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A Presentation on-

Sri Lanka Auditing Standards 315
Understanding the Entity and its 
Environment and Assessing the Risks of 
Material Misstatement.

Obtain

Identify & Assess

Design &Implement

Risk of material misstatements of F/S due
to Fraud or Error at the F/S & assertions
level

SLAuS 200- Objectives & General Principals Governing
an Audit of F/S ( Audit Risk)

SLAuS 240- The Auditor’s Responsibility to Consider
Fraud in and Audit of Financial Statements.

Responses to the assessed risks of
material misstatement.

SLAuS 500= Audit Evidence

Introduction

An understanding the entity and its
environment, including internal controls

SLAuS 315- Understanding the Entity and its
Environment and assessing the risks of Material
Misstatement.

Sri Lanka Auditing Standards 315-Understanding the Entity 
and its Environment and Assessing the Risks of Material 
Misstatement.
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SLAuS 315 vs Clarified SLAuS 315

► There have not been any substantial changes to the requirements in 
SLAuS 315, but text relating to the description of key financial 
statement assertions has been lifted from SLAuS 500 Audit Evidence
into the clarified SLAuS 315.

► Clarified SLAuS is expected to be effective from 1/1/2014.

► IFAC has issued a practical guide based on Clarified ISA. The 
Presentation will be based on this guide, using the existing 
requirements of SLAuS 315.

Sri Lanka Auditing Standards 315-Understanding the Entity 
and its Environment and Assessing the Risks of Material 
Misstatement.

Requirements of SLAuS 315

► Risk assessment procedures and 
sources of information about the entity 
and its environment, including its internal 
control. –Risk Identification

► Understanding the entity and its 
environment, including its internal 
control.- Understand the Risks

► Assessing the Risks of Material 
Misstatement.(RMM)- Risk Assessment

► Communicating with those charged with 
governance and management.

► Documentation.

Sri Lanka Auditing Standards 315-Understanding the Entity 
and its Environment and Assessing the Risks of Material 
Misstatement.

This Implementation Guide was prepared by the Small and Medium Practices Committee of the 
International Federation of Accountants (IFAC). The committee represents the interests of professional 
accountants operating in small- and medium-sized practices and other professional accountants who 
provide services to small- and medium-sized entities.
This publication may be downloaded free of charge from the IFAC website: www.ifac.org. 
The approved text is published in the English language.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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Risk Assessment – Overview.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Identifying & Assessing the Risk of Material Misstatement.

Audit Risk= Inherent Risk x Control Risk x Detection Risk 



Page 4

Sri Lanka Auditing Standards 315-Understanding the Entity 
and its Environment and Assessing the Risks of Material 
Misstatement.

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Risk Assessment Phase- Major Steps

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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Risk assessment procedures and sources of 
information
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Sri Lanka Auditing Standards 315-Understanding the Entity 
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Source- IFAC  Guide to using ISA in the Audits of 
Small and Medium Sized  Entities- Vol 2-
Practical Guidance ( Based on Clarified ISA)

Identification of risk is the foundation of the audit. Without a solid understanding of 
the entity, the auditor may miss certain risk factors. e.g increase in client’s sales 
when the industry sales have declined.
Effective identification & assessment of risk provides the auditor with the information 
needed to direct audit effort to areas where the risk of material misstatement is the 
highest, and away from less risky areas.

Risk assessment has two distinct parts:

• Risk identification (asking “what can go wrong”)

• Risk assessment (determining the significance
of each risk).

Risk Identification
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Risk Identification – Types of Risks

There are two major classifications of risk:

Business risk
Fraud risk.

The difference between business risk and fraud risk is that fraud risk results from 
a person’s deliberate actions.In many instances, a risk can be both a business 
and a fraud risk.

The business and fraud risks (inherent risks) are identified before any 
consideration of any internal controls that might mitigate such risks.

The introduction of a new accounting system creates uncertainty (errors could be made as personnel 
learn the new system) and would be classified as a business risk. However, it could also be classified as 
a fraud risk, because someone could take advantage of the uncertainty to misappropriate assets or 
manipulate the financial statements.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Risk Identification  -Types of Risks(contd.)

Business Risk Fraud Risk
•significant conditions, events, circumstances, 
actions, or inactions that could adversely affect 
the entity’s ability to achieve its objectives and 
execute its strategies. 
•inappropriate objectives and strategies.
•events that arise from change, complexity, or 
the failure to recognize the need for change.

The development of new products that may fail;
An inadequate market, even if new products are 
successfully developed; or
Flaws in the products that may result in liabilities 
and damage to the entity’s reputation.

Fraud risk relates to events or 
conditions that indicate an incentive or 
pressure to commit fraud or provide 
an opportunity to commit fraud.

The auditor’s understanding of business and fraud risk factors increases the likelihood of 
identifying the risks of material misstatement. However, there is no responsibility for the 
auditor to identify or assess all of the possible business risks.
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Source- IFAC Guide to using ISA in the Audits of 
Small and Medium Sized  Entities- Vol 2- Practical 
Guidance ( Based on Clarified ISA)

Inherent Risk Identification  
-Sources of Information

Inquiries
Analytical Review Procedures
Observations & Inspections
Engagement Team Discussions
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Source- IFAC Guide to using ISA in the Audits of Small and Medium 
Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Understand The Risks- The 
Key Areas
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Source- IFAC Guide to using ISA in the Audits of Small and Medium 
Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Understand The Risks- The Key Areas Examples
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CONSIDER POINT
For each risk factor identified, consider 
whether it is a business risk, a fraud 
risk, or both. Many sources of
risk can result in both business and 
fraud risks. For example, a change in 
accounting personnel can result
in errors being made (business risk), but 
may also provide an opportunity for 
someone to commit a fraud.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2-
Practical Guidance ( Based on Clarified ISA)

Fraud Risk- Characteristics of Fraud.
The term “fraud” refers to an intentional act by 
one or more individuals among management, 
those charged
with governance, employees, or third parties 
involving the use of deception to obtain an 
unjust or illegal advantage.

Fraud involving one or more members of 
management or those charged with governance 
is referred to as
“management fraud.”

Fraud involving only employees of the entity is 
referred to as “employee fraud.” 

In either case, there may be collusion within the 
entity or with third parties outside of the entity.

CONSIDER POINT
For each risk factor identified, consider 
whether it is a business risk, a fraud 
risk, or both. Many sources of
risk can result in both business and 
fraud risks. For example, a change in 
accounting personnel can result
in errors being made (business risk), but 
may also provide an opportunity for 
someone to commit a fraud.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2-
Practical Guidance ( Based on Clarified ISA)

Fraud Risk- Characteristics of Fraud.
The term “fraud” refers to an intentional act by 
one or more individuals among management, 
those charged
with governance, employees, or third parties 
involving the use of deception to obtain an 
unjust or illegal advantage.

Fraud involving one or more members of 
management or those charged with governance 
is referred to as
“management fraud.”

Fraud involving only employees of the entity is 
referred to as “employee fraud.” 

In either case, there may be collusion within the 
entity or with third parties outside of the entity.
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Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Risk Identification Process
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Risk Identification Process
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Documenting the Risk Identification Process
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Documenting the Risk Identification Process -Example
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Documenting the Risk Identification Process -Example

Source- IFAC Guide to using ISA in the Audits of Small and 
Medium Sized  Entities- Vol 2- Practical Guidance ( Based on 
Clarified ISA)
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Documenting the Risk Identification Process -Example

Source- IFAC Guide to using ISA in the Audits of Small and 
Medium Sized  Entities- Vol 2- Practical Guidance ( Based on 
Clarified ISA)
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Assessment of  Inherent Risks

Source- IFAC Guide to using ISA in the Audits of Small and 
Medium Sized  Entities- Vol 2- Practical Guidance ( Based on 
Clarified ISA)

The next step is to assess the identified risks and determine their significance 
for the audit of the financial statements. Again, it is preferable to assess the 
inherent risks before considering any internal control that might mitigate such 
risks. Risk assessment involves consideration of two attributes about the risk:

• What is the likelihood of a misstatement occurring as a result of the risk?
• What would be the magnitude (monetary impact) if the risk did occur?

Likelihood of a Misstatement Occurring
What is the probability that the risk will occur? The auditor could 
evaluate this probability simply as high,
medium, or low, or could assign a numerical score, such as 1 to 
5. A numerical score provides a slightly more precise 
assessment. The higher the score, the more likely the risk would 
occur.

Magnitude (Monetary Impact) if the Risk Did Occur
If the risk occurred, what would be the monetary impact? This 
judgment needs to be assessed against
a specified monetary amount, such as performance materiality. 
This assessment can also be evaluated simply as high, medium, 
or low, or by assigning a numerical score, such as 1 to 5. The 
higher the score is, the higher the magnitude of the risk.
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Assessment of  Inherent Risks -Example

Source- IFAC Guide to using ISA in the Audits of Small and 
Medium Sized  Entities- Vol 2- Practical Guidance ( Based on 
Clarified ISA)
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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Understanding Internal Control
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Understanding Internal Control

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Audit Risk= Inherent Risk x Control Risk x Detection Risk 
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Understanding Internal Controls- Pervasive & Specific Internal 
Controls

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Pervasive and Specific 
Internal Controls

Internal controls can be 
broadly categorized as 
pervasive (or entity-level) 
controls that address 
pervasive risks,
and specific (transactional) 
controls that address specific 
risks.
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Understanding Internal Controls- 5 Elements of Internal Control

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Each of these components is to be addressed by the auditor as:

Part of the understanding of the internal control (over financial reporting)

Information for considering how the different aspects of internal control may affect 
the audit

CONSIDER POINT
How an entity actually designs and 
implements its internal control will vary 
with an entity’s size and complexity. In 
smaller entities, the owner-manager may 
perform functions that address several of 
the components of internal control.
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Internal Controls Relevant to the Audit (the scope of understanding)

Source- IFAC Guide to using ISA in the Audits of Small and 
Medium Sized  Entities- Vol 2- Practical Guidance ( Based on 
Clarified ISA)

Not all controls are relevant to the audit and require understanding. The auditor is only 
concerned with understanding and evaluating those controls that would mitigate a risk 
of a material misstatement (due to fraud or error) in the financial statements. This 
means that certain types of controls can be scoped out of the
audit altogether.

These are controls that:

• Do not drive financial reporting (such 
as operational controls and controls 
that address compliance with
regulations); and

• Even if non-existent, a material 
misstatement in the financial 
statements would be unlikely.
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Internal Controls Relevant to the Audit -Example

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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and its Environment and Assessing the Risks of Material 
Misstatement.

Assessment of Internal Controls – 4 Step Process

Source- IFAC Guide to using ISA in the 
Audits of Small and Medium Sized  Entities-
Vol 2- Practical Guidance ( Based on Clarified 
ISA)

Regardless of the whether tests of 
controls will ultimately be performed to 
gather audit evidence, it is still 
necessary for the auditor on every 
engagement to evaluate control design 
and implementation. This involves
a four-step process. 
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Assessment of Internal Controls – 4 Step Process

Source- IFAC Guide to using ISA in the Audits of Small and Medium 
Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

One-Risk-to-Many Controls
Under this approach, each risk factor is considered by itself. All the 
controls that address that particular risk
factor are identified. This approach is particularly useful for mapping 
the pervasive (entity-level) risk factors to controls

Many-Risks-to-Many Controls
For specific c and transactional risks, the most common approach to evaluating design 
is through the use of what is sometimes called a “control design matrix.”
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Assessment of Internal Controls – 4 Step Process

Source- IFAC Guide to using ISA in the Audits of Small and Medium 
Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

One-Risk-to-Many Controls
Under this approach, each risk factor is considered by itself. All the 
controls that address that particular risk
factor are identified. This approach is particularly useful for mapping 
the pervasive (entity-level) risk factors to controls

Many-Risks-to-Many Controls
For specific c and transactional risks, the most common approach to evaluating design 
is through the use of what is sometimes called a “control design matrix.”
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Assessment of Internal Controls – 4 Step Process (contd.)

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  
Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

CONSIDER POINT
For smaller entities, there is an even simpler way of assessing 
transactional controls. First, identify the risk factors (see Step 1 
above) and the assertion(s) affected. Then, instead of mapping 
identified controls to each individual risk factor, identify controls 
that address the assertions affected by the risk.
If no controls are identified for a particular assertion, a 
substantive audit response would need to be developed. If the 
controls identified are expected to operate reliably, the audit 
response could include a test of relevant key controls. For 
example, the risk of unrecorded sales addresses the 
completeness assertion. Identification of relevant controls could 
be limited to those that address the completeness assertion in 
general, rather than the one specific risk.

A summary of the overall control evaluation
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Assessment of Internal Controls – 4 Step Process (contd.)

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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Assessment of Internal Controls – 4 Step Process (contd.)

Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

The most common forms of 
documentation prepared by 
management or the auditor are:

Narrative descriptions or 
memoranda;
Flow charts;
A combination of flow charts and
narrative descriptions
Questionnaires and checklists.
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Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Assessment of Internal Controls –4 Step Process (contd.)
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Source- IFAC Guide to using ISA in the Audits of Small and Medium 
Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Regardless of how well a control is designed and 
implemented, it can only provide reasonable assurance 
about the achievement of an entity’s objectives with 
regard to reliability of financial reporting due to certain 
inherent limitations.

Assessment of Internal Controls –
4 Step Process (contd.)
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)
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Concluding the Risk Assessment Phase
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Concluding the Risk Assessment Phase

The final step in the risk assessment phase of the audit is to review the results of the risk assessment 
procedures performed, and then assess (or, if already assessed, summarize) the risks of material 
misstatements at:

The financial statement level; and
The assertion level for classes of transactions, account balances, and disclosures.

The resulting list of assessed risks 
will form the foundation for the next 
phase in the audit, which is to 
determine how to respond 
appropriately to the assessed risks 
through the design of further audit 
procedures.
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Audit Evidence Obtained to Date

The evidence obtained to date, by performing risk assessment procedures, consists of identification 
and assessment of inherent risks, and the design and implementation of internal controls that address 
those risks.
What is left is the risk of material misstatement. This is simply the remaining risk after taking into 
account the effect of internal controls put in place to mitigate the inherent risks..
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Source- IFAC Guide to using ISA in the Audits of Small and Medium Sized  Entities- Vol 2- Practical Guidance ( Based on Clarified ISA)

Summarizing the Various Risk Assessments
The purpose of assessing risks is to provide the foundation and a reference point for what is needed to
respond appropriately with well-designed and efficient further audit procedures.

The summary of assessed risks brings together the inherent risk factors identified and the evaluation 
of any internal control designed to mitigate such risks. 

Note: There is a moderate level of risk 
at the financial statement level which is 
mitigated by good entity-level and 
possibly other controls. The result is a 
low assessed risk at the financial 
statement level. 

The summary of assessed risks at the 
assertion level is a combination of the 
assessment of inherent and control 
risks that apply to individual financial 
statement balances, transactions, and 
disclosures. The inherent risks are 
moderate, and there are no relevant 
internal controls, so the control risk is 
high. The result is therefore a moderate 
residual risk for this particular assertion.
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Special audit 
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Risk identified and related controls
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