should also be alert for any inconsistencies between the results of the final 
analytical procedures and the results of any other audit procedures performed during 
the course of the audit, in particular any inconsistencies which might be a fraud risk 
indicator (for example, inconsistencies which might indicate fraudulent manipulation 
of the financial statements). 

28.5 Going Concern and Subsequent Events Reviews 

Going concern and subsequent events reviews are covered in sections 22 and 21 of this 
Manual. At the completion stage, the audit engagement partner must ensure that 
these reviews have been updated to the date on which the audit report is signed – and 
that the file evidences this fact. 
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28.6 Representations 

The auditor must ensure that all required representations, from management, those 
charged with governance and others, have been obtained and that they cover all the 
issues they need to cover. Representations are addressed in section 26 of this Manual. 

28.7 Dating 

Automated methodologies often date work automatically, but as part of the file 
completion procedures auditors must check that all third party communications (eg 
letters of representation) or documents signed by third parties (eg the final financial 
statements) are dated appropriately – ie are dated on or slightly before the date on 
which the audit report is signed. It is a matter of judgement how long the period 
between the dating of such documents and the date of the audit report may be before 
revised versions are required.  

However, when there is any delay at all, even one day, the audit engagement partner 
must obtain further audit evidence that the situation has not changed. For example, 
where a letter of representation is provided by those charged with governance at the 
time the financial statements are approved, but the audit report is dated shortly 
thereafter, the audit engagement partner must obtain confirmation from an 
appropriate individual from the entity that there have been no changes in the 
intervening that might have affect the content of the representations. A note of a 
telephone conversation made by the audit engagement partner or an e-mail response 
from the client would suffice for this purpose.  

28.8 Engagement Partner Review 

The engagement partner must always review the audit file. This review must be 
performed timely at appropriate points in time throughout the audit process to 
evidence that the engagement partner is sufficiently and appropriately involved. 

The contents of this review are dealt with in Chapter 29. 

28.9 Audit Report 

The audit report is addressed in section 32 of this Manual. As part of the final partner 
review the partner should consider whether: 

• the report is supported by the conclusions documented on the file drawn from the 
audit procedures performed on all material areas; and 

• the wording of the report complies with applicable professional, legal and 
regulatory requirements. 

28.10 Completion Memorandum 

The audit file must contain a brief summary providing an overview of the audit. For the 
purposes of this Manual this is referred to as an audit completion memorandum. 
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Whilst there may be some overlap with matters reported to those charged with 
governance in accordance with ISA 260, this document has a different objective and 
must be separate. 

The contents of such a memorandum must include: 

• a summary of the results of final analytical procedures; 

• a summary of relevant changes in the entity’s business in the period, where 
applicable; 

• a summary of the impact of the adoption of new or revised accounting policies, 
where applicable; 

• how significant risks were addressed; 

• significant changes to the audit plan, where applicable, and a confirmation that the 
audit plan has been followed in other respects; 

• matters on which consultation took place, where applicable; 

• matters on which reliance has been placed on the work of experts, where 
applicable; 

• matters on which reliance has been placed on service organisations, where 
applicable; 

• final materiality, and whether this has changed from preliminary materiality; 

• a summary of uncorrected misstatements and the auditor’s conclusion on those 
misstatements; 

• the going concern status of the company and any material uncertainties 
connected with this; 

• confirmation that independence has been maintained throughout the audit; and 

• a summary of communication with those charged with governance. 

It may contain reference to any other matters that are considered relevant to a high 
level understanding of the particular audit. 

In all cases, comments may be brief, and reference made to further working papers 
where matters are dealt with in greater detail. 

28.11 Administrative Issues 

In addition to the above, the auditor must ensure that: 

• all extraneous material is removed from the file; 
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• where the entity is expected to be a continuing client, consideration has been given 
to the appropriateness of this; and 

• points relevant to next year’s audit have been drawn up. 

The file must be completed on a timely basis. All audit evidence must be obtained prior 
to the audit report being signed, but some administrative file assembly may be 
undertaken shortly after the report has been signed. For example, letters of 
representation are often obtained at the very end of the audit process, and these may 
be added to the file after signing the audit report. 

Once completed, the audit file must be retained in accordance with the retention 
period set by law and regulation in the auditor’s jurisdiction or, in the absence of any 
such requirements, a period of no less than five years from the date of the audit report. 
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29 File Review 

29.1 Introduction 

File review is relevant to all members of audit engagement teams. Among the various 
file reviews that may be undertaken are those by: 

• a more senior team member; 

• a manager; 

• an engagement quality reviewer (EQR); 

• a second partner who is not the EQR reviewer (for example due to enhanced risk or 
due to specific law or regulation); 

• the audit engagement partner; 

• a reviewer performing reviews as part of the firm’s internal monitoring programme; 

• members of engagement teams in the subsequent period (eg performing a 
retrospective review of estimates); 

• a reviewer from a network review programme; or 

• a reviewer from a regulatory or professional body. 

This section addresses: 

• the different types of review that may occur within the context of an audit 
engagement; 

• requirements relating to reviews performed by engagement team members 
during the course of an engagement; 

• performing reviews during the course of an audit engagement; and 

• documentation of reviews. 

It does not address those reviews, such as internal monitoring reviews, which form part 
of a firm’s overall quality management procedures and not those applicable to an 
individual audit. These are dealt with in the Quality management manual. It also does 
not deal with regulatory reviews. 

All reviews undertaken as part of an audit could be considered analogous to a 
detection control – they are designed to ensure that if there are issues with a file (for 
example a lack of sufficient appropriate audit evidence or incomplete work) these are 
identified and resolved before the audit report is signed and the file is completed. 
Reviewing is therefore an integral part of the audit process. 

For the purposes of this manual, review is defined as: 
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Appraising the quality of the work performed and conclusions reached by others 

29.2 Basic Requirements 

The audit engagement partner is responsible for ensuring that all required reviews are 
undertaken. The engagement partner is also required to review audit documentation 
timely throughout the engagement process, including the areas relating to significant 
matters and significant judgments.307 

For a file that does not require an EQR or second partner review, the minimum review 
requirements (other than those dealing with specific areas) are that: 

• all working papers (other than those originated by the audit engagement partner) 
must be reviewed by a more senior member of the audit team. This is referred to as 
a manager review, although the level of individual undertaking the review will 
depend on the job descriptions within the firm. Such a review may, but need not 
be, undertaken by the audit engagement partner; 

• all working papers originated by the individual (or individuals) undertaking the 
manager review must be reviewed by the audit engagement partner.  

There is no requirement that the audit engagement partner review all working papers. 

29.3 Supervision of Engagement Teams 

Review is connected with supervision. Supervision incorporates: 

• tracking the progress of the engagement;  

• considering:  

o the competence and capabilities of individual members of the engagement 
team; 

o whether they have sufficient time to carry out their work; 

o whether they understand their instructions; and 

o whether the work is being carried out in accordance with the planned 
approach to the engagement; 

• addressing significant matters arising during the engagement, considering their 
significance and, where appropriate, modifying the planned approach; and  

• identifying matters for consultation or consideration by more experienced 
engagement team members during the engagement. Consultation may be 
appropriate for below: 

o issues that are complex or unfamiliar; 

 
307 Para 31, ISA 220 (Revised) 
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o significant risks; 

o significant transactions that are outside of the normal course of business for 
the entity; 

o limitations imposed by management; and 

o non-compliance with laws and regulations.308 

The degree of supervision required will depend on the size and nature of the audit 
team. For small teams the bulk of supervision will be undertaken by the manager but 
larger teams may have several tiers between the most junior members and the 
manager, and it may be appropriate both in terms of efficiency and staff development 
for those team members to engage in some supervision activities. 

29.4 Review During the Engagement 

As noted above, all working papers must be reviewed by a more senior member of the 
audit team this is described for the purpose of this Manual as a manager review, 
although it may be undertaken by an audit engagement partner. 

In some cases, it may be appropriate that some working papers are initially reviewed 
by a more junior member of the audit team. This is described for the purpose of this 
Manual as a senior review. There is no requirement that such reviews be undertaken. 
Such a review would be appropriate where it is considered that such a review is likely 
to identify issues that can be dealt with prior to manager review, saving time on that 
review. 

Review during the course of the engagement will include consideration of whether: 

• the work has been performed in accordance with professional standards and 
applicable legal and regulatory requirements;  

• significant matters have been raised for further consideration;  

• appropriate consultations have taken place and the resulting conclusions have 
been documented and implemented (although in this case it is specifically the 
responsibility of the audit engagement partner to ensure that all appropriate 
consultations have taken place) 

• there is a need to revise the nature, timing and extent of work performed;  

• the work performed supports the conclusions reached and is appropriately 
documented;  

• the evidence obtained is sufficient and appropriate to support the report; and  

• the objectives of the engagement procedures have been achieved. 

 
308 Para A99 ISA 220 (Revised) 
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Individuals performing reviews will typically need to be alert for different levels of issue. 
The following are some examples of issues which may be relevant. These have been 
divided between those that may be most relevant to a senior and a manager review, 
where both are being performed. However, the distinction is somewhat artificial, and 
of course where only a manager review is being undertaken then all matters must be 
considered: 

• Senior level – Ensure that staff: 

o understand what they have been asked to do; 

o understand why they are doing what they are doing; 

o understand what constitutes an error when performing tests; 

o understand the interaction of materiality with further audit procedures; 

o follow the audit plan, and ensure that any changes to that plan are properly 
considered and documented; 

o recognise fraud risk or going concern risk indicators; 

o have met documentation requirements; and 

o have identified matters on which consultation is appropriate; 

• Manager level – Ensure that  

o the audit file contains sufficient appropriate audit evidence for all relevant 
assertions on the material account balances, classes of transaction, and 
disclosures being reviewed; 

o judgements made in the course of audit work are reasonable and properly 
supported; 

o narrative explanations on the file are sufficient and appropriate and not 
excessive; 

o specific requirements of standards have been addressed (for example, 
requirements relating to analytical procedures and estimates); and 

o the file demonstrates an appropriate application of professional scepticism. 

Throughout the course of the audit, the engagement partner must take responsibility 
for the direction, and supervision of the members of the engagement team and the 
review of their work.279F298F

309   The engagement partner must also take responsibility for 
determining whether relevant ethical requirements including those related to 
independence, have been fulfilled.310 

 
309 Para. 29, ISA 220 (Revised) 
310 Para. 21, ISA 220 (Revised) 
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The engagement partner is also responsible for the performance of reviews in 
accordance with the firm’s review policies and procedures. Where the firm has policies 
and procedures that go above and beyond the requirements of professional standards 
or applicable legal and regulatory requirements, the engagement partner recognises 
the responsibility for compliance with the firm’s own policies and procedures. 

In addition to responsibility for ongoing supervision and review during the course of 
the audit, the engagement partner must perform a final review of the audit 
documentation, together with any necessary discussion with other members of the 
engagement team, to be satisfied that sufficient appropriate audit evidence has been 
obtained to support the conclusions reached and for the auditor’s report to be issued.  

As noted above, this does not mean that the engagement partner has to review every 
single document relating to the audit, and the engagement partner is entitled to place 
reliance on the results and documentation of ongoing review performed during the 
course of the audit.  

The extent of the review by the engagement partner is a matter of judgement by that 
partner. The engagement partner must determine which areas and documentation 
need particular attention on a risk basis and using both the knowledge or the entity, 
experience and the results of the ongoing review procedures performed during the 
course of the audit to identify those issues which need particular specific additional 
consideration.  

However, the audit engagement partner must review: 

• matters relating to determining materiality; 

• the composition of the engagement team; 

• decision to involve an external expert and evaluation of the work performed by 
experts and conclusion drawn therefrom; 

• the overall audit strategy including the risk assessment process; 

• consideration of related party relationships and transactions, and disclosures; 

• the planned approach to significant risks; 

• the nature and extent of the audit procedures to be undertaken (the audit 
programme); 

• critical areas of judgment, including those relating to difficult or contentious 
matters identified during the course of the engagement;  

• conclusion in respect of certain accounting estimates, accounting policies or going 
concern considerations; 

• matters which have been subject to consultation; 
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• significance and disposition of corrected and uncorrected misstatements 
identified; 

• final draft financial statements; 

• the proposed audit report including description of key audit matters if applicable; 

• the audit completion memorandum; 

• formal written communication to management, those charged with governance 
or regulatory authorities; 

• work undertaken on significant risks; and 

all working papers that have been originated by the person undertaking the manager 
review (where this is not the engagement partner). Matters the audit engagement 
partner may consider require review in the context of a particular audit may include, 
but are not necessarily limited to: 

• areas containing higher risk; 

• potentially contentious issues; 

• group audit considerations; 

• subsequent events; 

• work in relation to management override. 

The review must be performed timely by the engagement partner throughout the 
audit. Where review points are raised, these must all be cleared and evidenced as 
cleared. The clearance must be agreed by the person who initially raised the review 
point. 

29.5 Engagement Quality Review (EQR) 

As set out in the MG Specimen Quality management Handbook 282F301F

311, firms must: 

• ensure that EQRs are performed for audits of listed entities;  

• ensure that EQRs are performed for audits that are required by law and regulation 
to have EQR performed; and  

• have written policies setting out those circumstances when EQRs will be 
performed for other audit engagements. 

Typical engagements where firms may decide to mandate the performance of EQRs 
include: 

 
311 Para. 34 (f), ISQM 1 
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• high risk engagements; and 

• public interest entities. 

Engagement quality review is a process designed to provide an objective evaluation, 
on or before the date of the report, of the significant judgements the engagement 
team made and the conclusions it reached in formulating the report. 

EQR is performed by an engagement quality reviewer (EQR reviewer) who is a partner, 
other person in the firm, suitably qualified external person, or a team made up of such 
individuals, none of whom is part of the engagement team, with sufficient and 
appropriate experience and authority to objectively evaluate the significant 
judgments the engagement team made and the conclusions it reached in formulating 
the report. 

Where an EQR is required by the firm’s policies, the audit report must not be dated 
until the EQR has been completed.283F302F

312 

EQR is not the same as the engagement partner review performed at the completion 
of the audit engagement. It is a more focussed review, essentially designed to respond 
to high risks. EQR must include: 284F303F

313 

• discussion of significant matters with the engagement partner;  

• review of the financial statements or other subject matter information and the 
proposed report;  

• review of selected engagement documentation relating to significant judgments 
the engagement team made and the conclusions it reached; 

• evaluation of the conclusions reached in formulating the report and consideration 
of whether the proposed report is appropriate; 

• consideration of the engagement team’s evaluation of the firm’s independence in 
relation to the engagement; 

• consideration of whether appropriate consultation has taken place on matters 
involving differences of opinion or other difficult or contentious matters, and the 
conclusions arising from those consultations;  

• when key audit matters are to be included in the audit report: 

o consideration of the conclusions reached by the audit team in 
determining the key audit matters to be included in the audit report; 

 
312 Para. 24 (b), ISQM 2  
313 Paras. 25 ISQM 2  
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o consideration of how the audit team determined any key audit matters 
that are not to be included in the audit report on the basis of being 
precluded by law or regulation or that doing so would be contrary to the 
public interest;  

o consideration of the proposed wording dealing with key audit matters in 
the report; 

o if applicable, how the audit team reached the conclusion that there are 
no key audit matters to be included in the audit report; and 

• consideration of whether documentation selected for review reflects the work 
performed in relation to the significant judgments and supports the conclusions 
reached. 

Where an EQR is required (either because the audited entity is listed or because the 
firm’s policies mandate an EQR) the engagement partner must:   285F304F

314 

• ensure that an EQR reviewer is appointed;  

• cooperate with the EQR reviewer and inform other members of the engagement 
team of their responsibility to do so; 

• discuss significant matters and significant judgments arising during the audit 
engagement, including those identified during the EQR, with the EQR reviewer; 
and  

• not date the audit report until the completion of the EQR. 

As noted above, the EQR reviewer must perform an objective evaluation of the 
significant judgments made by the engagement team, and the conclusions reached 
in formulating the auditor’s report. This must involve: 286F305F

315 

• discussion of significant matters and significant judgments made in planning, 
performing and reporting with the engagement partner and other members of the 
engagement team is applicable;  

• evaluation of the basis for the engagement partner’s determination that relevant 
ethical requirements relating to independence have been fulfilled; 

• evaluation of the engagement partner’s involvement has been sufficient and 
appropriate throughout the audit engagement process; 

• evaluation of the appropriate consultation on contentious matters have been taken 
place; 

• review of selected audit documentation relating to the significant judgements the 
engagement team made and the conclusions it reached;  

 
314 Para. 36, ISA 220 (Revised) 
315 Para. 25, ISQM 2 
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• review of the financial statements and the proposed audit report including the 
description of the key audit matters if applicable; and 

• evaluation of the conclusions reached in formulating the audit report and 
consideration of whether the proposed audit report is appropriate.  

If differences of opinion arise between the EQR and the engagement team, it becomes 
the responsibility of the engagement partner to ensure that these differences are 
properly addressed and resolved in accordance with the firm's established policies and 
procedures. The engagement partner is further tasked with ensuring that any 
conclusions reached during this process are not only documented but also 
appropriately implemented. Additionally, it's imperative that the auditor's report is not 
dated until all differences of opinion have been effectively resolved.316 

29.6 Documentation 

As a minimum, the planning documentation should indicate when and by whom 
review will be performed, including documentation of the timing and extent of review 
planned during the course of the engagement.  

Evidence that working papers has been reviewed will depend upon the systems used. 
It is not necessary that each working paper contain evidence of review, instead the file 
may contain summaries of what audit work was reviewed, who reviewed that work and 
when it was reviewed. 287F306F

317 

Review points should be raised and, as noted above, must be agreed as cleared by the 
person who raised the point. 288F307F

318 

Retention of review points is a matter affected by local laws, regulations and cultural 
norms. However: 

• where review points are retained, the underlying working papers may be, but need 
not be, amended to reflect the resolution of the issue since the file already contains 
a record of the issue and its resolution and such duplication is unnecessary; 

• where review points are not retained, the underlying working papers must be 
amended to reflect the resolution of the issue. 

Whilst not mandatory, the retention of review points has become far more prevalent 
in many cultures and jurisdictions since most frameworks of auditing standards have 
contained enhanced requirements in relation to demonstrating direction, supervision 
and review.  

 
316 Para 39, ISA220 (Revised) 
317 Para. A13, ISA 230 
318 There are exceptions to this, for example where a staff member is unavailable due to illness. 
In this case, the points must be cleared by a person of equal or greater seniority within the audit 
team. 
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The engagement partner must document the extent and timing of the review 
performed before the completion of the audit engagement, and also be satisfied that 
they have taken the overall responsibility and are sufficiently involved in the audit 
process prior to date the auditor’s report. 

For EQRs the following must be documented on the file: 

• confirmation that procedures required by the firm’s policies on Engagement 
quality review have been performed;  

• confirmation that the EQR has been completed on or before the date of the report; 
and  

• confirmation that the reviewer is not aware of any unresolved matters that would 
cause the reviewer to believe that the significant judgments the engagement team 
made and the conclusions it reached were not appropriate.  
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30  Communication With Those Charged With 

Governance 

30.1 Introduction 

Communication with those charged with governance is an important part of the audit 
process. Many specific matters should be communicated with those charged with 
governance that are dealt with in other sections. Some of these apply in all cases, but 
many are a reaction to issues identified in the course of the audit, usually when a 
problem has occurred which the auditor had not expected. Such matters will not be 
repeated in this section. 

This section deals with general matters that should be communicated with those 
charged with governance, and specifically with the different considerations that apply 
for certain types of entity. There are, in effect, three types of relevant entity for this 
purpose: 

• those where management and those charged with governance are the same; 

• listed companies; and 

• other companies, where at least some of those charged with governance are not 
management. 

Whilst the principles that apply are the same in all of these cases, the way they are met 
differs. 

Communication by the auditor with those charged with governance is important, as 
noted above, as is communication in the other direction since: 

• both parties need a constructive working relationship to ensure that those charged 
with governance understand the issues related to the audit, whilst at the same time 
ensuring that the auditor’s independence and objectivity is not compromised; 

• the auditor will often need to obtain information from those charged with 
governance, both by way of general understanding and in relation to specific 
matters; and 

• those charged with governance should be assisted in fulfilling their responsibility 
to oversee the financial reporting process by being made aware of issues identified 
by the auditor, the ultimate aim of which is to reduce the risk of material 
misstatement in the financial statements. 



 

237 
 

Despite the importance of communication with those charged with governance, it 
should still be borne in mind that (unless agreed separately by way of the engagement 
letter or where imposed by local law and regulation) the auditor is not required to 
undertake any work solely for the purposes of identifying matters that should be 
brought to the attention of those charged with governance. Reporting to those 
charged with governance is a by-product and not an objective of the audit. The audit 
work is undertaken for its relevance to the audit, and then the auditor needs to 
consider what matters need to be brought to the attention of those charged with 
governance. 

30.2 Identifying Those Charged With Governance 

The auditor needs to identify the person or persons through whom communication 
with those charged with governance should be routed. 

For some entities it may be very clear who those charged with governance are, such as 
the board of directors of a company (without an audit committee) in a jurisdiction 
where there is a unitary board. In others, the situation may be more complex and 
responsibilities may be divided between different groups and individuals. Whichever 
situation is faced, the auditor needs to identify to whom communications should 
initially be addressed. For practical reasons, it is usually helpful if communication can 
be routed through a single person, even if it is formally addressed to a group or sub-
group. 

For many larger companies, particularly listed ones there is likely to be an audit 
committee, or equivalent. Where there is, then it would be expected that the auditor’s 
communications would primarily be with this group. Where this is the case, the auditor 
must still consider whether, and if so what, communications should be addressed to 
the main body of those charged with governance. The main consideration in making 
this decision will be the auditor’s assessment of the communication process between 
the audit committee and main body. Where the auditor is aware that such 
communication is effective and appropriate then few matters will need to be 
addressed to the main body. Conversely, where there are apparent weaknesses in the 
internal communication process then the auditor may need to direct more, or even all, 
communications to the main body. 

At the other end of the spectrum are entities where all of those charged with 
governance are also management. In this situation, where a matter has already been 
addressed to management then the auditor is not required to communicate the same 
matter to those charged with governance. However, this applies only where the 
auditor has been able to establish that matters communicated to management have 
been passed on to all those charged with governance. Where, for example, a matter 
has been discussed with an individual in their capacity as a member of management 
but there are others charged with governance and the auditor cannot establish that 
the matter has been passed on to those others then the auditor would need to bring 
the matter to the attention of those charged with governance formally. 
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Once the auditor has established the appropriate person or persons with whom to 
communicate the auditor should provide them with an overview of the expected 
timing and content (in principle) of the various communications that may be provided. 
289F308F

319 This might include: 

• the purpose of each expected communication; 

• the form in which communications will be made; 

• the person who will provide each communication; 

• a statement that the process is intended to be two-way, and that the auditor 
expects to be informed of relevant matters that are identified by those charged 
with governance; and 

• the process for responding to communications, in whatever direction. 

All matters required to be communicated must be communicated on a timely basis. 

30.3 General Matters 

Responsibilities 

The auditor must inform those charged with governance of the auditor’s 
responsibilities in relation to the audit of the financial statements. This must include 
explicit statements that: 

• the auditor is responsible for forming and expressing an opinion on the financial 
statements that have been prepared by management with the oversight of those 
charged with governance; and 

• the audit of the financial statements does not relieve management or those 
charged with governance of their responsibilities. 290F309F

320 

These matters should be included in the audit engagement letter.  

It may also be useful to make clear, at this stage, that the auditor is responsible for 
performing the audit to enable the formation of an opinion on the financial 
statements. Further matters that will be communicated will therefore be limited to 
those arising from the audit of the financial statements that are relevant to those 
charged with governance, and that the auditor will not (unless otherwise agreed) 
design any procedures for the purpose of identifying supplementary matters to 
communicate with those charged with governance. 

 
319 Para. 18, ISA 260 (Revised) 
320 Para. 14, ISA 260 (Revised) 



 

239 
 

Scope and Timing 

The auditor must provide those charged with governance with an overview of the 
planned scope and timing of the audit. 291F310F

321 

Matters that might be covered in such an overview could include: 

• the identified significant risks of material misstatement, and the basic approach 
the auditor intends to address them; 

• the approach to be taken to the entity’s system of internal control; 

• where relevant, the use to be made of internal audit; and 

• the approach to materiality and how it will be applied in the context of the audit, 
including the threshold for notifying any errors identified. 

Such matters may be communicated orally or in writing. However, given the 
requirement that the communication of such matters must be documented in either 
case it is strongly suggested that these be communicated in writing, since this will 
meet the substantive and documentation requirements at the same time. 

Significant care must be taken to ensure that the integrity of the audit is not 
compromised through such communication. Whilst it is appropriate to provide those 
charged with governance with an overview of the audit, it is not appropriate to provide 
them with extensive detail of the audit testing that will be undertaken. Such excessive 
communication would increase the fraud risk associate with the audit. 

Whilst the auditor can only be responsible for communication with those charged with 
governance, the process should be two-way. The auditor should therefore, to the 
extent possible, seek the views of those charged with governance on matters such as: 

• the entity’s objectives and strategies and how this interacts with business risks; 

• the significant risks they see in relation to the financial reporting process, and how 
they might see these being addressed in the course of the audit; 

• details of the actions they have taken or propose to take in relation to changes in 
the regulatory environment, including but not limited to, changes in the applicable 
financial reporting framework; 

• details of any interaction they have had with regulators or other relevant third 
parties; 

• their views on the design and operation of the entity’s systems of internal control, 
and how they exercise oversight in respect of it; and 

• their views on the risk of fraud within the entity. 

 
321 Para. 15, ISA 260 (Revised) 
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Findings 

The auditor must provide those charged with governance with: 

• the auditor’s views on significant qualitative aspects of the entity’s accounting 
practices, including accounting policies, accounting estimates and financial 
statement disclosures, including where relevant an explanation concerning any 
significant accounting practice which is not prohibited by the applicable financial 
reporting framework, but which the auditor considers not to be the most 
appropriate to the particular circumstances of the entity; 

• a summary of significant difficulties, if any, encountered during the audit (for 
example, any delays in obtaining audit evidence from management); and 

• a summary of  other matters, if any, arising from the audit that, in the auditor’s 
judgement, are significant to oversight of the financial reporting process. 292F311F

322 

The auditor’s views on qualitative aspects of the entity’s accounting practices 
regarding estimates may address: 

• the degree to which complexity, subjectivity or other inherent risk factors affected 
the selection or application of the methods, assumptions and data that were used 
in making significant accounting estimates 

• the auditor’s evaluation of whether management’s point estimate and related 
disclosures in the financial statements are reasonable in the context of the 
applicable financial reporting framework 

• whether the auditor considers a significant accounting practice relating to 
accounting estimates to not be the most appropriate to the particular 
circumstances of the entity, for example, when an alternative acceptable method 
for making an accounting estimate would, in the auditor’s judgment, be more 
appropriate 

The auditor must also, except where all of those charged with governance are also 
members of management, provide those charged with governance with: 

• a summary of significant matters, if any, arising from the audit that were discussed, 
or subject to correspondence with management; and 

• details of written representations the auditor is requesting from management. 

As with the overview of the audit provided at an earlier stage, these matters may be 
communicated orally or in writing. But as they are subject to the same documentation 
requirement it is again strongly suggested that they be in writing. They must be in 
writing where, in the auditor’s judgement, oral communication would not be 
adequate. 293F312F

323 

 
322 Para. 16, ISA 260 (Revised) 
323 Para. 19, ISA 260 (Revised) 
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As a general rule, the auditor would expect to have discussed most findings with 
management before communicating with those charged with governance. An 
exception should made only where this would not be appropriate, for example where 
the issue is related to the competence or integrity of management. 

Deficiencies in Internal Control 

A specific subset of matters to be communicated with those charged with governance 
(and management) is that of deficiencies in internal control. 

Deficiencies in internal control must be reported to management, whilst significant 
deficiencies in internal control must be reported to those charged with governance. 
Neither phrase can be unambiguously defined, and it is a matter of the auditor’s 
judgement into which category an identified deficiency falls. 

A deficiency is any situation where a control is designed, implemented or operated 
such that it is unable to prevent, or detect and correct, misstatements in the financial 
statements on a timely basis or where a control necessary to prevent, or detect and 
correct, misstatements in the financial statements on a timely basis is missing. A 
significant deficiency is simply one that, in the auditor’s judgement, is of such potential 
importance that it needs to be brought to the attention of those charged with 
governance. 294F313F

324 

Therefore the auditor is required to consider whether, during the course of the audit 
there are any identified deficiencies in internal control. If so, the auditor must then  
consider whether any of these qualify as significant deficiencies in internal control. 

In making the second assessment the auditor should consider: 

• the likelihood the deficiencies might lead to material misstatements in the 
financial statements in the future; 

• the susceptibility to loss or fraud of any related asset or liability; 

• the subjectivity and complexity of determining estimated amounts, where relevant; 

• the financial statement amounts potentially affected by the deficiencies; 

• the level of activity that has occurred or could occur in relation to the balance or 
transaction class affected; 

• the importance of the controls to the financial reporting process; 

• the cause and frequency of any identified exceptions as a result of the deficiency 
(although a deficiency can still be a significant deficiency even in the absence of 
any identified exceptions) and 

• the interaction with any other deficiencies in internal control (or conversely, the 
existence of any compensating controls). 

 
324 Para. 6, ISA 265 
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One thing that must not be taken into account is the cost (or similar, such as time) 
associated with remedying the situation. This is a consideration for management and 
those charged with governance, but not the auditor. 

Where significant deficiencies in internal control are identified they must be brought 
to the attention of those charged with governance in writing and on a timely basis. This 
does not normally preclude the auditor from discussing the matters with 
management first, for which purpose management should be those at an appropriate 
level to be familiar with the area and having the authority to take any required remedial 
action. 

Such written communication must include: 

• a description of the deficiencies and an explanation of their potential effects; and 

• sufficient information to enable those charged with governance and management 
to understand the context of the communication, including an explanation that: 

o the purpose of the audit was for the auditor to express an opinion on the 
financial statements; 

o the audit included consideration of internal control relevant to the 
preparation of the financial statements in order to design audit procedures 
that are appropriate in the circumstances, but not for the purpose of 
expressing an opinion on the effectiveness of internal control; and 

o that therefore the matters being reported are limited to those deficiencies 
that the auditor has identified during the audit and that the auditor has 
concluded are of sufficient importance to merit being reported to those 
charged with governance, and that there may therefore be other 
deficiencies in internal control that have not been reported. 

Where the auditor has already discussed the issue with management it may be 
appropriate to include any comments they may have made about the actual or 
suspected cause of the deficiencies and their response to the findings. 

The auditor must also inform management in writing of such matters that are or will 
be communicated to those charged with governance unless: 

• this would not be appropriate, for example where the matter relates to the 
competence or integrity of management; or 

• all of those charged with governance are management. 

Other deficiencies in internal control, not considered significant, must also be 
communicated to management. This does not have to be in writing but it is strongly 
suggested that it should be for the same reasons set out above concerning the need 
to document what has been communicated. 



 

243 
 

 Independence 

For all entities, the auditor must communicate with those charged with governance 
the relevant ethical requirements, including those related to independence, that the 
auditor applies for the audit engagement, and whether differential independence 
requirements specific to audits of certain entities (i.e., those specified by the relevant 
ethical requirements, such as Public Interest Entities in the IESBA Code) are applied.325 

Communicating relevant ethical requirements also requires the auditors to determine 
whether it is appropriate to apply independence requirements that are specific to 
audits of financial statements of certain entities to audits of financial statements of 
other entities not specified in the relevant ethical requirements. If this is the case and 
the auditor is required to publicly disclose when the auditor applied such 
independence requirements, the auditor may discuss with management or those 
charged with governance whether there is a risk of misunderstanding the nature of 
the entity and any need for additional disclosure.326 

For listed entities, the auditor must also provide those charged with governance with: 

• a statement that the engagement team and others in the firm as appropriate, the 
firm and, when applicable, network firms have complied with relevant ethical 
requirements regarding independence; 

• details of all relationships and other matters between the firm, network firms, and 
the entity that, in the auditor’s professional judgement, may reasonably be thought 
to bear on independence, to include total fees charged during the period covered 
by the financial statements for audit and non-audit services provided by the firm 
and network firms to the entity and components controlled by the entity, analysed 
by categories sufficient to enable those charged with governance to assess any 
effect on the independence of the auditor; and 

• details of the related safeguards that have been applied to eliminate identified 
threats to independence or reduce them to an acceptable level. 295F314F

327 

Such communication must be in writing. 

Refer to Audit Letter and Report Template, which includes examples of the audit 
planning and completion reports for use in communications with those charged with 
governance. 

30.4 Conclusion 

At the end of the audit the auditor must form a view on whether the two-way 
communication between the auditor and those charged with governance has been 
adequate for the purpose of the audit.  

 
325 Para.16A, ISA 260 (Revised) 
326 Para. A29, ISA 260 (Revised) 
327 Para. 17, ISA 260 (Revised) 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/audit-letters-and-report-templates
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If it has not this needs to be reflected in a reassessment of the risks of material 
misstatement and ability to obtain sufficient appropriate audit evidence, and the 
auditor then needs to take further action as appropriate. 

30.5 Provision of Reports to Third Parties 

The general rule is that any written communications provided by the auditor to those 
charged with governance should not then be passed on to any third party. 

Where this is not the case, for example where there is a requirement for 
communications to be passed on to an appropriate regulator, then all written 
communications from the auditor must state: 

• that the communication has been prepared for the sole use of those charged with 
governance and, where applicable, the group management and the group auditor, 
and should not be relied upon by third parties; 

• that no responsibility is assumed by the auditor to third parties; and 

• identify any parties to whom the communications may be provided but otherwise 
state that the communication must not be passed on without the auditor’s prior 
written agreement.  
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31 Other Information 

31.1 Introduction 

The auditor’s primary responsibility is in relation to the financial statements.  

However, financial statements are often issued together with other information in 
separate documents, such as reports on the entity’s operations or financial 
performance. Unless specifically required by legislation or the terms of engagement 
the auditor’s opinion on the financial statements does not cover other information and 
has no responsibility for ensuring that it has been properly prepared. Despite this, the 
auditor still needs to read the other information regardless of whether the other 
information is obtained by the auditor prior to, or after, the date of the auditor’s report, 
since if it is inconsistent with the financial statements it may undermine the credibility 
of those statements. 

31.2 Reading the Information 

The auditor initially needs to enquire of those responsible for the publication of the 
financial statements what other information is to be published with them. 

The auditor must then make arrangements to ensure that the information is provided 
prior to the date of the auditor’s report. 

If the information will only be available after the date of the auditor’s report. The auditor 
should request management to provide a written representation that the final version 
will be provided when available. 

Once obtained, the auditor must read the other information to ensure that there are 
no material inconsistencies with the audited financial statements. 

 

31.3 Identified Inconsistencies 

If the auditor identifies a material inconsistency between the audited financial 
statements and the other information the auditor must determine whether it is the 
audited financial statements or the other information that needs to change. 

If it is the audited financial statements that require revision, then the auditor must 
ensure that appropriate changes are made by management. Where such changes are 
made then no further action is required. Where management refuses to make the 
change then the auditor will need to modify the audit opinion accordingly. 

Prior to the date of the auditor’s report, if it is noted that the other information requires 
revision, then the auditor must also ensure that appropriate changes are made by 
management. Again, where such changes are made then no further action is required. 
Where management refuses to make the change then the auditor must, where they 
are separate from management, communicate this matter to those charged with 
governance and either: 
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• include an “other matter” paragraph in the audit report describing the 
inconsistency; 

• refuse to provide an audit report; or 

• withdraw from the engagement if the withdrawal is possible. 

If other information is obtained after the date of the auditor’s report, and it becomes 
evident that revisions are necessary, the auditor must ensure that the management 
makes appropriate changes. If these changes are implemented, no further action is 
required. 

However, if management or those charged with governance decline to make the 
required changes, the auditor will need to consider the following options: 

• provide a new or amended auditor’s report to management including a modified 
section and requesting management to provide this new or amended auditor’s 
report to users for whom the auditor’s report is prepared; 

• address the matter in a general meeting of shareholders; 

• communicate with a regulator or relevant professional body about the uncorrected 
material misstatement; or 

• consider the implications for engagement continuance. 

31.4 Other Misstatements 

Whilst the auditor’s review is intended to concentrate on the identification of any 
material inconsistencies between the audited financial statements and the other 
information it is also possible that in the course of the review the auditor may identify 
a material misstatement of fact which is not such an inconsistency. 

Where this occurs the auditor must initially discuss this matter with management. If 
an acceptable clarification is obtained, then no further action is required. Where the 
auditor still believes that there is a material misstatement of fact then the auditor must 
request management to consult with an appropriate third party, for example legal 
counsel. The auditor should then consider the advice that is received. 

Where the auditor’s final conclusion is that there is a material misstatement of fact in 
the other information and management refuses to correct that misstatement then, 
where they are separate from management, the auditor must notify those charged 
with governance and take further appropriate action. 
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32 Audit Reporting 

32.1 Introduction 

More so than any other area of auditing, reporting is likely to be affected by local laws 
and regulations. 

As a result, this section will deal only with the basic principles of reporting and assume 
a report under those standards issued by the IAASB, without local addition. In practice, 
local requirement must be reflected in the contents of the auditor’s report. 

32.2 Forming an Opinion 

Ultimately, the auditor is required to form an opinion as to whether the financial 
statements are prepared, in all material respects, in accordance with the applicable 
financial reporting framework. 296F315F

328 

The same point can be restated by asserting that the auditor must conclude as to 
whether the auditor has obtained reasonable assurance about whether the financial 
statements as a whole are free from material misstatement, whether due to fraud or 
error. 

That process can then be broken down into a number of specific matters on which the 
auditor is required to conclude, including whether: 

• sufficient appropriate audit evidence has been obtained; 

• uncorrected misstatements are material, individually or in aggregate; 

• the financial statements have been prepared, in all material respects, in accordance 
with the applicable financial reporting framework, including consideration of the 
qualitative aspects of accounting practices and reflecting any indicators of possible 
bias in management’s judgements. This assessment includes consideration of 
whether 

o the financial statements adequately disclose the significant accounting 
policies selected and applied; 

o the accounting policies selected and applied are consistent with the 
applicable financial reporting framework and are appropriate; 

o the accounting estimates and related disclosures made by management 
are reasonable; 

o the information presented in the financial statements is relevant, reliable, 
comparable, and understandable; 

 
328 Para. 10, ISA 700 (Revised) 
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o the financial statements provide adequate disclosures to enable the 
intended users to understand the effect of material transactions and events 
on the information conveyed in the financial statements; 

o the terminology used in the financial statements, including the title of each 
financial statement, is appropriate; and 

o the financial statements adequately refer to or describe the applicable 
financial reporting framework. 

In the case of a fair presentation framework, such as IFRS, the auditor must also assess 
whether such fair presentation has been achieved. This includes consideration of the 
overall presentation, structure and content of the financial statements and whether 
the financial statements whole represent the underlying transaction events in a 
manner that achieves fair presentation. 

32.3 Audit Evidence 

The principles of assessment of audit evidence in relation to specific matters are set 
out in Section 27. At the final stage of the audit the audit engagement partner is 
required to assess whether, on the basis of the audit documentation and discussion 
with the engagement team, sufficient appropriate audit evidence has been obtained 
to support the conclusions reached to allow the auditor’s report to be issued. 297F316F

329 

In assessing whether sufficient appropriate audit evidence has been obtained, some 
general matters need to be considered. 

32.4 Materiality 

The auditor must reassess whether the materiality for the financial statements as a 
whole, and for specific areas, and the performance materiality levels applied all 
continue to be appropriate. A conclusion needs to be reached and documented in 
relation to this matter. 

Where the materiality levels for the financial statements as a whole and for specific 
areas continue to be appropriate, or where they have increased, then no further action 
is required. (In particular, no reconsideration of performance materiality is required.) 

 
329 Para. 32, ISA 220 (Revised) 
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Where the materiality levels for the financial statements as a whole or for specific areas 
have decreased then consideration must be given as to whether changes need to be 
made to the performance materiality levels applied. This is not automatic. If 
performance materiality is described as the auditor’s “margin of error” then decreases 
in overall or specific materiality levels may decrease, but not remove, that margin of 
error. In such cases no further work will be required. Where this is not the case, and the 
performance materiality needs to be revised downwards then the implications of this 
change need to be worked through in relation to the nature and extent of further audit 
procedures. This will normally mean that more audit work will need to be undertaken 
in at least some audit areas, for example through an increase in appropriate sample 
sizes or the need for supplementary audit tests. 

Because the implications of a decrease in materiality levels can be severe, this should 
not be left until the last stage of the audit. Materiality should be reconsidered 
immediately whenever it becomes apparent that there are factors like to have the 
effect of reducing it. If this is done, then changes to the planned audit procedures can 
more easily be made during the course of the audit fieldwork. 

Uncorrected Misstatements 

The auditor is required to accumulate misstatements that have been identified during 
the course of the audit, other than those that are clearly trivial. 298F317F

330 299F318F

331 

Such misstatements, where monetary, should be distinguished between those that 
are factual, judgemental and projected. This assists the auditor in assessing the effect 
and potential effect of those misstatements which have been identified, as well as 
assisting in communicating those misstatements to management or those charged 
with governance. 

The auditor also needs to consider qualitative misstatements, such as potentially 
misleading descriptions and other text. Whilst these cannot be accumulated in the 
same way as quantitative misstatements they must also be considered both 
individually and cumulatively. 

During the course of the audit, and in particular when forming an opinion, the auditor 
needs to consider the cumulative impact of the misstatements that have been 
identified. In particular, the auditor is required to: 

• consider if the nature of identified misstatements and the circumstances 
connected with them indicate a possibility that, when accumulated with identified 
misstatements, there may be other material misstatements which have not been 
identified; and 

 
330 Para. 5, ISA 450 
331 The auditor must include in the audit documentation the level below which misstatements 
would be regarded as clearly trivial.  
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• consider if the aggregate misstatements that have been accumulated during the 
course of the audit approach the materiality that was applied in the performance 
of audit work. 300F319F

332 

In either case, the auditor must then consider if this requires changes to the overall 
strategy or plan. As with reassessment of materiality given that the implications for the 
auditor are severe, whilst the final review must be undertaken, this matter should also 
be considered at appropriate stages as the audit progresses. 

All misstatements accumulated during the course of the audit, other than those that 
are clearly trivial, must be communicated to management on a timely basis. The 
auditor must request that management correct those misstatements. 301F320F

333 302F321F

334  

In relation to this, much care needs to be applied in relation to projected 
misstatements. These do not represent the value of specific errors that have been 
identified by the auditor, but an expected value extrapolated to a population arising 
from the results of audit tests which have been performed on only a sample of the 
population. Such amounts must be immaterial, or the auditor would have been 
required to undertake further audit work or to request the client to undertake further 
investigation, in order to  establish either that the errors are in fact immaterial or to 
provide an accurate basis on which adjustment could be made. 

It is important that the auditor does not accumulate misstatements and report them 
all towards the conclusion of the audit. The likelihood management correction 
increases the more timely the communication of the misstatements that have been 
identified. Similarly, if the auditor has made a mistake, early communication allows this 
to be identified by management and taken into account by the auditor. 

Where management does not correct some or all of the misstatements that have been 
communicated then the auditor must obtain management’s reasons for not making 
the corrections. The reasons provided must then be considered when undertaking the 
evaluation of whether the financial statements as a whole are free from material 
misstatement.303F322F

335  The reasons provided by management not correcting certain 
misstatements will, unsurprisingly, often concentrate on the applicable materiality. 
Whilst this may be appropriate, the auditor must consider if there is any apparent bias 
on the part of management in relation to which errors are corrected and which are not. 

Once management has agreed which misstatements identified during the audit will 
and will not be corrected the auditor must consider whether the remaining 
uncorrected misstatements are material, whether individually or in aggregate. 304F323F

336 

 
332 Para. 6, ISA 450 
333 Para. 8, ISA 450 
334 The only major exception to this is where the auditor may be prohibited from communicating 
a misstatement by law. This might arise, for example, where the error relates to a fraudulent or 
illegal act and communication could be in contravention of money laundering regulations. 
335 Para. 9, ISA 450 
336 Para. 11, ISA 450 
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Such consideration must take account of both the size and nature of the 
misstatements and must consider the impact of the misstatements on particular 
classes of transactions, account balances or specific disclosures in the financial 
statements as well as the financial statements as a whole. 

For example, if it were determined that assets held on behalf of third parties had been 
omitted from the balance sheet, in contravention of the relevant accounting 
requirements, it would not be acceptable to take the view that this was not material 
on the basis that this would not have an impact upon either net assets or reported 
profits. Instead, consideration would need to be given to the effect upon the particular 
class of asset involved, the particular class of liability that falls to be recorded, and the 
effect on relevant ratios, in this case likely to be quick and current ratios. 

The auditor is also required to take account of the effect of uncorrected misstatements 
which have been identified in a prior period but which remain relevant, for example in 
relation to opening balances or comparatives. This could apply even if the matter has 
been resolved by the end of the reporting period, as might occur where a material item 
has been included in the current period having been identified as an omission in the 
previous period. 

It should be noted that there may be cases where misstatements have been identified 
in prior periods and were not adjusted at that time on the grounds that they were not 
material. In the subsequent period this may need to be reconsidered if there has been 
a substantial reduction in the appropriate level of materiality since that that had been 
applied in the audit of the previous period. 

Prior to the conclusion of the audit the auditor must communicate with those charged 
with governance all uncorrected misstatements and the effect that they may have, 
whether individually or in aggregate, of the opinion in the auditor’s report. 305F324F

337 Such 
communication must identify the material uncorrected misstatements individually 
and must not just show the aggregate effect. It must also include ongoing effect of any 
uncorrected misstatements which were identified in prior periods. 

This requirement applies even in the case of an owner managed business. As noted 
above, all misstatements identified during the course of the audit must be 
communicated to management on a timely basis so that they may determine whether 
they consider a correction is appropriate. Even though this has been done, there is still 
a requirement for formal communication with those charged with governance, the 
same people, towards the conclusion of the audit of the effect of all uncorrected 
misstatements. 

The auditor must also obtain a written representation from management or those 
charged with governance, as appropriate, a statement as to whether they believe that 
the effects of uncorrected misstatements are immaterial, both individually and in 
aggregate to the financial statements as a whole. Such representation must include a 
summary of the uncorrected misstatements. 

 
337 Similar to the exception noted above, there is a rare exception to this requirement where the 
auditor may be prohibited by law from communicating a misstatement. 
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In some circumstances, management and, where appropriate, those charged with 
governance may not believe that certain uncorrected misstatements are 
misstatements and may wish to amend their letter of representation accordingly. This 
could arise in relation to a misstatement involving judgement. Where the auditor 
accepts that such misstatements are not material then no further action is required. 
Where the auditor considers the misstatement to be material then the inclusion of 
such a disagreement in the letter of representation does not affect the auditor’s 
requirement to modify the audit report appropriately. 

32.5 Forms of Opinion 

There are five forms of opinion available to the auditor: 

• unmodified; 

• qualified for limitation of scope; 

• disclaimer; 

• qualified for disagreement; and 

• adverse. 

An unmodified opinion is appropriate when the auditor has reached the conclusion 
that the financial statements are prepared, in all material respects, in accordance with 
the applicable financial reporting framework. In determining whether this is 
appropriate, the auditor must not take into account any matters which are disclosed 
as key audit matters (for those entities for which this is relevant). 306F325F

338 

The opinion should be qualified for limitation of scope, or disclaimed, where the auditor 
has been unable to obtain sufficient appropriate audit evidence to conclude that the 
financial statements as a whole are free from material misstatement. 

The difference between an audit opinion qualified for limitation of scope and a 
disclaimed opinion does not relate to the nature of the underlying issue, which in both 
cases is where the auditor has been unable to obtain sufficient appropriate audit 
evidence that the financial statements are not materially stated, but to its extent. 

A qualification for limitation of scope is appropriate where the matter in respect of 
which the auditor has been unable to obtain sufficient appropriate audit evidence is 
potentially material to the financial statements, but not pervasive. For example, an 
auditor may have been unable to attend the stock take in circumstances where stock 
is material to the financial statements. As a result the auditor may be unable to form 
an opinion as to whether the stock included in the statement of financial position is 
accurately stated and whether the trading profit for the financial period is accurately 
stated. Despite this, the auditor may conclude that any reasonably possible error, whilst 
material, would not invalidate the financial statements a whole. 

 
338 Para. 12, ISA 701 
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A disclaimer is appropriate where the limitation is such that its effects may be pervasive 
to the financial statements, potentially rendering them of little value. 307F326F

339 

There is also the special case, which should be extremely rare, where the financial 
statements are affected by multiple uncertainties, in respect of each of which the 
auditor has been able to obtain sufficient appropriate audit evidence, but the 
cumulative effect of which makes it impossible to form an opinion on the financial 
statements as a whole. 

The opinion should be qualified for disagreement, or adverse, where the auditor 
concludes that based on the audit evidence that has been obtained the financial 
statements as a whole contain material misstatement. 

Again, the difference between the two types of opinion is not one of principle but of 
extent. An opinion qualified on grounds of disagreement is appropriate where the 
auditor considers that the financial statements contain material misstatement, but 
such misstatement is not pervasive. 

An adverse opinion is appropriate where the auditor considers the financial 
statements contain pervasive misstatement. 

It is also possible to encounter situations where there are both material misstatements 
and limitations of scope. In such situations: 

• the audit report as a whole should deal with both issues; but 

• the general rule should be that misstatement overrides limitation, although there 
could be exceptions to this based on the extent of the problems. This is because as 
noted previously, even a disclaimer of opinion is potentially consistent with the 
financial statements being materially accurate, and the auditor should not give the 
impression that this is possible where the auditor is aware that this is not the case . 

Imposed Limitations of Scope 

Limitations of scope may arise through circumstances or be imposed by management. 

Where limitations arise as a result of circumstances outside of the control of 
management no particular response is required by the auditor, other than ensuring 
that the opinion included in the audit report is appropriately modified. 

 
339 It still needs to be borne in mind that an audit opinion qualified for limitation of scope, and 
even a disclaimer, remains compatible with financial statements which are entirely accurate. By 
definition, the auditor is not stating that there are any errors. This form of opinion simply 
indicates that the auditor does not have the evidence to support an unmodified opinion. 
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Where a limitation is imposed by management, the auditor should initially request that 
such limitation is removed. A distinction does need to be drawn between limitations 
which will or may result in an audit opinion qualified for limitation of scope or 
disclaimer and other, more minor, limitations. Nonetheless, the auditor should still not 
accept even minor limitations unless management can provide a coherent and 
persuasive argument as to why such limitations are appropriate. Where such 
arguments have been provided and accepted by the auditor that the auditor should 
undertake appropriate alternative audit procedures. In the case of more serious 
limitations, where management has not agreed to remove those limitations, the 
auditor should refer the matter to those charged governance, unless all of those 
charged with governance are management. Similar considerations then apply. 

Where the auditor is not able to obtain sufficient appropriate audit evidence where a 
limitation has been imposed by management, and the effect of such limitation is that 
the auditor considers it appropriate that the audit opinion is disclaimed then the 
auditor should withdraw from the engagement, if possible and practicable and where 
this is not the case disclaim an opinion on the factual statements and not seek 
reappointment. 

32.6 Form of Report 

As noted in the introduction to this section, the form of report will be affected by local 
law and regulation and as a result limited guidance will be provided in this section on 
the form that an audit report should take. 

Despite this, as a general rule, an audit report will contain the following elements: 

• a title indicating that this is a report from an independent auditor; 

• an addressee; 

• a section headed “Opinion” which includes: 

o the identification of the entity whose financial statements have been 
audited; 

o a statement that the financial statements have been audited; 

o identifies each statement which comprises the financial statements; 

o refers to the notes, including the summary of significant accounting policies; 

o specifies the date of, or period covered by, each financial statement; 

• the opinion itself, which: 
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o in the case of an unmodified opinion under a fair presentation framework 
should state that “in our opinion, the accompanying financial statements 
present fairly, in all material respects […] In accordance with [the applicable 
financial reporting framework]” or “in our opinion, the accompanying 
financial statements give a true and fair view of […] In accordance with [the 
applicable financial reporting framework]”; 

o in the case of an unmodified opinion under a compliance framework shall 
state that the accompanying financial statements are prepared, in all 
material respects, in accordance with [the applicable financial reporting 
framework]; 

o in the case of any financial reporting framework other than IFRS or IPSAS 
identifies the jurisdiction of origin of the framework; 

• a section, immediately after the opinion section, headed “Basis for Opinion” which: 

o states that the audit was conducted in accordance with ISAs; 

o refers to the section of the auditor’s report which describes the auditor’s 
responsibilities; 

o include a statement that the auditor is independent of the entity in 
accordance with the relevant ethical requirements and has fulfilled the 
auditor’s other responsibilities in accordance with these requirements, 
including a reference to the IESBA Code or national ethical requirements, as 
appropriate. If the relevant ethical requirements require the auditor to 
publicly disclose when the auditor applied independence requirements 
specific to audits of financial statements of certain entities, the statement 
must indicate that the auditor is independent of the entity in accordance 
with the independence requirements applicable to the audits of those 
entities; 

for example, the IESBA Code requires that when a firm has applied the 
independence requirements for public interest entities in performing an 
audit of the financial statements of an entity, the firm publicly disclose that 
fact, unless making such disclosure would result in disclosing confidential 
future plans of the entity;340 

o states whether the auditor believes that the audit evidence obtained is 
sufficient and appropriate to provide a basis for the auditor’s opinion; 

• where applicable, a section dealing with going concern (see below); 

• in the case of listed entities, or for other entities where required to do so by law or 
regulation or voluntarily, a section dealing with key audit matters (see below); 

 
340 Para. A35A, ISA 700 (Revised) 
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• a section with the heading “Responsibilities of Management for the Financial 
Statements” (or using an equivalent description in place of “management”) which: 

o describes management’s responsibility for preparing the financial 
statements in accordance with the applicable financial reporting 
framework, and for such internal control turns as is necessary to enable the 
preparation of financial statements that are free from material 
misstatement, whether due to fraud or error; 

o describes management’s responsibility for assessing the entity’s ability to 
continue as a going concern and whether the use of the going concern basis 
of accounting is appropriate and disclosing, if applicable, matters relating to 
going concern. This must include a description of when the use of a going 
concern basis of accounting is appropriate; 

o identifies those responsible for the oversight of the financial reporting 
process, where they differ from those responsible for the preparation of the 
financial statements (in which case the heading of this section should also 
refer to those persons, for example, by including reference to those charged 
with governance); 

o refers, if applicable, to the responsibility to ensure the financial statements 
provide fair presentation, or give a true and fair view; 

• a section with the heading “Auditor’s Responsibilities for the Audit of the Financial 
Statements”, or a reference to an appendix covering the detail, or a reference to a 
website of an appropriate authority, where this is expressly allowed by law, 
regulation or national auditing standards, which: 

o states that the objectives of the auditor are to obtain reasonable assurance 
about whether the financial statements as a whole are free from material 
misstatement, due to fraud or error and to issue an auditor’s report that 
includes the auditor’s opinion; 

o states that reasonable assurance is a high level of assurance, but not a 
guarantee that an audit conducted in accordance with ISAs will always 
detect a material misstatement when it exists; 

o states that misstatements can arise from fraud or error and either provides 
a definition or description of materiality in accordance with the applicable 
financial reporting framework or states that misstatements are considered 
material if, individually or in the aggregate, they could reasonably be 
expected to influence the economic decisions of users taken on the basis of 
these financial statements; 

o state that the auditor exercises professional judgement and maintains 
professional scepticism throughout the audit; 

o describes an audit by stating that the auditor’s responsibilities are: 
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▪ to identify and assess the risks of material misstatement of the 
financial statements, whether due to fraud or error; to design and 
perform audit procedures responsive to those risks; and to obtain 
audit evidence that is sufficient and appropriate to provide a basis for 
the auditor’s opinion. The risk of not detecting a material 
misstatement resulting from fraud is higher than for one resulting 
from error, as fraud may involve collusion, forgery, intentional 
omissions, misrepresentations, or the override of internal control; and 

▪ to obtain an understanding of internal control relevant to the audit in 
order to design audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on 
the effectiveness of the entity’s internal control. In circumstances 
when the auditor also has a responsibility to express an opinion on 
the effectiveness of internal control in conjunction with the audit of 
the financial statements, the auditor shall omit the phrase that the 
auditor’s consideration of internal control is not for the purpose of 
expressing an opinion on the effectiveness of the entity’s internal 
control; 

▪ to evaluate the appropriateness of accounting policies used and the 
reasonableness of accounting estimates and related disclosures 
made by management; 

▪ to conclude on the appropriateness of management’s use of the 
going concern basis of accounting and, based on the audit evidence 
obtained, whether a material uncertainty exists related to events or 
conditions that may cast significant doubt on the entity’s ability to 
continue as a going concern. If the auditor concludes that a material 
uncertainty exists, the auditor is required to draw attention in the 
auditor’s report to the related disclosures in the financial statements 
or, if such disclosures are inadequate, to modify the opinion. The 
auditor’s conclusions are based on the audit evidence obtained up to 
the date of the auditor’s report. However, future events or conditions 
may cause an entity to cease to continue as a going concern; 

▪ when the financial statements are prepared in accordance with a fair 
presentation framework, to evaluate the overall presentation, 
structure and content of the financial statements, including the 
disclosures, and whether the financial statements represent the 
underlying transactions and events in a manner that achieves fair 
presentation; 

▪ in the case of a group audit to state that: 

• the auditor’s responsibilities are to obtain sufficient 
appropriate audit evidence regarding the financial 
information of the entities or business activities within the 
group to express an opinion on the group financial 
statements; 
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• the auditor is responsible for the direction, supervision and 
performance of the group audit; and 

• the auditor remains solely responsible for the auditor’s 
opinion. 

o states that the auditor communicate with those charged with governance 
regarding, among other matters, the planned scope and timing of the audit 
significant audit findings, including significant deficiencies in internal 
control identified during the audit; 

o for listed entities, states that the auditor provides those charged with 
governance with a statement that the auditor has complied with relevant 
ethical requirements regarding independence and communicate with 
them all relationships in other matters that may reasonably be thought to 
bear on independence together, where appropriate, with related 
safeguards; 

o for listed entities and other entities where key audit matters are 
communicated, state that the key audit matters are those that the auditor 
determines were of most significance in the audit of the financial 
statements of the current period selected from those matters 
communicated with those charged with governance, together with those 
matters themselves; 308F327F

341 

• if applicable, a section headed “Report on Other Legal and Regulatory 
Requirements” which then deals with reporting on those requirements; 309F328F

342 

• in the case of listed entities, the name of the engagement partner; 310F329F

343 

• a signature, whether in the name of the individual or firm as appropriate; 

• a date; and 

• the location of the auditor. 

Where the auditor is unable to provide an unmodified opinion then the modification 
will need to be prepared in accordance with applicable local law or regulations. Again 
as a general rule any modified opinion would be expected to include: 

• an explanation of the basis on which the opinion has been modified; and 

 
341 There is an exception where such disclosure is prohibited by law or regulation or, in extremely 
rare circumstances, where the auditor determines that a matter should not be communicated 
of the adverse consequences of so doing reasonably be expected to outweigh the public 
interest benefits of such communication. 
342 Where this applies the main sections of the report should be headed “Report on the Audit of 
the Financial Statements”. 
343 This may be omitted in the rare circumstances where this could involve a significant personal 
security threat and this has been discussed with those charged with governance. 



 

259 
 

• a title and wording which clearly identifies the form of modification. 

Refer to Audit Letter and Report Template, which includes examples of the Audit 
Report. 

 

32.7 Key Audit Matters 

The requirement to disclose key audit matters applies to: 

• listed entities; 

• entities where such requirements are placed upon them by local law or regulation; 
and 

• entities where the auditor has, with the agreement of the entity, decided to 
communicate key audit matters. 

Key audit matters are a subset of the matters that the auditor communicates with 
those charged with governance. The auditor should inform those charged with 
governance which of the matters reported to them will be included as key audit 
matters in the audit report. 311F330F

344 

In deciding which key audit matters to report the auditor should consider only the 
audit of the current period. In making this decision the auditor should pay particular 
attention to: 

• significant risks or areas with higher assessed risk of material misstatement; 

• areas that involve significant judgement on the part of both management and the 
auditor, including accounting estimates that are subject to a high degree of 
estimation uncertainty; and 

• significant events or transactions that occurred during the period and have 
affected the audit. 

The audit working papers must include an explanation from the auditor dealing with 
whether each matter that required significant auditor attention is considered to be a 
key audit matter. 

 
344 Or in very rare cases that there are no such matters that will be reported. 

https://intranet.moore-global.com/hub/audit-and-assurance/template-library/audit-letters-and-report-templates
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Particular care may need to be taken in determining whether management override 
and revenue recognition need to be disclosed as key audit matters. In the case of 
management override this is always a significant risk. In the case of revenue 
recognition this is presumed, but the presumption is rebuttable. Management 
override will not always require significant auditor attention and where this applies 
would not be expected to be disclosed as a key audit matter. In the case of revenue 
recognition this would, in many cases, require significant auditor attention and 
therefore would be expected to be disclosed as a key audit matter, but there will be 
exceptions to this and it should not be presumed that it should be disclosed as a key 
audit matter in all cases. 

There is considerable judgement required determine which are the key audit matters 
that need to be reported. The auditor would normally take into account, amongst other 
things: 

• the extent of communication in relation to the matter with those charged with 
governance; 

• the importance of the matter to users of the financial statements, including taking 
account of its materiality; 

• the complexity of the accounting policy applied, including whether it is common 
within the industry; 

• the nature and amount of corrected and uncorrected misstatements identified in 
relation to the matter; 

• the nature and extent of audit effort required, including whether specialists needed 
to be involved or consultation was required; 

• the extent of any difficulties encountered in applying audit procedures or in 
evaluating the results of those procedures; 

• the severity of any relevant control deficiencies identified; and 

• whether the matter involved a number of separate auditing considerations,  

There is no particular number of matters which would be expected to be included in 
an audit report, but by definition there cannot be that many key audit matters, and if 
the list appears excessive reconsideration of whether the matters are actually key is 
required. 

Before dealing with each specific matter in the audit report the introductory section 
on key audit matters must make clear that: 

• the key audit matters reported are those that, in the auditor’s professional 
judgement, were of most significance in the audit of the financial statements of 
the current period; but 
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• these matters were addressed in the context of the audit of the financial 
statements as a whole and that their inclusion does not constitute the provision of 
a separate opinion on these matters. 

Each matter then needs to be described. The description must: 

• include a reference to any related disclosures in the financial statements; 312F331F

345 313F332F

346 

• state why the matter was considered to be one of those of the most significance in 
the audit; 314F333F

347and 

• describe how the matter was addressed in the audit. 

The general rule is, of course, that all key audit matters identified should be included 
in the report. However, this does not apply: 

• in rare cases where disclosure would be prohibited by law or regulation; 

• in even rarer cases where information about the matter has not been publicly 
disclosed by the entity and the auditor considers that the matter should not be 
reported because the adverse consequences of doing so would outweigh the 
public interest benefits of such communication; 

• where the matter has given rise to a modification of the auditor’s opinion, in which 
case it would have been dealt with in the basis for modification; or 

• where the matter relates to material uncertainty in relation to going concern which 
has been dealt with separately in the report. 

In the final two cases the key audit matters section of the report should not include 
detail, on the basis that would be duplication, but should contain a brief reference to 
the section of the report that does deal with these matters. In all cases the audit 
working papers should explain why the matters have not been communicated in the 
audit report. This is only likely to prove challenging in the second case, as in the others 
the explanation will be very straightforward. 

 
345 The auditor should not be providing original information, that is, information concerning the 
entity itself, in the audit report since such information should be provided by the entity. Where 
the auditor considers that some of the information needed to make clear why a matter was a 
key audit matter would constitute original information then the auditor should encourage the 
entity to disclose that information itself, whilst accepting that if the entity does not do so then 
the audit report may need to include such information. 
346  Such a reference may include being specific about which aspects of disclosure are 
considered most relevant, for example where sensitivity disclosures are highlighted in relation 
to estimation uncertainty. 
347 Such disclosure should be as specific as possible to the entity, although there will be cases 
where an issue is relevant to all or virtually all entities in a particular industry and the extent of 
tailoring to the circumstances of the entity may be limited. 
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In very rare cases the auditor may determine that there are no key audit matters to 
report. In this case an explicit statement of that fact should be provided under the 
heading key audit matters. The audit working papers would in this case have to explain 
the rationale for this decision. 

There are various ways in which the auditor might describe how a key audit matter 
was addressed. These might include: 

• a brief overview of the audit procedures that were performed; 

• an indication of the results of the auditor’s procedures; 

• aspects of the audit approach that deal specifically with the risk of material 
misstatement; and 

• any observations on the underlying issue arising as a result of the procedures 
performed. 

32.8 Matters Not Affecting the Opinion 

Again dependent on local regulation, audit reports may be required or may be able to 
contain additional paragraphs which do not affect the opinion. 

These are often referred to as “emphasis of matter” paragraphs and “other matter” 
paragraphs. 

Emphasis of Matter Paragraphs 

An emphasis of matter paragraph is appropriate, with one exception, where a matter 
has been dealt with in the financial statements in accordance with the applicable 
financial reporting framework, but its importance is such that the auditor believes that 
a user’s attention must be drawn to it if the user is to obtain an appropriate 
understanding of the financial statements. The exception is where there is disclosed 
material uncertainty in relation to going concern which is now dealt with separately 
and no longer falls within the scope of emphasis of matter paragraphs. 

One example of this might be where an audit client has adopted a change in the 
financial reporting framework prior to its mandatory adoption, and where such early 
adoption is allowed, and the change has had a material impact on the presentation of 
financial statements the auditor may consider it necessary to draw attention to this, 
on the basis that there is a risk of misinterpretation of the financial statements if users 
are not aware that such a change has been made. 

It is only possible to emphasise what is already there, and as a result an emphasis of 
matter paragraph must not contain novel information. It must simply refer to 
information that is already presented or disclosed in the financial statements. 
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The format and placement of emphasis of matter paragraphs will depend on local law 
and regulation. As a general rule, such paragraphs should be clearly headed, should 
include clear reference to where the relevant information may be found in the financial 
statements, and should make clear that the auditor’s opinion is not being modified as 
a result of the matter that is being emphasised. 

Material Uncertainties Related to Going Concern 

As noted above, material uncertainties related to going concern are no longer within 
the scope of emphasis of matter paragraphs. 

Where the auditor considers that there is material uncertainty in relation to the 
application of the going concern basis of accounting but also considers that this has 
been properly disclosed in the financial statements then the opinion is not modified 
but a separate section should be added to the audit report headed “Material 
Uncertainty Related to Going Concern” which must: 

• refer to the note in the financial statements that provides appropriate disclosure in 
relation to the going concern uncertainty; and 

• state that the events or conditions indicate a material uncertainty exists that may 
cast significant doubt on the entity’s ability to continue as a going concern and that 
the auditor’s opinion is not modified in respect of this matter. 315F334F

348 

Other Matter Paragraphs 

Other matter paragraphs are fairly rare. 316F335F

349  They should be used where the auditor 
believes that it is necessary to draw a matter to the attention of the user of financial 
statements in circumstances where such a matter is not, and is not required to be, 
included in the financial statements but is nonetheless necessary to the user’s 
understanding of the audit, the auditor’s responsibilities or the auditor’s report. 

An example of such a situation might be where the financial statements have been 
prepared for a specific user group, notwithstanding the fact that a general-purpose 
framework has been applied, and as a result the auditor considers that an other matter 
paragraph is appropriate to draw attention to the fact that the financial statements 
have been prepared for specific users and therefore should not be distributed to or 
used by other parties. 

 
348 Para. 22, ISA 570 
349 There are exceptions to this in some jurisdictions where particular other matter paragraphs 
are required or allowed to deal with common issues, such as that mentioned in the footnote 
below. Apart from this the one that is probably most common is in relation to the specific 
requirement that an other matter paragraph be included where an audit was not undertaken 
in previous periods. 
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32.9 Procedures Concerning Audit Reports 

Firms should designate specific individuals or groups to approve audit reports other 
than those which contain an unmodified opinion and which contain no emphasis of 
matter or other matter paragraphs. 317F336F

350 

The aim of such procedures is to ensure that the wording used is appropriate and in 
accordance with the applicable laws and regulations governing audit reports. 

 

 

 
350 For this purpose, any “other matter” paragraphs which are included routinely in a jurisdiction, 
for example a disclaimer of liability in relation to parties other than the addressees of the audit 
report, would be ignored. 


