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230 - Determine Planning and Design Materiality and Tolerable Misstatement
.01 Materiality is one of several tools the auditor uses to determine the nature, extent, and timing of procedures. As defined in FASB Statement of Financial Concepts No. 2, Qualitative Characteristics of Accounting Information, materiality represents the magnitude of an omission or misstatement of an item in a financial report that in light of surrounding circumstances, makes it probable that the judgment of a reasonable person relying on the information would have been changed or influenced by the inclusion or correction of the item.  
.02 Materiality is based on the concept that items of little importance, which do not affect the judgment or conduct of a reasonable user, do not require auditor investigation. Materiality has both quantitative and qualitative aspects. Even though quantitatively immaterial, certain misstatements could have an important impact on or warrant disclosure in the financial statements for qualitative reasons.  
.03 For example, intentional misstatements or omissions (fraud) usually are more critical to the financial statement users than are unintentional errors of equal amounts. This is because users generally consider an intentional misstatement more serious than clerical errors of the same amount.

.04 GAGAS and incorporated U.S. GAAS indicate that the auditor should use materiality in planning, designing procedures, and reporting. Materiality is a matter of professional judgment influenced by auditor’s perception of the needs of financial statement users. Materiality judgments are made in light of surrounding circumstances and involve both quantitative and qualitative considerations, such as the public accountability of the entity under audit, various legal and regulatory requirements, and the visibility and sensitivity of government programs, activities, and functions as well as a variety of other factors discussed in AU 312.60.

.05 The term “materiality” has several meanings. The FAM uses the following terms that relate to materiality:
· Planning materiality is a preliminary estimate of materiality in relation to the financial statements taken as a whole, primarily based on quantitative measures. It is used to determine design materiality and tolerable misstatement, which in turn are used to determine the nature, extent, and timing of substantive audit procedures. It is also used to identify significant laws and regulations for compliance testing.

· Design materiality is the portion of planning materiality that the auditor allocates to line items, accounts, or classes of transactions (such as disbursements). The auditor usually sets this amount the same for all line items or accounts as this amount is usually sufficient for testing (except for certain intragovernmental or offsetting balances as discussed in FAM 230.10). 
· Tolerable misstatement (formerly test materiality) is the materiality the auditor uses to test a specific line item, account, or class of transactions. Tolerable misstatement is defined in AU 312.34 as the maximum error in a population (for example, a class of transactions or account balance) that the auditor is willing to accept. Based on the auditor’s judgment, the auditor may set tolerable misstatement equal to or less than design materiality, as discussed in FAM 230.13, and may set different amounts of tolerable misstatement for different line items or accounts or assertions.

.06 The FAM also uses the term “materiality” in the reporting phase.
· Disclosure materiality is the threshold for determining whether to report items separately in the financial statements or in the related notes. This may differ from planning materiality.

· FMFIA materiality is the threshold for determining whether a matter meets OMB criteria for reporting matters under FMFIA as described in FAM 580.36-.38. 
· Reporting materiality is the threshold for determining whether an unqualified opinion can be issued. In the reporting phase, the auditor assesses audit results to determine whether uncorrected misstatements (known and likely) are either quantitatively or qualitatively material. This decision is a matter of auditor judgment. There need not be a direct relationship between reporting and planning materiality when making these judgments. If uncorrected misstatements are determined to be material, the auditor would be precluded from issuing an unqualified opinion on the financial statements. See FAM 540.

Unless otherwise specified, such as through using the terms above, the term “materiality” in this manual refers to the overall financial statement materiality discussed in FAM 230.01.

.07 The following guidelines provide the auditor with a framework for determining planning materiality. However, this framework is not a substitute for professional judgment. The auditor may determine planning materiality outside of these guidelines. In such circumstances, the audit director should discuss the basis for the determination with the reviewer.  The auditor should document planning materiality and the method of determining planning materiality. The audit director should review and approve the documentation.

.08 The auditor should estimate planning materiality in relation to the element of the financial statements that the auditor judges is most significant to the primary users of the statements (the materiality base). The auditor generally uses preliminary information to estimate the materiality base.  This may be prior years audited financial statements or current-year unaudited and unadjusted interim information. However, the auditor should adjust this preliminary information if there are indications of significant changes by year-end. To provide reasonable assurance that sufficient audit procedures are performed, the auditor may estimate the materiality base at the low end of the possible materiality base.
.09 For capital-intensive entities, total assets may be an appropriate materiality base. For expenditure-intensive entities, total expenses may be an appropriate materiality base. Based on these concepts, the auditor generally should use as the materiality base the greater of total assets or expenses (net of adjustments for intragovernmental balances and offsetting balances). (See the discussion of these adjustments in the next paragraph.) The auditor may use other materiality bases, such as total liabilities, equity, revenues, appropriations, or, if significant, line items. Auditors may also use different materiality bases for different statements, such as total assets for the balance sheet and total expenses for the statement of net cost. 
The key is to use a materiality base or bases that the auditor believes are most critical to the users of the financial statements. This requires understanding the entity and the environment in which it operates.
.010 In determining the materiality base, the auditor should decide how to handle significant intragovernmental balances (such as funds with the U.S. Treasury, U.S. Treasury securities, and inter-entity balances) and offsetting balances (such as future funding sources that offset certain liabilities and collections that are offset by transfers to other government entities) due to their nature as related party balances with different risks. Further, combining all of the accounts may distort the auditor’s judgment when designing the nature, extent, and timing of audit procedures. Because these amounts were removed from the materiality base as discussed in the previous paragraph, the auditor generally should establish a separate materiality base for significant intragovernmental or offsetting balances. 
For example, an entity that collects and remits funds on behalf of other federal entities could have operating accounts that are small in comparison to the funds processed on behalf of other entities. In this example, the auditor would determine a separate planning materiality for auditing        (1) the offsetting accounts, using the balance of the offsetting accounts as the materiality base, and (2) the rest of the financial statements using the materiality base guidance in FAM 230.09.

.011 The auditor generally should set planning materiality at 3 percent of the materiality base. Although the auditor may use a mechanical means to compute planning materiality, the auditor should use judgment in evaluating whether the computed level is appropriate. The auditor also should consider adjusting the materiality base for the impact of such items as unrecorded liabilities, contingencies, and other items that are not incorporated in the entity’s financial statements (and not reflected in the materiality base) but that may be important to the financial statement user. Alternatively, the auditor may set a separate materiality amount for disclosures.
.012 The auditor generally should set design materiality at one-third of planning materiality to allow for the precision of audit procedures. This guideline recognizes that misstatements may occur throughout the entity’s various accounts. The design materiality represents the materiality used as a starting point to design audit procedures for assertions in line items or accounts so that the auditor will detect an aggregate material misstatement in the financial statements as discussed in FAM 260.04. See FAM 540.11 for consideration of this precision allowance when evaluating the effects of misstatements on the financial statements for the purpose of reporting on the financial statements.
.013 The auditor generally sets tolerable misstatement for a specific test the same as the design materiality. Using this amount for substantive procedures usually results in a sufficient extent of testing when few misstatements are expected or when the software allows the auditor to input expected misstatement. However, the auditor may set a tolerable misstatement lower than the design materiality for substantive testing of specific line items and assertions (which increases the extent of testing) particularly when

· the audit is being performed at some, but not all, entity locations requiring increased audit assurance for those locations visited (see FAM 285);

· the area tested is sensitive to the financial statement users or may be qualitatively material; or

· the auditor expects to find a significant dollar amount of misstatements.

� If computer software is used to calculate sample size, the auditor should understand how the software handles expected misstatements. For example, assume that an auditor is using Interactive Data Extraction and Analysis (IDEA) to calculate sample size when tolerable misstatement is lower than design materiality because the auditor expects misstatements. The auditor should use the design materiality in IDEA because the expected misstatement amount  is separately input and used by IDEA to determine the sample size. See FAM 480.27.
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