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Enron (2001)

•What Happened: Enron used off-balance-sheet entities and complex accounting 

maneuvers to hide debt and inflate profits. Executives claimed initial 

discrepancies were due to "accounting errors."

•Scam Mechanism: Misstated earnings, unrecorded liabilities, and hidden losses 

through special-purpose entities (SPEs).

•Outcome: Bankruptcy, jail time for executives, and the dissolution of Arthur 

Andersen (their auditing firm).Satyam (2009)

•What Happened: Known as "India's Enron," Satyam's founder inflated revenues by 

$1.5 billion and later blamed "clerical and accounting errors."

•Scam Mechanism: Falsified bank statements, overstated revenues, and fictitious 

invoices.

•Outcome: Arrest of the CEO, loss of investor trust, and government intervention 

to save the company.Lehman Brothers (2008)

•What Happened: Lehman used "Repo 105" transactions to temporarily remove $50 billion 

in debt from its balance sheet, labeling it as a "timing error."

•Scam Mechanism: Misclassification of short-term loans as sales to artificially 

improve leverage ratios.

•Outcome: Bankruptcy, triggering the global financial crisis.
Olympus (2011)

•What Happened: Olympus concealed $1.7 billion in losses over decades and initially 

dismissed the irregularities as "historical accounting errors."

•Scam Mechanism: Hiding losses through inflated acquisition fees and fictitious 

goodwill.

•Outcome: Resignations of executives, arrests, and a significant drop in stock value.



Wirecard (2020)

•What Happened: Wirecard reported €1.9 billion in missing funds, claiming it was 

due to an "accounting oversight" related to third-party trust accounts.

•Scam Mechanism: Falsified revenue, nonexistent cash balances, and offshore shell 

companies.

•Outcome: Bankruptcy, CEO arrest, and investor losses exceeding €20 billion.
Steinhoff International (2017)

•What Happened: The company overstated profits by billions of dollars, claiming 

accounting errors in asset valuations.

•Scam Mechanism: Inflated revenues, fictitious transactions, and misstated asset 

values.

•Outcome: Collapse of the stock price, lawsuits, and financial restatements.
Luckin Coffee (2020)

•What Happened: The Chinese coffee chain inflated sales by $310 million, blaming 

discrepancies on "unverified accounting entries."

•Scam Mechanism: Fake transactions and fabricated sales data.

•Outcome: Delisting from NASDAQ, lawsuits, and significant reputational harm.

HealthSouth (2003)

•What Happened: HealthSouth overstated earnings by $1.4 billion, with executives 

blaming it on "accounting errors" and rogue employees.

•Scam Mechanism: Inflating earnings and hiding actual expenses.

•Outcome: Indictment of top executives and SEC fines.



Objective

Objective of SA 315:

• To establish standards and guidance on understanding 
the entity and its environment.

• To identify and assess the risks of material 
misstatement.

Key Focus Areas:

• The entity's internal control.

• Risks that may result in material misstatements in 
financial statements.



Understanding material 

misstatement
• Materiality:

• A misstatement is considered material

if it could affect the judgment or

decisions of financial statement

users.

• The threshold of materiality may vary

based on the size and nature of the

misstatement and the context of the

financial information.

• Types of Material Misstatements:

• Factual Misstatements: Clear

inaccuracies with no ambiguity, such

as incorrect data entry.

• Judgmental Misstatements: Disputes

over management estimates or

application of accounting policies.

• Projected Misstatements: Errors

identified in a sample that are

extrapolated to the population.



Understanding material 

misstatement
• Fraud: Intentional manipulation of financial 
statements, such as overstating revenues or 
understating expenses.

WorldCom (2002):

• Misstatement Details: WorldCom overstated its 
assets by approximately $11 billion by 
capitalizing operating expenses, thereby 
inflating profits.

• Consequences: The company filed for 
bankruptcy, and CEO Bernie Ebbers was 
sentenced to 25 years in prison for fraud, 
conspiracy, and filing false documents

Waste Management Inc. (2002):

• Misstatement Details: The company reported 
$1.7 billion in false earnings by 
misrepresenting expenses and failing to write 
down impaired assets.

• Consequences: The SEC fined Waste Management, 
and the company settled a $457 million class-
action lawsuit. 

Errors: Unintentional mistakes due to 
oversight, lack of knowledge, or processing 
errors.

Impact Areas:

• Income statement (e.g., misstated revenues or 
expenses).

• Balance sheet (e.g., overvalued assets or 
understated liabilities).

• Disclosures (e.g., inadequate or misleading 
notes).

Bank of America (2014)

• Issue: Bank of America failed to account for 
$4 billion in capital due to an error in 
reporting deferred tax liabilities.

• Impact: The omission led to a temporary 
suspension of its capital return plans to 
shareholders and a major internal review.

Groupon (2012)

• Issue: Groupon misapplied revenue recognition 
principles, including gross versus net 
revenue reporting, resulting in an 
overstatement of revenue by $14.3 million.

• Impact: Restatement of financials, a loss of 
credibility, and regulatory scrutiny from the 
SEC.



Errors
•Data Entry Mistakes: Typographical errors during 

manual input of transactions, such as entering 

$10,000 instead of $1,000.

•Transposition Errors: Reversing numbers (e.g., 

recording $87,654 as $78,654).

2. Misclassification of Transactions

•Recording a capital expense (e.g., purchasing 

machinery) as an operating expense.

•Classifying personal expenses of owners as business 

expenses.

•Misallocating income or expenses to the wrong 

account.

3. Errors in Application of Accounting Principles

•Incorrectly applying revenue recognition rules, such 

as recognizing revenue before it is earned.

•Failure to match expenses with associated revenues 

in the same accounting period.

•Inappropriate valuation of inventory (e.g., not 

following FIFO or LIFO methods accurately).

4. Omissions

•Failure to record accrued expenses, such as unpaid 

salaries or interest payable.

•Missing transactions entirely, such as forgetting to 

record a sales invoice or purchase invoice.

5. Miscalculations

•Mathematical errors in calculating totals or 

subtotals in financial statements.

•Errors in depreciation calculations, such as using 

6. Improper Use of Estimates

•Errors in estimating bad debt provisions, warranty 

liabilities, or impairment losses.

•Understating or overstating provisions due to 

incorrect assumptions or lack of proper analysis.

7. Errors in Currency Conversion

•Incorrect application of foreign exchange rates 

when translating financial transactions or 

consolidating subsidiaries.

•Misstatement of currency gains or losses due to 

errors in conversion.

8. Duplicate or Omitted Entries

•Posting the same transaction multiple times.

•Failing to post a journal entry altogether.

9. Errors in Consolidation

•Failing to eliminate intercompany transactions 

during consolidation.

•Errors in calculating minority interest or 

goodwill.

10. Compliance Failures

•Incorrect application of tax rates or regulatory 

requirements.

•Errors in calculating deferred tax assets or 

liabilities.

11. System Errors

•Bugs or misconfigurations in accounting software 

leading to inaccurate reporting.

•Relying on outdated versions of software that 



Accounting errors
1. Data Entry Errors

Example: Toshiba (2015)

•Issue: Toshiba overstated profits by $1.2 billion over several years. While part of 

this was intentional, it included clerical errors where incorrect numbers were input 

into financial systems.

•Impact: A major corporate scandal, a sharp decline in shareholder trust, and 

regulatory penalties.
2. Misclassification of Transactions

Example: Hertz Global Holdings (2014)

•Issue: Hertz misclassified expenses and overstated revenue by over $200 million. 

This included classifying operating expenses as capital expenses.

•Impact: Revisions to three years of financial statements, a significant drop in 

stock price, and legal disputes with investors.

3. Miscalculations

Example: Tesco (2014)

•Issue: Tesco overstated its profits by £263 million due to errors in calculating 

supplier rebates and recognizing revenue prematurely.

•Impact: A significant loss of investor confidence, legal action, and regulatory 

fines in the UK.
4. Compliance Failures

Example: Wells Fargo (2017)

•Issue: Wells Fargo failed to properly apply tax compliance rules, leading to 

incorrect reporting of deferred tax assets.

•Impact: Regulatory fines and further reputational damage to the bank.



Accounting errors
5. Improper Use of Estimates

Example: American International Group (AIG) (2005)

•Issue: AIG misestimated its reserves for losses, leading to a $3.9 billion 

restatement. This was partly due to errors in actuarial assumptions.

•Impact: A massive accounting scandal that led to lawsuits and a tarnished 

reputation.
6. Currency Conversion Errors

Example: Axon Enterprise (formerly TASER International) (2018)

•Issue: The company reported errors in foreign currency translation adjustments, 

which misstated financial results in consolidated statements.

•Impact: A restatement of its financial results and heightened scrutiny over its 

internal processes.
7. Duplicate or Omitted Entries

Example: Steinhoff International (2017)

•Issue: The global retailer admitted to accounting errors, including duplication of 

revenue and unrecorded liabilities, amounting to billions in misstatements.

•Impact: Bankruptcy filings, lawsuits, and loss of billions in market value.

8. Errors in Consolidation

Example: Freddie Mac (2003)

•Issue: The mortgage giant made significant errors in consolidating its financial 

results, particularly in the treatment of derivatives. This understated earnings by 

$5 billion.

•Impact: A major financial restatement, regulatory fines, and leadership changes.



Accounting errors
9. System Errors

Example: Facebook (Meta) (2018)

•Issue: Facebook reported that a bug in its advertising metrics system led to 

overstatement of video ad metrics for years.

•Impact: Loss of trust among advertisers and the need for significant system updates.

10. Adjusting Entries Errors

Example: Xerox (2002)

•Issue: Xerox improperly adjusted its revenue entries by recognizing lease revenue 

upfront, misstating profits by $1.4 billion.

•Impact: A $10 million SEC fine and major restatements of financial results.



Understanding material 

misstatement
• Assessment by Auditors:

• Auditors evaluate materiality during the planning, 
performance, and review stages of an audit.

• They consider the financial reporting framework, 
intended users of the financial statements, and the 

entity's context.



Understanding material 

misstatement
• Auditors evaluate materiality as part of their audit 
planning and execution to determine the significance 

of errors or omissions in financial statements. 

• Materiality is defined as the threshold above which 
a misstatement in financial information could 

influence the economic decisions of users (e.g., 

investors, creditors, or regulators).

• Quantitative Factors: These are numerical thresholds 
based on financial metrics.

• Qualitative Factors: These are non-numerical 
considerations that may influence user decisions 

regardless of the size of the misstatement.



Understanding material 

misstatement
Establish Overall Materiality

• This is the maximum amount by which the financial statements 

can be misstated without affecting users' decisions.

1.Determine a Benchmark:

Auditors select a relevant financial metric, depending on the 

nature of the entity:

1. For-profit entities: Pre-tax income, revenue, total 

assets, or equity.

2. Nonprofit organizations: Total expenses or revenues.

3. Financial institutions: Net assets or total deposits.

2.Apply a Percentage:

A percentage is applied to the benchmark to calculate overall 

materiality:

1. 5-10% of pre-tax profit (common for for-profit entities).

2. 0.5-2% of revenue or total assets (for large entities with 

low profits).

3. 1-2% of total expenses (for nonprofits)

Set Performance Materiality

• Performance materiality is a lower threshold used to reduce the 

risk of undetected misstatements in aggregate exceeding the 

overall materiality.

• Auditors typically set this at 50-75% of overall materiality, 

depending on the level of audit risk.

Evaluate Specific Materiality for

Particular Items

Some items may have lower thresholds

for materiality due to their

significance to users:

•Related-party transactions.

•Executive compensation.

•Regulatory compliance matters.

•Misstatements affecting key

performance metrics or covenant

compliance.
Even small errors can be material if

they involve:

•Fraud: Intentional misstatements

are considered more significant.

•Compliance with Laws or

Regulations: Errors in tax or legal

provisions may be material.

•Key Financial Ratios: Misstatements

that affect earnings per share,

liquidity, or solvency ratios.

•Industry-Specific Factors:

Misstatements in critical areas

(e.g., loan loss provisions in

banks).



Example of Materiality 

Evaluation:

1.Company: A manufacturing company with a pre-tax 

profit of $5 million and revenue of $100 million.

2.Materiality Calculation:

1.Benchmark: Pre-tax profit.

2.Overall Materiality: 5% of $5 million = $250,000.

3.Performance Materiality: 75% of $250,000 = $187,500.

3.Evaluation:

1.An error of $10,000 in advertising expenses may be 

immaterial quantitatively.

2.However, if the error involves misrepresentation of 

fraudulent activity, it becomes material qualitatively.



Importance of SA 315

Ensures auditors have a thorough understanding of:

• The entity's operations.

• Industry environment.

• Regulatory framework.

• Benefits:
• Enhances audit effectiveness.

• Identifies areas requiring greater audit focus.



Key Components of SA 315

1.Understanding the Entity and Its Environment:

1.Industry, regulatory, and other external factors.

2.Nature of the entity and its operations.

3.Entity’s objectives, strategies, and risks.

2.Understanding Internal Control:

1.Control environment.

2.Risk assessment process.

3.Control activities, information systems, and 

monitoring.



Key Aspects of Understanding the Entity 

and Its Operations
•The Entity’s Environment

•Industry, Regulatory, and External Factors:

•Understand the industry in which the entity operates (e.g., competitive pressures, technology trends).

•Identify relevant laws, regulations, and other external factors like economic conditions or market trends.

•Nature of the Entity:

•The entity’s operations, ownership, governance, and financing activities.

•The types of investments made, key products/services, and the business model.

•Objectives, Strategies, and Related Business Risks:

•Understand the entity’s strategic goals and how risks associated with achieving them may lead to 

material misstatements.

•Measurement and Review of Financial Performance:

•Identify key performance indicators (KPIs) used by management and external stakeholders to measure 

success.

•Assess how management reviews and monitors financial results, including budgets and forecasts.

•The Entity’s Internal Environment



Business Operations•Key Activities and Processes:

• Analyze the entity’s core operational processes (e.g., production, sales, 

distribution).

• Evaluate significant changes in business operations, such as expansion into 

new markets or product launches.

•Transactions and Complexity:

• Identify complex or unusual transactions that could increase the risk of 

misstatement (e.g., derivatives, M&A).

2. Industry Dynamics

•Assess how the entity’s operations are influenced by industry-specific trends, 

such as supply chain issues, technological changes, or regulatory challenges.

•Identify if any specialized accounting standards apply due to the industry.

3. Organizational Structure

•Understand the management hierarchy and decision-making processes.

•Assess how centralized or decentralized the operations are and whether they span 

multiple geographic locations.

4. Key Stakeholders

•Evaluate the role of key stakeholders, including major customers, suppliers, 

investors, and creditors.

•Understand related-party relationships and transactions.



Techniques to Understand the Entity’s 

OperationsInquiries:

1.Conduct interviews with management, employees, and key stakeholders to gather 

insights about operations.

Observation and Inspection:

1.Observe physical facilities and operations (e.g., production plants, 

warehouses).

2.Inspect documents like strategic plans, budgets, and contracts.

Analytical Procedures:

1.Use financial ratios, trend analysis, and industry benchmarks to understand 

operational performance.

Review of Historical Data:

1.Examine prior years’ financial statements, audit reports, and internal 

control documentation.

Site Visits:

1.Visit key operational sites to assess processes and systems in action.



Understanding control environmentEvaluate the design and implementation of internal controls to determine 

their effectiveness in preventing or detecting material misstatements. Key 

areas include:

Control Environment

•The tone set by management regarding the importance of integrity, ethics, 

and internal controls.

Risk Assessment

•How the entity identifies, evaluates, and responds to risks, particularly 

those related to operations.

Information System

•Systems used to initiate, record, process, and report transactions, 

including any IT systems or software.

Monitoring Activities

•Processes for monitoring operations, detecting control deficiencies, and 

ensuring continuous improvement.



Risk Assessment Process

• Steps in the Risk Assessment Process:
• Identify risks of material misstatement.

• Assess inherent risks.

• Evaluate control risks.

• Determine audit procedures.

• Key Tools:
• Analytical procedures.

• Inquiry with management and staff.

• Observation and inspection.



Risk Assessment Process
After understanding the entity, its business and environment and the presence of controls 

in the entity—

Analytical Procedures

• Perform preliminary analytical procedures during the planning phase to identify unusual 

trends, variances, or relationships in financial data.

• Example: A significant increase in revenue without a corresponding rise in cash 

flows may indicate fictitious sales

Identifying risks of fraud

• Fraud risks are a subset of RoMM, and auditors must focus on areas prone to fraudulent 

reporting. Steps include:

• Brainstorming Session:

• Engage the audit team to discuss how fraud could occur in the entity.

• Example: Discuss possible scenarios for revenue overstatement or asset 

misappropriation.

• Consider Fraud Risk Factors:

• Incentives/Pressures: Management bonuses tied to financial targets.

• Opportunities: Weak internal controls or high employee turnover.

• Rationalization/Attitudes: Management justifying questionable accounting practices.



Risk assessment process
Reviewing Past Audit Findings

• Examine previous audits for recurring misstatements or control weaknesses. 

Consider:

• Unresolved issues from prior audits.

• Areas where management judgment or estimates were challenged.

Considering Key Assertion Risks

• Identify risks at the assertion level for significant accounts or disclosures:

• Completeness: Risk of omitting liabilities or expenses.

• Existence: Risk of recording non-existent sales or assets.

• Valuation: Risk of incorrect valuation of inventory or financial instruments.

• Rights and Obligations: Risk of misstating ownership of assets or obligations.

Considering the Nature of Transactions

• Complex, non-routine, or unusual transactions increase RoMM. Examples include:

• Large acquisitions or disposals.

• Significant estimates like impairment or provisions.

• Complex contracts or leases.



Risk assessment process
Evaluating Materiality

• Assess whether the identified risks are material:

• Quantitatively: Evaluate the size of the account or transaction.

• Qualitatively: Consider the impact on regulatory compliance, investor 

decisions, or financial covenants.

Gathering Information from Management and Others

• Conduct inquiries with:

• Management (e.g., CFO, controller).

• Internal audit teams.

• Employees involved in key financial processes.

• Example: Ask about changes in accounting policies or unusual journal 

entries.



Inherent risks
Inherent risk is the susceptibility of a financial statement assertion to a material 

misstatement, assuming there are no related controls. It arises due to the nature of 

transactions, account balances, or disclosures and is influenced by complexity, 

judgment, or other external and internal factors.

Nature of the Industry: 

•High-risk industries like financial services, where complex

transactions (e.g., derivatives) are common.

•Real estate, with valuation risks for properties and investments.

•Technology or biotech firms with reliance on R&D and intangible
assets.

Risks:

•Uncertainty in asset 

valuations (e.g., 

goodwill, intellectual 

property).

•Sensitivity to economic 

fluctuations.
Complex or Unusual Transactions:

•Mergers and acquisitions, joint ventures, or restructurings.

•Revenue recognition in multi-element arrangements.
•Hedging or foreign exchange transactions. 

Risks:

•Misapplication of accounting 

principles.
•Incorrect or inconsistent recording

Subjectivity and Judgment:

•Management estimates like impairment, provisions, and allowances.

•Judgments in determining fair value (e.g., financial instruments or 

non-current assets). 

Risks:

•Overstatement or understatement 

of key balances.

•Bias or errors in applying 
estimates. 



Inherent risks
Complexity of Financial Instruments

Derivatives, structured products, and 

investments in unlisted entities.

Risks:

•Misvaluation due to complex pricing models.
•Lack of transparency in disclosure.

Non routine transactions:

Disposal of significant assets or 

investments

Changes in accounting policies or estimates.

Risks:

High susceptibility to errors as 

these transactions occur 

infrequently

Management bias or intentional 

manipulationSusceptibility to Fraud

Incentives for earnings manipulation (e.g., 

to meet loan covenants or market 

expectations)

Cash-intensive businesses with high risk of 

misappropriation

Risks:

Overstatement of revenues, 

understatement of expense

Creation of fictitious transactions

Accounting Estimates and Assumptions

Estimating bad debt allowances.

Provisions for legal disputes or warranties

Useful lives and residual values of assets 

for depreciation

Risks:

High uncertainty and reliance on 

future conditions.

Errors or intentional bias in 

assumption
Valuation of Assets

Inventory valuation (e.g., risk of 

obsolescence, incorrect costing methods)

Investment properties subject to fair value 

adjustment

Impairment testing of goodwill or intangible 

Risks:

Misstatements due to complexity or 

subjective judgment.

Use of inappropriate valuation 

techniques or assumptions

•Impairment testing of goodwill or intangible assets.
•Impairment testing of goodwill or intangible assets.



Inherent risks
Revenue Recognition:

Long-term contracts requiring percentage-

of-completion accounting.

Sales involving rebates, discounts, or 

returns

Risks:

Premature or fictitious recognition 

of revenue

Non-compliance with applicable 

accounting standard
Legal and Regulatory Environment:

•Compliance with tax laws, labor laws, or 

industry-specific regulations

Environmental obligations for industries 

like mining or manufacturing

Risks:

Misstatements due to non-compliance

Penalties or contingent liabilities 

not appropriately disclosed

External Economic Factors:

Currency fluctuations affecting 

multinational entities

Volatility in commodity prices for 

industries like oil and gas

Risks:

Misstatements in foreign exchange 

gains/losses or inventory valuation

Challenges in forecasting and 

estimating future performance

Consolidation and Group Structures

omplex group structures with multiple 

subsidiaries and joint ventures.

Investment properties subject to fair value 

adjustment

Impairment testing of goodwill or intangible 

assets

Risks:

Misstatements in intercompany 

transactions or eliminations

UInadequate disclosures for non-

controlling interests

•Impairment testing of goodwill or intangible assets.



Inherent risks
Changes in Accounting Standards

Implementation of new standards.

Risks:

Errors in transitioning to or 

applying new standards

Misclassification or incomplete 

adjustments
Risks:

Errors in presenting liabilities 

and disclosures about going concern

Understatement of provisions or 

contingencies

Disclosures in Financial Statements:

Non-financial disclosures like ESG 

(Environmental, Social, and Governance) 

metrics.

Regulatory or legal disclosures

Risks:

Omissions or inaccuracies in 

required disclosure

Misstatements in qualitative 

information

Going Concern and Financial Distress

Entities with declining financial 

performance

Liquidity issues

Companies affected by economic turndown.



Identifying significant risks

• Characteristics of Significant Risks:

• Complex transactions.

• High degree of judgment.

• Non-routine or unusual transactions.

• Susceptibility to fraud.

• Auditor's Role:

• Focus on areas with higher risk of misstatement.

• Design procedures to mitigate identified risks.

• Inherent risks cannot be controlled by auditors but can be mitigated through:

1.Tailored audit procedures to address high-risk areas.

2.Thorough understanding of the entity and its industry.

3.Enhanced scrutiny of areas requiring judgment or complex estimations.

• By carefully identifying and assessing inherent risks, auditors can design more 

effective procedures to detect material misstatements in financial statements.



Documentation

• Essential Documentation Includes:
• Key observations and risk assessments.

• Internal control evaluations.

• Identified risks and responses.

• Purpose of Documentation:
• Provide audit evidence.

• Support audit conclusions.



Documentation
Auditors must document:

• Risks at the Financial Statement Level:
• Risks affecting overall financial reporting (e.g., fraud risk, 
going concern issues).

• Example: A highly leveraged entity might have a risk of 
misstating liabilities.

• Management override of control.

• Risks at the Assertion Level:
• Specific risks for account balances, transactions, or 
disclosures.

• Example: Overstatement of revenue (existence and occurrence 
assertion).

• Significant Risks:
• Document risks requiring special audit attention, such as 
fraud risks or areas involving complex judgments.

• Example: Valuation of goodwill in an entity with declining 
market performance.



Documentation
Response to Identified Risks

• For each identified risk of material misstatement, 
auditors must document:

• Audit procedures designed to address the risk.

• Nature, timing, and extent of procedures to 
mitigate risks.

• Specific areas where professional skepticism was 
applied.

Changes in Risk Assessment

• Document any changes in risk assessment during the 
audit process.

• Example: Discovery of a new fraud risk or 
significant adjustment to financial data.



Documentation
Use of Experts

• If external or internal experts are involved in the audit, 
document:

• The rationale for using the expert.

• The expert’s area of expertise and role in the audit.

• How the auditor evaluated the work of the expert.

Key Assumptions and Professional Judgment

• Auditors must document:

• Assumptions made during risk assessment.

• Areas requiring significant professional judgment, such as:
• Assessment of complex estimates.

• Determination of control effectiveness.



Documentation

Communication with Management and Governance

• Document key discussions with management or those 
charged with governance:

• Identified risks and how they were addressed.

• Significant control deficiencies or material 
misstatements.

• Responses from management regarding risks or 
identified misstatements.



NAFRA reports
Case- Auditee is an NBFC. Fraud risk in revenue should have been noted for NPA 

supression or evergreening of loans. Yet it was absent.

Engagement Team had not substantiated the securities and collateral but it failed to do 

so.

The team had not done Analytical procedures for initial assessment of ROMM.

The workpapers do not contain any evaluation on the presumed ROMM due to fraud in 

revenue recognition. The document broadly contains the snapshot of Assets and Revenue. 

The Audit Firm has failed to document the reason for their conclusion in support of 

rebutting the presumed ROMM due to fraud related to revenue recognition.

Reg Analytical Procedures, there were many differences of large rates in major items 

which were not analysed further

There were significant rollovers present during the year, but the auditor did not 

classify significant risk of re-structuring NPAs, despite identifying significant risk 

of rollover of loans

There had been a woeful lack of clarity, and utter confusion had prevailed in the ROMM 

assessment

In crucial matters, the Audit Firm had relied completely on the Management's 

Representations.

The Audit Firm has performed no Analytical Procedures as risk assessment procedure and 

have failed to comply with Para A13 to Para A15 of SA 315.



Challenges and Practical 

Considerations
• Common Challenges:

• Understanding complex entities.

• Identifying non-obvious risks.

• Balancing detail with audit efficiency.

• Best Practices:
• Leverage technology and data analytics.

• Maintain open communication with the client.

• Stay updated on industry trends.



A sample case study
ABC Manufacturing Ltd. is a mid-sized company engaged in producing and selling 

industrial machinery. The company operates in a highly competitive market and has 

recently expanded its operations by acquiring a smaller competitor. The company has 

also launched a new product line during the year.

Key Financial Information

•Revenue: $50 million

•Net Profit: $2 million

•Total Assets: $30 million

•Inventory: $8 million (largest balance on the balance sheet)

•Borrowings: $22 million (secured by inventory and receivables)



A sample case study
Understanding the Entity and Its Environment

Industry Factors: The industrial machinery sector is 

sensitive to economic cycles. Companies often offer 

extended credit terms to customers, increasing the risk 

of bad debts.

Recent Changes- Acquisition of a smaller competitor & 

Introduction of a new product line.

Economic Conditions: High inflation and rising interest 

rates are impacting the cost of raw materials and 

financing.

Risks identified-

Increased operational 

complexity due to the 

acquisition.

Uncertainty in the 

market acceptance of the 

new product.

Rising costs potentially 

impacting profit 

margins.Financial Statement Level Risks:

Going Concern:Borrowings make up 50% of the company’s total assets.

Rising interest rates increase financial pressure.

Risk: Misstatement of liabilities or inadequate disclosure about going concern 

uncertainties.

Management Override of Controls:

The CEO is heavily involved in financial decision-making and may override controls 

to meet profit targets.

Risk: Potential for fraudulent adjustments in financial statements.



A sample case study
Revenue Recognition:

•The company offers extended credit terms to 

customers.

•Risk: Revenue may be overstated by 

recognizing sales before performance 

obligations are satisfied.

•Assertion Affected: Occurrence and Cut-off.

Inventory Valuation:

•Inventory constitutes 27% of total 

assets.

•High competition and inflation may lead 

to obsolescence or overvaluation.

•Risk: Inventory may be overstated due 

to incorrect valuation or failure to 

write down obsolete items.

•Assertion Affected: Valuation and 

Existence.

Impairment of Goodwill:

•Goodwill arising from the acquisition of 

the smaller competitor needs to be tested 

for impairment.

•Risk: Overstatement of goodwill due to 

unrealistic assumptions in impairment 

testing.

•Assertion Affected: Valuation.

Provision for Warranty:

•The new product line has an untested 

reliability record.

•Risk: Understatement of warranty 

provisions due to management optimism.

•Assertion Affected: Completeness.
Borrowings and Interest Expense:

Debt covenants require the company to 

maintain specific financial ratios.

Risk: Risk of misclassification of 

liabilities or understatement of interest 

expense to comply with covenants.

Assertion Affected: Presentation and 

Accuracy.



Evaluating Internal Controls:

The auditor evaluates the design and implementation of internal controls:

•Revenue Controls:

• Weakness: Lack of segregation of duties in sales and invoicing due to 

limited staff.

•Inventory Controls:

• Weakness: Manual inventory counts performed once a year without independent 

verification.

•Monitoring Controls:

• Weakness: Limited involvement of the board in reviewing financial 

performance.Analytical Procedures

The auditor performs preliminary analytical procedures:

•Revenue increased by 25% year-over-year, but cash collections only grew by 10%.

•Inventory turnover decreased from 4x to 3x, indicating potential obsolescence 

or overstocking.

•Gross profit margin dropped from 35% to 30%, potentially due to rising raw 

material costs.

Red Flags:

1.Revenue growth not supported by cash flow.

2.Decreasing inventory turnover suggests valuation risks.



Significant Risks Identified

Based on the assessment, the auditor identifies the following significant risks:

1.Revenue Recognition: Risk of overstatement due to extended credit terms.

2.Inventory Valuation: Risk of misstatement due to obsolescence and inflation.

3.Impairment of Goodwill: Risk of overstatement due to subjective assumptions.

4.Management Override: Risk of fraudulent adjustments due to high-pressure 

environment.

Audit Response to Risks

1.Revenue Recognition:

1.Perform substantive testing of revenue transactions near year-end to ensure 

proper cut-off.

2.Review credit terms and assess collectability of receivables.

2.Inventory Valuation:

1.Test physical inventory counts for accuracy.

2.Assess the methodology for valuing inventory and evaluate provisions for 

obsolescence.

3.Impairment of Goodwill:

1.Test management’s assumptions (e.g., discount rates, cash flow projections) for 

reasonableness.

2.Perform sensitivity analysis to evaluate the impact of changes in assumptions.

4.Management Override:

1.Review journal entries for unusual adjustments.

2.Evaluate significant estimates and management’s rationale for them.

3.Assess the tone at the top and ethical environment.

Warranty Provision:



Thank You


