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245 - Identify Significant Provisions of Laws and Regulations
.01 To design relevant compliance-related audit procedures, the auditor should identify the significant provisions of laws and regulations
. These provisions are those (1) for which compliance can be objectively determined and (2) that have a direct and material effect on the determination of financial statement amounts as defined in FAM 245.02b. To aid the auditor in this process, the FAM classifies provisions of laws and regulations into the following categories:
· Transaction-based provisions are those for which compliance is determined on individual transactions. For example, the Prompt Payment Act requires that late payments be individually identified and interest paid on such late payments.

· Quantitative-based provisions are those that require the accumulation/summarization of quantitative information for measurement. These provisions may contain minimum, maximum, or targeted amounts (restrictions) for the accumulated/summarized information. For example, the Comprehensive Environmental Response, Compensation, and Liability Act of 1980 prohibits the Environmental Protection Agency from exceeding certain spending limits on specific projects.

· Procedural-based provisions are those that require the entity to implement policies or procedures to achieve certain objectives. For example, the Single Audit Act, as amended, requires the awarding entity to review certain financial information about recipients.

.02 The auditor should identify the significant provisions of laws and regulations. For each significant provision, the auditor should identify and evaluate related compliance controls and should test compliance with the provision. To identify such significant provisions, the auditor should do the following:
a. Review the lists of laws and regulations that OMB and the entity have determined might be significant. This list is included in an appendix of OMB’s audit guidance and in FAM 295 H. The entity develops a list that includes laws and regulations in OMB audit guidance, if they are material to the entity. In addition, the auditor should identify (with OGC assistance) any laws or regulations (in addition to those identified by OMB and the entity) that have a direct effect on determining amounts in the financial statements. The meaning of direct effect is discussed in FAM 245.03.
b. Identify those provisions that are significant for each law or regulation. A provision is significant if (1) compliance with the provision can be measured objectively and (2) it meets one of the following criteria for determining that the provision has a material effect on determining financial statement amounts:
· Transaction-based provisions: The aggregate amount of transactions processed by the entity that is subject to the provision equals or exceeds planning materiality.
· Quantitative-based provisions: The quantitative information required by the provision or by established restrictions equals or exceeds planning materiality.

· Procedural-based provisions: The provision broadly affects all or a segment of the entity’s operations that process transactions equal to or exceeding planning materiality in the aggregate. For example, a provision may require that the entity establish procedures to monitor the receipt of certain information from grantees. In determining whether to test compliance with this provision, the auditor should determine whether the total amount of money granted equals or exceeds planning materiality.

.03 A direct effect means that the provision specifies

· the nature and/or dollar amount of transactions that may be incurred (such as obligation, outlay, or borrowing restrictions);
· the method used to record such transactions (such as revenue recognition policies); or

· the nature and extent of information to be reported or disclosed in the basic financial statements (such as the statement of budgetary resources).

For example, entity-enabling legislation may contain provisions that limit the nature and amount of obligations or outlays and therefore have a direct effect on determining amounts in the financial statements. If a provision’s effect on the financial statements is limited to contingent liabilities as a result of noncompliance (typically for fines, penalties, and interest), such a provision does not have a direct effect on determining financial statement amounts. Laws that have a direct effect might include (1) new laws and regulations (not yet reflected on OMB’s list) and (2) entity-specific laws and regulations. The concept of direct effect is also discussed in AU 801 and AU 317.
.04 In contrast, indirect laws relate more to the entity’s operating aspects than to its financial and accounting aspects, and their financial statement effect is indirect. In other words, their effect may be limited to recording or disclosing liabilities arising from noncompliance. Examples of indirect laws and regulations include those related to environmental protection and occupational safety and health.

.05 The auditor is not responsible for testing compliance controls over or compliance with any indirect laws and regulations not otherwise identified by OMB or the entity (see FAM 245.02a.). However, as discussed in AU 317, the auditor should inquire of management regarding policies and procedures for the prevention of noncompliance with indirect laws and regulations. Unless possible instances of noncompliance with indirect laws or regulations come to the auditor’s attention during the audit, no further procedures with respect to indirect laws and regulations are necessary.

.06 The auditor may test compliance with indirect laws and regulations. For example, if the auditor becomes aware that the entity has operations similar to those of another entity that was recently in noncompliance with environmental laws and regulations, the auditor may test compliance with such laws and regulations. The auditor may also test provisions of direct laws and regulations that do not meet the materiality criteria in FAM 245.02.b. but that are deemed significant because they are qualitatively material, such as laws and regulations that have generated significant interest by the Congress, the media, or the public.

.07 The significant provisions identified by the above procedures are intended to include provisions of all laws and regulations that have a direct and material effect on determining financial statement amounts and therefore comply with GAGAS, AU 801, and OMB audit guidance.

.08 In considering regulations to test for compliance, the auditor should consider externally imposed requirements issued pursuant to the Administrative Procedures Act, which has a defined due process. These would include regulations in the Code of Federal Regulations as well as OMB circulars and bulletins to the extent issued under direction of law. It would not include OMB circulars and bulletins to the extent issued as a matter of policy or guidance under the entity’s general authority. Internal policies, manuals, and directives may be the basis for internal controls, but are not regulations to consider for testing compliance. The auditor should consult its OGC if the direction of law determination is not clear.
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� These also include significant provisions of contracts and grant agreements, if applicable.
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