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.01 In the internal control phase, the auditor performed a preliminary assessment of the risk of material misstatement for each significant assertion within each significant line item or account (see FAM 370). In the testing phase, the auditor plans and performs further audit procedures to be responsive to the risk of material misstatement. 
Based on the assessed risk of material misstatement, the auditor should design and perform substantive procedures for relevant assertions related to each material class of transactions (such as payroll or nonpayroll expenditures), line items (such as FBWT), and account balances (such as individual FBWT accounts).

.02 The auditor’s objective during substantive procedures is to determine whether assertions are materially misstated and to form an opinion about whether the financial statements taken as a whole are presented fairly, in all material respects, in accordance with U.S. GAAP. To determine if assertions are misstated, the auditor should design substantive procedures to detect each of the likely misstatements in assertions that were developed in the internal control phase (see FAM 330). 
The auditor’s substantive procedures also should include the following audit procedures related to the financial statement reporting processes

· agreeing the financial statements, including their accompanying notes, to the underlying accounting records; and
· examining material journal entries and other adjustments made during the course of preparing the financial statements.

In addition, the auditor should determine whether efficiencies can be achieved by using the concepts of directional testing, as discussed in FAM 470.15-.18.

.03 As discussed in FAM 260.04, detection risk is the risk that the auditor will not detect a material misstatement that exists in an assertion. Based on the assessed risk of material misstatement, the auditor should determine the nature, extent, and timing of substantive audit procedures to reduce the level of detection risk to an acceptably low level. The auditor determines the level of audit assurance to use for all substantive procedures to detect misstatements that in total exceed materiality established in FAM 230. 
Audit assurance relates to the entire audit. The auditor should determine the audit assurance needed based on the risk of material misstatement. The higher the risk of material misstatement, the more audit assurance the auditor needs. For example, based on the audit risk model in AU 350 and a desired overall audit assurance of 95 percent, GAO auditors generally use the audit assurance for each risk of material misstatement as indicated in Table 470.1.
Table 470.1: Risk of Material Misstatement and Minimum Levels of Audit Assurance
	Risk of material misstatement
	Minimum level of audit assurance

	Low 
	63% 

	Moderate 
	86% 

	High 
	95% 


 
Types of Substantive Procedures
.04 There are two types of substantive procedures: (1) substantive analytical procedures, and (2) tests of details. To achieve the audit assurance as discussed above, the auditor may use either of these tests or a combination of the two. The type of test to use and the amount of reliance to place on each type of procedure is a matter of the auditor’s professional judgment to include considerations of audit effectiveness and efficiency. To determine an appropriate mix of substantive procedures the auditor may use the audit matrix in FAM 470.11.
Substantive Analytical Procedures
.05 Substantive analytical procedures involve the auditor’s comparison of a recorded amount with an expectation of that amount and subsequent investigation of any significant differences to reach a conclusion on the recorded amount. Analytical procedures involve a study of plausible relationships among both financial and nonfinancial data. A basic premise is that plausible relationships among data may reasonably exist and continue in the absence of errors, fraud, or changes in circumstances. (See AU 329.) 

.06 The auditor may perform substantive analytical procedures at one of three levels for an assertion, as follows:
Complete: The auditor relies solely on substantive analytical procedures for all of the assurance required from substantive procedures. The procedure is so persuasive that the auditor believes that it is highly likely to detect any aggregate misstatements that exceed tolerable misstatement. Complete assurance from substantive analytical procedures requires procedures that are extremely effective and persuasive to serve as the sole source of audit evidence for achieving the audit objective. This level of effectiveness or persuasiveness is very difficult to achieve when risk of material misstatement is high. Therefore, complete reliance on substantive analytical procedures for audit assurance in these situations is rare, particularly for balance sheet accounts.

· Partial: The auditor relies on a combination of substantive analytical procedures and tests of details to obtain an appropriate level of audit assurance. For partial assurance, the auditor believes that the analytical procedures more likely than not will detect any aggregate misstatements that exceed tolerable misstatement.
· None: The auditor does not rely on substantive analytical procedures for audit assurance and the auditor will obtain assurance from tests of details. In this situation, the auditor may perform supplemental analytical procedures to increase an understanding of account balances and transactions, but not to provide any additional audit assurance. These procedures are similar in scope to those performed on an overall basis at the financial statement level (see FAM 520).

.07 To determine whether to perform complete or partial substantive analytical procedures, the auditor should evaluate the effectiveness, or persuasiveness and efficiency, of such procedures. In so doing, the auditor may use the factors discussed in FAM 495 A.

Test of Details
.08 Tests of details are procedures applied to individual items selected by the auditor for testing and include:
· Confirmation of a balance or transaction or the related terms (such as the terms of payment), by obtaining and evaluating direct communication from a third party, such as for accounts receivable or accounts payable.

· Physical observation by inspecting, counting, and applying related audit procedures for tangible assets, such as inventory or property, plant, and equipment.

· Examination of supporting documents to determine whether a balance is properly stated, such as examining invoices for expenses and the purchase of inventory and property.

· Recalculation by checking the mathematical accuracy of entity records by footing, cross-footing, or recomputing amounts and tracing journal postings, subsidiary ledger balances, and other details to corresponding general ledger accounts. For example, the auditor may recalculate unit cost extensions in an inventory list, foot the list (whether prepared manually or by computer), and trace the total to the general ledger amount.

.09 Detail tests are often used in combination to provide sufficient  substantive audit assurance about an assertion. For example, to test the valuation/accuracy of accounts receivable, the auditor might confirm balances, recalculate the aging schedule, examine documents supporting the aging and specific delinquent accounts, and discuss collectibility with management. On the other hand, a single detail test procedure might provide audit assurance about more than one of the five financial statement assertions. For example, a physical observation of inventory may provide evidence about existence, valuation/accuracy, and presentation and disclosure.

.010 The minimum extent of detail testing to be performed is based on the risk of material misstatement and the assurance obtained from substantive analytical procedures, as illustrated in the audit matrix in Table 470.2.

Determining Mix of Substantive Procedures
.011 In determining an appropriate mix of substantive analytical procedures and detail tests, the auditor generally should use the audit matrix in Table 470.2, which illustrates the integration of such tests for each level of risk of material misstatement, when the auditor is using a desired overall audit assurance of 95 percent. The audit standards use the term detection risk which is 1 minus the audit assurance from detail tests.
Table 470.2: Audit Matrix

	Assessed risk of material misstatement
	Substantive audit assurance
(Table 470.01)
	Audit assurance from substantive analytical procedures*
	Minimum audit assurance from detail tests

	
	
	Complete
	0%

	Low
	63%
	Partial
	50%

	
	
	None
	63%

	
	
	Complete
	0%

	Moderate
	86%
	Partial
	77%

	
	
	None
	86%

	
	
	Complete
	0%

	High
	95%
	Partial
	92%

	
	
	None
	95%


* Complete assurance from substantive analytical procedures is difficult to achieve, as discussed in FAM 470.06. 
.012 Additional factors to consider in determining an appropriate mix of  substantive analytical procedures and detail tests include the following:
· The nature and significance of the assertion being tested:  Analytical procedures are generally more likely to be effective for assertions related to accounts that reflect the audit period’s activity, such as accounts included in the statement of net cost, than for accounts related to balance sheet accounts or other cumulative balances. Significant assertions generally require more or higher-quality audit evidence that may not be available from analytical procedures.

· The nature of the risk of material misstatement: The auditor should design substantive procedures that address the specific type and level of risk of material misstatement for each assertion. For example, for certain loss claim liabilities, the auditor may design detail tests to search subsequent claim payments for potential liabilities in testing the completeness assertion, while the auditor may use analytical procedures to test the related valuation assertion by evaluating the average amounts per claim.

· The availability of different types of evidence: Using evidence that can be readily obtained may be more efficient. For example, in federal government audits, the auditor may use budgets and other information  in performing analytical procedures.

· The quality of the types of evidence available: The higher the quality of a type of evidence, the greater the level of assurance the auditor may derive from that type (see FAM 470.14).

· The anticipated effectiveness of substantive analytical procedures: The auditor should use detail tests if substantive analytical procedures are not expected to be effective.

.013 When determining the types of substantive procedures to use, the auditor  should choose the mix of effective procedures that are efficient in combination with sampling control tests and compliance tests. 

.014 When considering a procedure’s relative effectiveness, the auditor should evaluate the expected quality of the evidence. The quality of evidence obtained in substantive procedures depends highly on the circumstances under which it is obtained. Some generalizations about evidence are:
· Evidence obtained from independent third parties provides a higher level of assurance than evidence obtained from sources in the entity.

· Evidence obtained directly by the auditor through confirmation, physical examination, vouching, or recalculation provides a higher level of assurance than evidence obtained indirectly, such as through inquiry.

· Documentary evidence provides a higher level of assurance than oral representations.

· Evidence obtained at or near the balance sheet date concerning an asset or liability balance provides a higher level of assurance than evidence obtained before or after the balance sheet date, because the audit risk generally increases with the length of the intervening period.

· The lower the control risk associated with an entity’s internal control, the higher the assurance concerning the information subject to that internal control.

Directional Testing
.015 In planning tests, the auditor may use the relationships between recorded amounts to help achieve efficiencies. For example, in double-entry accounting, a misstatement in one account affects at least one other related account. This relationship gives rise to the opportunity to test more than one account with a single test. Additionally, the relationship between budgetary and proprietary
 accounts may provide an opportunity for efficiencies in testing, such as undelivered orders and delivered orders –unpaid for budgetary accounts and expenses and accounts payable for proprietary accounts.

.016 As stated, in double-entry accounting, a misstatement in one account affects at least one other related account. For example, a misstatement of accrued payroll typically results in a misstatement of payroll expense. In this example, substantive procedures performed on accrued payroll usually will detect misstatements in both accrued payroll and payroll expense. In designing substantive procedures after considering risk of material misstatement and developing an understanding of each related account, the auditor should determine the effect of tests on related accounts. For example, a test of revenue for completeness may provide substantive evidence about the completeness of accounts receivable. 
Where the entity uses double-entry accounting, the auditor may (1) design an overall audit strategy that tests certain accounts substantively for either existence or completeness (the two assertions most affected by testing related accounts), and (2) rely on such tests to detect misstatements in the related accounts. For example, the auditor may test (1) assets and expenses directly for existence, and (2) liabilities, equity, and revenue for completeness, thereby indirectly testing the related accounts for existence or completeness, as applicable. This logic is called a directional testing approach.

.017 In some instances, the auditor may supplement a directional testing approach to address a specific risk of material misstatements. For example, if cutoff is a significant risk the auditor may test both existence and completeness assertions in a test of cutoff as of the balance sheet date. During initial financial statement audits, the auditor generally should test both existence and completeness directly, when those assertions are significant, because the cumulative knowledge about the interaction of accounts may be limited.

.018 The audit assurance that can be obtained from directional testing is diminished in balance-sheet-only audits if related accounts are not also tested and in audits of entities having single-entry accounting systems (since double-entry account interrelationships do not exist). In these instances, the auditor should test both existence and completeness directly when those assertions are significant.

.019 The auditor generally should combine the testing of budgetary and proprietary accounts where the combination is appropriate. For example, the auditor may combine tests of outlays on the statement of budgetary resources with tests of cash disbursements used to test net costs.
.020 If an entity has budget accounting records but does not maintain separate proprietary accounting records, or the proprietary records are incomplete, the auditor should directly test expended authority produced by the budget system and the items necessary to reconcile the budget to the proprietary accounts.

.021 Also, if (1) relevant budget restrictions relate to significant quantitative-based provisions of laws and regulations, and (2) budget controls are not effective, the auditor should test the accumulated or summarized information directly (see FAM 460.03-.05).
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� The proprietary accounting system supports the accrual basis of accounting.
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