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Session Outline 

• Source of requirements 
• Defining “risk” 
• Identifying risks 
• Assessing/evaluating risks 
• Responding to risks 
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Source of Requirements 

• Audit Risk Suite (SAS 104-111) 
– SAS 107, Audit Risk and Materiality in Conducting 

an Audit 
– SAS 109, Understanding the Entity and Its 

Environment and Assessing the Risks of Material 
Misstatement 

– SAS 110, Performing Audit Procedures in Response 
to Assessed Risks and Evaluating the Audit 
Evidence Obtained 
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Source of Requirements 

• Clarity Standards (AU-C Sections) 
– 200, Overall Objectives of the Independent Auditor 

and the Conduct of the Audit 
– 240, Consideration of Fraud in a Financial 

Statement Audit 
– 315, Understanding the Entity and Its Environment 

and Assessing the Risks of Material Misstatement 
– 330, Performing Audit Procedures in Response to 

Assessed Risks 
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Definitions (AU-C 200) 

• Risk of material misstatement. The risk that 
the financial statements are materially 
misstated prior to the audit. This consists of 
two components, described as follows at the 
assertion level:  
– Inherent risk 
– Control risk 
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Definitions (AU-C 200) 

• Inherent risk. 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.  
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Definitions (AU-C 200) 

• Control risk. The risk that a misstatement that 
could occur in an assertion about a class of 
transaction, account balance, or disclosure 
and that could be material, either individually 
or when aggregated with other 
misstatements, will not be prevented, or 
detected and corrected, on a timely basis by 
the entity‘s internal control.  
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Definitions (AU-C 200) 

• Detection risk. The risk that the procedures 
performed by the auditor to reduce audit risk 
to an acceptably low level will not detect a 
misstatement that exists and that could be 
material, either individually or when 
aggregated with other misstatements.  
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Definitions (AU-C 200) 

• Audit risk. The risk that the auditor expresses 
an inappropriate audit opinion when the 
financial statements are materially misstated. 
Audit risk is a function of the risks of material 
misstatement and detection risk.  
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Identifying Risks 

• What can go wrong? 
– Focus is on material misstatements and/or 

noncompliance 
• Gaining an understanding the entity and its 

environment 
– Industry, Regulatory, and Other External Factors 
– Nature of the Entity 
– Selection and Application of Accounting Policies 
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Understanding the Entity 

• Structure of the Government – City, County, 
School District 

• Governance – City Council, County 
Commissioners, School Board 

• Related Parties: 
– Identify from reading minutes 
– Client discussions 
– Inspection of documents 
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Understanding the Entity (Cont.) 

• Determine component units – for inclusion 
into financial statements 
– Its form of governance 
– Relationships and operations between each 

component unit and the reporting entity 
– Identify changes that could affect the audit 
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Industry & Regulatory 

• Understand and document the governmental 
industry and the governmental unit 

• Determine how the governmental entity is 
affected by general, political or social conditions 

• Identify the laws and regulations affecting the 
entity and any history of noncompliance 

• Determine if there are any specialized industries 
or activities related to the government’s 
operations 
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Industry & Regulatory (Cont.) 

• Understand the federal, state and local laws and 
regulations governing the general operations of 
the entity and its component units 

• Determine if there are any factors affecting the 
continued functioning of the government, such as 
taxpayer initiatives that limit its budget growth or 
maintenance of services it provides 

• Consider risks that could result in misstatements 
of the opinion unit financial statements 
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Industry & Regulatory (Cont.) 

• If performing a single audit consider risks that 
could result in misstatement of the schedule of 
expenditures of federal awards 

• Noncompliance at the major program level or 
compliance requirement level 

• Document potential risks related to the 
governmental industry and external environment 
which could include the economic, regulatory, 
political and social environment 
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Industry & Regulatory (Cont.) 

• Unfunded mandates imposed by other 
governments 

• Complex new accounting pronouncements that 
will be implemented in the current period i.e. 
GASB 63 and 65 

• Complexity of federal or state government 
regulation 

• Pending audit by governmental granting agencies 
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Industry & Regulatory (Cont.) 

• Whether the governmental until has any 
specific environmental concerns 

• Whether the entity has a poor public image or 
receives negative publicity 

• Whether the governmental entity is a party to 
frequent litigation 

• Extent the governmental unit participates in 
lobbying activities 
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Nature of the Entity 

• Risk factors related to the nature of the entity 
– Revenue sources 

• Changes in the governmental unit’s operations 

– Revenue trends, including 
• Revenues that are dependent on a few large taxpayers 
• Maintained a balance budget 
• Whether revenues are increasing or decreasing 
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Nature of the Entity (Cont.) 

• Risk factors related to the nature of the entity 
(cont.) 
– Whether the governmental unit has difficulty 

meeting grantor restrictions 
– Does the entity engage in e-commerce 
– Is the governmental unit adequately staffed – if no 

the risk of errors increases significantly 
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Budgetary Process 

• Assess the effectiveness of the governing 
board oversight of the budgetary process 

• Determine the legal level of budgetary control 
• Whether certain expenditures or inter-fund 

transfers are not budgeted 
• Whether any budget items have been over 

expended 
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Assets & Liabilities 

• Determine significant asset or liability amounts subject 
to estimation processes (such as landfill obligations or 
arbitrage liabilities 

• Estimates that involve a high degree of measurement 
uncertainty 

• Assets that are impaired 
• Significant self-construction assets 
• Large receivables subject to outside influences (due 

from other governments) 
• Potential liabilities from litigation or other significant 

contingent liabilities 
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Significant or Unusual Transactions 

• Determine if any significant transaction occurred 
outside the normal course of operations i.e. non-
routine or non-systematic 

• Extraordinary items or special items 
• Significant, unusual or complex revenue 

transactions at or near year-end 
• Significant non-recurring transactions for which 

specific GAAP requirements may apply, such as 
debt restructuring or non-monetary transactions 
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Expenditures/Expenses 

• Large expenditures that are largely 
discretionary, such as capital projects 

• Determine whether an incentive is present to 
report costs in one fund or program versus 
another or in a fund or program without 
restrictions versus one with restrictions 

• Whether the governmental unit is dependent 
on one or a few suppliers 
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Expenditures/Expenses (Cont.) 

• Workforce considerations, including: 
– Whether the governmental unit has recently lost one 

or more key employees 
– Whether the governmental unit has trouble attracting 

and retaining skilled employees 
– Accounting and disclosure for pensions, 

postemployment benefits, and other employee 
benefits 

– Whether there have been significant layoffs in the 
workforce 

– Historical government relationship with its employees 

24 



Expenditures/Expenses (Cont.) 

• Workforce considerations, including: (Cont.) 
– Whether there are indications of significant 

employee dissatisfaction with the governmental 
unit – such as high employee turnover, significant 
lawsuits, strikes or adverse finding by oversight 
agencies 

– Whether the governmental unit has any union 
employees, and if yes, the status of the current 
collective bargaining agreement 
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Financial Reporting 

• Determine significant changes in the entity’s 
accounting policies, including the reasons for the 
change 

• Determine if accounting policies are in 
compliance with GAAP 

• The entity’s revenue recognition policies 
• Consistency with accounting principles and 

practices unique to governments 
• Correct implementation of new accounting 

pronouncements 
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Financial Reporting (Cont.) 

• Methods used to account for significant, unusual 
or complex transactions 

• Extent and reasonableness of accounting 
estimates 

• Lack of personnel with appropriate accounting 
and financial reporting skills 

• Financial statement presentation and disclosure 
issues 

• The nature and cause of material misstatements 
noted in prior audits 
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Other Risk Considerations 

• Risk factors related to the entity’s inability to 
continue as a going concern 
– Declining tax base 
– Major taxpayers in a declining industry 
– Adverse changes in tax rates or structure 
– Reassessments 
– Recessionary economy 
– Increasing reliance on external funding 
– Increasing portion of expenditures committed to 

meeting mandated programs 
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Other Risk Considerations (Cont.) 

• Risk factors related to the entity’s inability to continue 
as a going concern (Cont.) 
– Disallowance of grant expenditures, or imminent 

intervention by state agencies 
– Decreasing productivity by employees (disgruntled 

employees) 
– Nonpayment of obligations such as debt principal or 

interest, salaries, pension or amounts due to other 
governments 

– Adverse financial trends 
– Loss of grants or unwillingness of other governments to 

continue funding programs at existing levels 
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Assessing/Evaluating Risks 

• Significant risk. An identified and assessed risk 
of material misstatement that, in the auditor‘s 
professional judgment, requires special audit 
consideration. 
– Not every risk is “significant” 
– Don’t cut corners… but don’t do more work than 

is required, either 
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Responding to Risks 

• Design overall responses and further audit 
procedures to address those risks 

• Sufficiency of audit evidence (quantity) 
– Consider the RMM and the quality 

• Appropriateness of audit evidence (quality) 
– Consider relevance and reliability 

• Persuasive vs. conclusive evidence 
– Cannot support an opinion with evidence that is “less 

than persuasive” 
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Questions? 
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We are available to help! 

 
Michael Federlein, CPA 

Mike.Federlein@rehmann.com 
(248) 458-7918 
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