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TO AUDIT OFFICIALS, AGENCY CFOS, AND OTHERS INTERESTED IN
FEDERAL FINANCIAL AUDITING AND REPORTING

This letter transmits the exposure draft of Volume 1 of the Government
Accountability Office (GAO) and the President’s Council on Integrity and Efficiency
(PCIE) Financial Audit Manual (FAM) for your review and comment. The FAM
presents a methodology for performing financial statement audits of federal entities
in accordance with professional standards, and was originally issued in July 2001.
We have updated the FAM for significant changes affecting audits of financial
statements in the federal government since the last major changes to the FAM in
July 2004.

To continue to meet the needs of the federal audit community and the public it
serves, GAO and the PCIE created a joint FAM Working Group. The group
comprises auditors from GAO and several offices of the inspectors general
experienced in conducting audits of federal entity financial statements. Through a
highly collaborative effort, the FAM Working Group prepared the enclosed
exposure draft for FAM Volume 1 which covers the audit methodology. The
exposure draft for FAM Volume 2 which covers audit tools is being issued
separately. The new FAM Volume 3 containing checklists for Federal Accounting
(FAM 2010) and Federal Reporting and Disclosures (FAM 2020) was issued on
August 24, 2007 (GAO-07-1173G) for use in the fiscal year 2007 audits of federal
financial statements.

Summary of Major Revisions to FAM Volume 1

The exposure draft includes changes based on (1) AICPA Statement of Auditing
Standards (SAS) Nos. 100 through 114, which include the audit risk standards; (2)
Government Auditing Standards (July 2007 edition); (3) audit guidance in Office
of Management and Budget (OMB) Bulletin No. 07-04, Audit Requirements for
Federal Financial Statements (September 4, 2007); and (4) financial reporting
guidance in OMB Circular No. A-136, Financial Reporting Requirements (June 29,
2007). The exposure draft also includes the effects of Federal Accounting Standards
Advisory Board (FASAB) accounting concepts and standards issued through May
31, 2007, on financial audits. Finally, throughout the updated FAM Volume 1,
revisions were made for new terminology, changes in the federal audit
environment, and effects of applicable laws and regulations. A table of major
changes to FAM Volume 1 is presented in an attachment to this letter.
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Instructions for Commenting on the Exposure Draft

The exposure draft of FAM Volume 1 is available only in electronic form on GAO’s
Web page at http://www.gao.gov/special.pubs/gaopcie/. We request comments from
federal audit officials, CFOs, financial managers, the public accounting profession,
and other interested parties. Please associate your comments with specific
references to section, paragraph, and page number. Also, please provide the
rationale for your comments and proposed changes, along with suggested revised
language. Please send your comments electronically to FAM@gao.gov no later than
January 31, 2008. This exposure period is expected to provide adequate time for
review and comment after auditors have completed fiscal year 2007 financial
statement audits for federal agencies and the consolidated U.S. government. We
anticipate that the final version of FAM Volume 1 will be issued in the early spring
of 2008 for use in conducting fiscal year 2008 federal financial statement audits.

Should you need additional information, please call GAO’s Financial Management
and Assurance Assistant Directors Roger Stoltz, at (202) 512-9408; or Janet Krell, at
(202) 512-4716; Director Steve Sebastian at (202) 512-9521; or PCIE Working Group
Leaders Alex Biggs, at (202) 693-56258; or Joel Grover, at (202) 927-5768.

Sincerely yours,

%67 CAin W Vo

Jeffrey C. Steinhoff The Honorable John P. Higgins, Jr.
Managing Director Chair, Audit Committee

Financial Management and Assurance President’s Council on Integrity
U.S. Government Accountability Office and Efficiency

Attachment and enclosures
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Attachment

Table of Major Changes to FAM Volume 1

FAM section

Major change

100-500

The audit risk standards SAS Nos. 104-111, effective for audits
of financial statements for periods beginning on or after
December 15, 2006, provide guidance concerning the auditor’s
assessment of the risk of material misstatement (whether
caused by error or fraud) in a financial statement audit and the
design and performance of audit procedures whose nature,
extent, and timing respond to assessed risks. These standards
also provide guidance on planning and supervision, the nature
of audit evidence, and evaluating whether the audit evidence
obtained affords a reasonable basis for an opinion on the
financial statements. While the FAM has always used a risk-
based methodology, many changes were made throughout
FAM Volume 1 to comply with the terminology and guidance of
the risk standards, particularly in FAM 200 on audit planning.

110.28

“Must” as used in the FAM now indicates a required procedure
(mostly by professional standards) where the auditor’s failure
to perform means the auditor will not be able to express an
unqualified opinion on the entity’s financial statements. Minor
clarifications have been made to the definitions of the related
terms “should,” “generally should,” and “may.”

215,215 A, 215 B

These are new sections of the FAM that address establishing
an understanding with the client. They include guidance for
identifying the client and those charged with governance in the
federal environment; issues of audit scope; matters to be
communicated to management and those charged with
governance (following SAS Nos. 112 and 114, and GAGAS); and
the use of engagement, intent, notification, and commitment
letters. FAM 215 A provides two example of an engagement
letter (SAS No. 108), and FAM 215 B provides an example of a
letter to those charged with governance. Some of this
information was previously in FAM 280.06-.09.

230.05 The term “test materiality” was changed to “tolerable
misstatement”, consistent with SAS No. 107.
235 The definitions of the assertions were revised to be consistent

with SAS No. 106. This standard identifies 13 financial
statement assertions, which are grouped in the FAM into

5 assertions, as shown in FAM 235.08. The revised assertion
definitions do not significantly affect the related potential
misstatement definitions in the FAM used for audit planning
and testing.
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FAM section

Major change

260

The term “combined risk” was changed to “risk of material
misstatement” and is the auditor’s combined assessment of
inherent risk and control risk (SAS No. 107). FAM 260.13-.17
now discuss identification and communication of the risk of
material misstatement among the audit team, including
“prainstorming” sessions (SAS No. 109). FAM 260.67-.70 have
been added to discuss work conducted under the Federal
Information Security Management Act of 2002 and its
relationship to the auditor’s risk assessment.

285

When planning locations to visit, the auditor now should rely
only on controls tested for the current year and past 2 years,
after determining that there were no changes (SAS No. 110),
rather than the previous 5 years.

290

Documentation requirements were expanded to include the
understanding established with the client (FAM 215); audit
strategy (SAS No. 108.13-.14) as part of the General Risk
Analysis; effect of the risk of material misstatement, including
fraud risk on the audit strategy; changes to the assessment of
risk of material misstatement, including fraud risk during the
audit (SAS No. 109); audit plan/procedures expected to reduce
audit risk to an acceptably low level (SAS No. 108); and
communication of audit issues (FAM 290.11) to include those
charged with governance (SAS No. 112 and 114).

295 B

FAM 295 B.12 expands identifying and analyzing risks of
material misstatements (SAS No. 109) within the entity’s risk
assessment process. FAM 295 B.17 includes consideration of
OMB Circular No. A-123 reviews.

310

The overview was expanded in FAM 310.01 on how the auditor
should use results of internal control work and a new FAM
310.02 explains that auditors may no longer default to
maximum for the control risk assessment when designing
further audit procedures (SAS No. 110). New FAM 310.11-.13
discusses use of SAS No. 70 reports in the financial audit.

320

FAM 320.03 expanded the discussion of the auditor’s
understanding of the accounting system(s).

350

A new FAM 350.21 expanded the discussion regarding the
timing of control tests that was formerly in FAM 350.17.

380

FAM 380.01 expanded the discussion of multiyear testing of
controls (SAS No. 110).
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FAM section

Major change

390

A new FAM 390.03 was created to document audit procedures
and conclusions on multiyear testing.

410

The overview was reorganized to better present the audit work
to be done during the testing phase.

420

New FAM 420.01-.02 were created to explain designing further
audit procedures.

450

A new FAM 450.01 was added on performing tests of controls.

470

FAM 470.01-.03 were revised to discuss substantive procedures
and detection risk.

475

FAM 475.04 was added for designing substantive analytical
procedures as discussed in SAS No. 110.

490

FAM 490.01-.04 was revised for documenting assessed risk of
material misstatement at the relevant assertion level (SAS No.
110) and for classifying deficiencies as material weaknesses,
other significant deficiencies, or other control deficiencies
(SAS No. 112).

540

FAM 540.07-.08 were revised for discussing misstatements with
management and those charged with governance (SAS No.
114).

550

FAM 550.13-.16 were added to discuss communication with
those charged with governance (SAS No. 114).

580

FAM 580.01 was revised to indicate that non-GAO auditors may
report FFMIA with compliance with laws and regulations. FAM
580.33-.34 were revised and FAM 580.35 was added on control
deficiency, significant deficiency, and material weakness (SAS
No. 112). FAM 580.82 on other information in the annual
financial statement was expanded through FAM 580.84. A new
FAM 580.85 was added on dating the auditor’s report (SAS No.
103); new FAM 580.86-.87 was added on other reporting
matters concerning restatements and information contained in
the Performance and Accountability Report.

590

FAM 590.08-.10 have been added for documenting subsequent
discovery of facts, condensed financial statements, and exit
conference.
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FAM section

Major change

595 A

A new example 2 report was added for reporting internal
control deficiencies without expressing an opinion on control
effectiveness. Both example reports reflect new terminology
consistent with changes in professional standards. Both
examples indicate that non-GAO auditors may report FFMIA
with compliance with laws and regulations.

595 B

Example modifications to the auditor’s report were revised for
terminology in new standards.

595 C

New narrative in FAM 595 C.01-.15 was added for discussing
uncorrected misstatements and adjusting entries with
management (SAS No. 107) and those charged with
governance (SAS No. 114). Also, new examples are provided of
the Schedule of Uncorrected Misstatements and the Summary
of Uncorrected Misstatements.

595D

Example Summary of Unadjusted Misstatements has been
eliminated, and examples are now provided in FAM 595 C.
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100 — Overview of the FAM Methodology

Figure 100 - Overview of the FAM Methodology

Planning Phase FAM
. Establishing an Understanding with the Client 215
. Understand the Entity’s Operations 220
. Perform Preliminary Analytical Procedures 225
. Determine Planning and Design Materiality and Tolerable Misstatement 230
. Identify Significant Line Items, Accounts, Assertions, and RSSI 235
. Identify Significant Cycles, Accounting Applications, and Systems 240
. Identify Significant Provisions of Laws and Regulations 245
. Identify Relevant Budget Restrictions 250
. Identify Risk Factors 260
. Determine Likelihood of Effective IT System Controls 270
. Identify Relevant Operations Controls to Evaluate and Test 275
. Plan Other Audit Procedures 280
. Plan Locations to Visit 285
° Documentation 290
Internal Control Phase FAM
. Understand Information Systems 320
. Identify Control Objectives 330
. Identify and Understand Relevant Control Activities 340
. Determine the Nature, Extent, and Timing of Control Tests and
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. Design Tests 430
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110 — Overview of the FAM Methodology

.01

.02

This introduction provides an overview of the methodology of the
Government Accountability Office (GAO) and the President’s Council on
Integrity and Efficiency (PCIE) for performing financial statement audits of
federal entities. It describes how the methodology in the Financial Audit
Manual (FAM) relates to relevant professional auditing and attestation
standards and Office of Management and Budget (OMB) guidance, and
outlines key issues to be considered in using the methodology.

The purposes of performing financial statement audits of federal entities
include providing decision makers (financial statement users) with
assurance as to whether the financial statements are reliable (presented
fairly in all material respects, in accordance with U.S. generally accepted
accounting principles) (U.S. GAAP), report deficiencies in internal control,
and, in certain circumstances, provide an opinion on the effectiveness of
internal control, and report on noncompliance with laws and regulations
tested. To achieve these purposes, the FAM approach to federal financial
statement audits involves four phases — Planning, Internal Control, Testing,
and Reporting - which are described in detail in the rest of this section. In
broad terms, the auditor

¢ plans the audit to obtain sufficient, appropriate evidence efficiently;

e understands the entity’s internal control, and, for Chief Financial
Officers (CFO) Act agencies designated by OMB, determines whether
financial management systems substantially comply with the three
requirements of the Federal Financial Management Improvement Act of
1996 (FFMIA): (1) federal financial management systems requirements,
(2) applicable federal accounting standards,' and (3) the U.S.
Government Standard General Ledger (SGL) at the transaction level;”

e tests the significant assertions related to the financial statements,
internal control effectiveness, and compliance with laws and
regulations; and

e reports the results of audit procedures performed, and performs other
audit procedures to complete the audit in accordance with generally
accepted government auditing standards (GAGAS).

'The American Institute of Certified Public Accountants (AICPA) has recognized the Federal Accounting
Standards Advisory Board (FASAB) as the accounting standards-setting body for federal government
entities under Rule 203 of the AICPA's Code of Professional Conduct. Thus, FASAB standards are
recognized as U.S. generally accepted accounting principles (U.S. GAAP) for federal entities. FASAB’s
Statement of Federal Financial Accounting Standards No. 8, paragraph .40 allows government corporations
and certain other federal entities required by law or policy or pursuant to standards issued by a regulatory
agency to report using U.S. GAAP issued by the Financial Accounting Standards Board.

*Testing for compliance with FFMIA is efficiently accomplished, for the most part, as part of the work
done in understanding agency systems in the internal control phase of the audit.

DRAFT

GAO/PCIE Financial Audit Manual Page 110-1



Introduction

110 — Overview of the FAM Methodology

The FAM audit phases are illustrated in the FAM methodology overview in
figure 100 and are summarized in the following pages of this section.’

Planning Phase
.03

Although planning continues throughout the audit, the objectives of this
initial phase are to gain an understanding of the entity to be audited; to
understand its environment, including internal control; to identify
significant areas for audit; and to design effective and efficient audit
procedures. To accomplish this, the methodology includes guidance in

establishing an understanding about the audit with the client, entity
management, and those charged with governance;

understanding the entity’s operations and its environment, including its
organization, management style, internal control, and internal and
external factors influencing its operating environment;

performing analytical procedures to assist in planning the audit;

identifying significant accounts, accounting applications, and financial
management systems; important budget restrictions; significant
provisions of laws and regulations; and relevant internal controls;

determining the likelihood of effective information technology (IT)
systems controls;

identifying assertions and using them in planning the audit;

determining materiality for the financial statements including tolerable
misstatement (test materiality) for accounts and related assertions;

performing a preliminary risk assessment to determine the risk of
material misstatement, whether by error or fraud; and

developing the audit strategy and audit plan, including entity field
locations to visit.

Based on evidence obtained throughout the audit, the auditor should
monitor and revise, if needed, preliminary assessments made during the
planning phase for risk and the likelihood of control effectiveness.

Internal Control Phase
.04

This phase entails understanding, evaluating, and testing internal control to
support the auditor’s conclusions about the achievement of the following
internal control objectives

Reliability of financial reporting—transactions are properly recorded,
processed, and summarized to permit the preparation of the financial
statements and other supplementary stewardship information in
accordance with U.S. GAAP, and assets are safeguarded against loss
from unauthorized acquisition, use, or disposition.

’The methodology presented is for a financial statement audit. If the auditor is to use the work of another
auditor, see FAM 650.
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e Compliance with applicable laws and regulations—transactions are
executed in accordance with (a) laws governing the use of budget
authority and other laws and regulations that could have a direct and
material effect on the financial statements or required supplementary
stewardship information, and (b) any other laws, regulations, and
governmentwide policies identified by OMB in its audit guidance.

OMB audit guidance provides that the auditor should test controls that
have been properly designed and placed into operation to achieve these
objectives in order to support a low assessed level of control risk. OMB
audit guidance does not require the auditor to express an opinion on the
effectiveness of internal control. However, the testing described in the
audit guidance may be sufficient to support expressing an opinion on
internal control. Sufficiency and appropriateness of audit evidence is a
matter of auditor judgment.

If the auditor does not express an opinion on internal control over financial
reporting, the auditor should report whether tests were sufficient to
express an opinion as required by GAGAS.

GAO auditors' should design the audit to express an opinion on internal
control over financial reporting.” For audits performed by GAO, the internal
control testing described in the OMB audit guidance and in the FAM
typically is sufficient for providing an opinion on internal control
effectiveness.

.05 OMB audit guidance includes a third objective of internal control, related
to the reliability of performance reporting:

e Transactions and other data that support reported performance
measures are properly recorded, processed, and summarized to permit
the preparation of performance information in accordance with the
criteria stated by management.

For performance reporting controls, the auditor should understand the
components of internal control relating to the existence and completeness
assertions relevant to the performance measures included in Management’s
Discussion and Analysis (MD&A). The auditor should also report on any
such internal controls that have not been properly designed and placed in
operation. The objective of gaining an understanding of these internal
controls is to report deficiencies in the design and operation of internal
control, rather than to plan the audit.

* The FAM refers specifically to objectives for GAO auditors in various sections. Such objectives are
optional for other audit organizations.

® If the auditor plans to report on internal control effectiveness, AICPA attestation standards (AT 501)
allow the auditor to give an opinion directly on internal control or on management’s assertion about the
effectiveness of internal control. However, if material weaknesses are present, the opinion must be directly
on the effectiveness of internal control, rather than management’s assertion, so as not to be misleading.
The example 1 unqualified auditor’s report in FAM 595 A assumes the opinion will be on internal control
directly.
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.06

.07

.08

.09

The FAM also provides guidance on evaluating internal controls related to
operating objectives that the auditor elects to evaluate. Such controls
include those related to safeguarding assets from waste or preparing
statistical reports.

To evaluate internal control, the auditor identifies and understands the
relevant controls and tests their effectiveness. Where the auditor
determines controls to be effective, the extent of substantive testing can be
reduced.

The FAM also includes guidance on

assessing specific levels of control risk;

selecting controls to test;

determining the effectiveness of IT controls; and

testing controls, including coordinating control tests in the testing
phase for efficiency.

Also, during the internal control phase, for CFO Act agencies and their
components identified in OMB’s audit guidance, the auditor should
understand the entity’s significant financial management systems and test
their compliance with FFMIA requirements.

Testing Phase
.10

A1

The objectives of this phase are to (1) obtain reasonable assurance about
whether the financial statements are free of material misstatements,

(2) determine whether the entity complied with significant provisions of
applicable laws and regulations, and (3) assess the effectiveness of internal
control through testing controls in coordination with other tests.

To achieve these objectives, the FAM includes guidance on

e designing and performing substantive, compliance, and control tests;

e designing and evaluating audit samples;

e correlating risk and materiality with the nature, timing, and extent of
substantive tests; and

e designing multipurpose tests that use a common sample to test several
different controls, specific accounts or transactions, and audit
assertions.

Reporting Phase

A2

This phase completes the audit based on the results of audit procedures
performed in the preceding phases. This involves developing the auditor's
report on the entity’s (1) annual financial statements and supplementary
information,’ (2) its internal control, (3) whether the financial management

® As defined in OMB reporting guidance, the annual Performance and Accountability Report (PAR) consists
of (1) unaudited MD&A, part of required supplementary information (RSI); (2) audited basic financial
statements, including note disclosures; (3) unaudited required supplementary stewardship information
(RSSI), if applicable; (4) unaudited RSI, if applicable; and (5) unaudited other accompanying information,
if applicable. The audited basic financial statements at an entity level include the (1) balance sheet;

(2) statement of net cost; (3) statement of changes in net position; (4) statement of budgetary resources;
(5) statement of financing (now in a footnote per the June 29, 2007, OMB Circular No. A-136); (6) statement
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systems substantially comply with FFMIA requirements (for CFO Act
agencies), and (4) its compliance with laws and regulations. To assist in
this process, the FAM includes guidance on forming opinions on the basic
financial statements and conclusions on internal control, as well as
reporting findings. Also included in FAM 595 A are two examples of
unqualified auditor’s reports designed to be understandable to the reader.
The first example is a when the auditor expresses an opinion on internal
control and the second example when the auditor issues a report on
internal control.

Relationship to Applicable Standards

13 The following section describes the relationship of the FAM to applicable
auditing standards, OMB guidance, and other policy requirements. This
section is organized into three areas:

e relevant auditing standards and OMB guidance,
¢ audit guidance beyond the “yellow book,” and
¢ auditing standards and policies not addressed in this manual.

Relevant Auditing Standards and OMB Guidance

14 The FAM provides a framework for performing financial statement audits
of federal entities in accordance with Government Auditing Standards
(also known as GAGAS) issued by the Comptroller General of the United
States, frequently referred to as the “yellow book.” GAGAS incorporates, by
reference, certain U.S. generally accepted auditing standards (U.S. GAAS)
and attestation standards established by the Auditing Standards Board
(ASB) of the American Institute of Certified Public Accountants (AICPA)
and OMB audit guidance. GAGAS are available at www.gao.gov.

.15 The FAM is an audit methodology that both integrates the requirements of
the standards and provides implementation guidance based upon practical
experience. The FAM is designed to achieve

o effective audits by considering compliance with GAGAS, the CFO Act,
FFMIA, and OMB guidance;

e efficient audits by focusing audit procedures on areas of higher risk
and materiality and by providing an integrated approach designed to
gather audit evidence efficiently;

e quality control through an agreed-upon framework that is
documented and can be followed by all personnel; and

e consistency of application through a documented methodology.

of custodial activity, if applicable; and (7) statement of social insurance, if applicable. The statements
include related audited note disclosures.
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.16

The FAM supplements GAGAS and OMB’s audit guidance and includes
references to the AICPA Codification of Auditing Standards (AU) and to
the related codification of Standards for Attestation Engagements (AT).
These standards are updated and issued annually by the AICPA, and are
incorporated into GAGAS by reference. Certain standards are available
through www.aicpa.org, and GAO staff may access them electronically
through the audit reference library.

Audit Guidance Beyond the “Yellow Book”

A7

18

In addition to meeting GAGAS, the auditor should plan and perform audits
of federal entities to which OMB's audit guidance applies to achieve the
following objectives

e perform sufficient tests of internal controls that have been properly
designed and placed in operation, to support a low assessed level of
control risk;

e expand the nature of controls that are evaluated and tested to include
controls related to required supplementary stewardship information,
budget execution, and compliance with laws and regulations;

e understand the components of internal control relating to the existence
and completeness assertions relevant to the performance measures
included in the MD&A to report on controls that have not been properly
designed and placed in operation;

¢ understand the entity’s process for complying with 31 U.S.C. 3512 (¢),
(d) (commonly known as the Federal Managers’ Financial Integrity Act
(FMFIA);

e perform tests at CFO Act agencies identified by OMB to report on the
entity’s financial management systems’ substantial compliance with
FFMIA requirements;

e test for compliance with laws, regulations, and governmentwide
policies identified in OMB’s audit guidance at CFO Act and
Accountability of Tax Dollars Act agencies; and

e read the MD&A and other supplementary information for conformity
with FASAB standards and OMB guidance.

All auditors may design audits to

e consider and report whether misstatements and internal control
weaknesses could effect the achievement of operations objectives or
the accuracy of reports prepared by the entity;
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19

determine whether specific control activities are properly designed and
placed in operation, even if a poor control environment precludes their
effectiveness; And

understand the components of internal control relating to the valuation
assertion relevant to performance measures reported in the MD&A in
order to report on controls that have not been properly designed and
placed in operation.

GAO auditors should design audits to achieve the following objective, in
addition to those described in OMB’s audit guidance:

Express an auditor’s opinion on the entity’s internal control over
financial reporting.

Auditing Standards and Policies Not Addressed in the Manual

.20

The FAM supplements financial audit and other policies adopted by GAO
and the inspectors general (IG). As such, it is not intended to address all
standards or policies. For example, report processing is not addressed.
Further, IGs may use other methodologies that, at a minimum, are
equivalent to the FAM for conducting financial statement audits in
accordance with GAGAS, including AICPA auditing standards, and OMB
audit requirements.

Key Implementation Considerations
21

In applying the FAM to a federal entity, the auditor should consider

audit objectives,

exercise of professional judgment and professional skepticism,
references to positions,

knowledge of information technology and use of IT systems auditors,
compliance with policies in the manual,

use of technical terms, and

reference to sections of the FAM.

These items are discussed in more detail below.
Audit Objectives

22

For audits of certain federal entities not subject to OMB audit guidance, the
auditor should evaluate whether to conduct those audits in accordance
with OMB audit guidance to achieve the audits’ objectives. The FAM
generally assumes that the objective of the audit is to express an opinion
on the current year financial statements as part of a 2-year opinion on
comparative financial statements, to issue a report (or opinion) on internal
control, and to issue a report on compliance. When these are not the
objectives, the auditor should use judgment in applying the guidance. In
some circumstances, the auditor may expect to issue a disclaimer on the
current year financial statements due to scope limitations, including the
auditability of information. In these circumstances, the auditor may
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develop a multiyear plan to be able to express a future opinion when the
financial statements are expected to become auditable.

Exercise of Professional Judgment and Professional Skepticism

23 In performing a financial statement audit, the auditor should properly use
professional judgment and should exercise professional skepticism in
evaluating the quantity and quality of audit evidence, and thus its
sufficiency and appropriateness, to support the audit opinion. Although the
auditor may find it necessary to rely on audit evidence that is persuasive
rather than conclusive to obtain reasonable assurance, the auditor must
not be satisfied with audit evidence that is less than persuasive. The
auditor should tailor the guidance in the FAM, if needed, to respond to
specific situations encountered during an audit. However, the auditor must,
at a minimum, meet professional standards. Proper application of
professional judgment and skepticism may result in more extensive audit
work than described in the FAM. The auditor should document these
decisions.

24 When exercising judgment, particularly when tailoring FAM guidance, the
auditor should consider the needs of, and consult in a timely manner with,
other auditors who plan to use the work being performed. In turn, the
auditor should coordinate with other auditors whose work the auditor
plans to use so that the judgments exercised can satisfy the needs of both
auditors. For example, auditors of a consolidated entity (such as the U.S.
government or an entire department or agency) are likely to plan to use the
work of auditors of subsidiary entities (such as individual departments and
agencies or bureaus and components of a department). This coordination
can result in more economy, efficiency, and effectiveness of government
audits and avoid duplication of effort.

.25 Many aspects of a financial statement audit involve or require technical
Jjudgments. The auditor is responsible for making these judgments. The
audit organization should have personnel with adequate technical expertise
available to provide technical assistance to the auditor, particularly in the
following areas:

e quantifying planning, design, and test materiality and using materiality
as a consideration in determining the extent of testing (see FAM 230);

¢ identifying and assessing risk factors (see FAM 260);

e specifying a minimum level of substantive assurance based on the
assessed combined risk, analytical procedures, and detail tests (see
FAM 470, 480, and 495 D);,

¢ documenting whether selections are samples (intended to be
representative and projected to populations) or nonsampling selections
that are not projectible (see FAM 480);
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¢ using sampling methods, such as monetary unit sampling, classical
variables estimation sampling, or classical probability proportional to
size (PPS) sampling, for substantive or multipurpose testing (including
nonstatistical sampling) (see FAM 480);

¢ using sampling for control testing, other than attribute sampling using
the tables in FAM 450, to determine sample size when not performing a
multipurpose test;

e using sampling for compliance testing of laws and regulations, other
than attribute sampling using the tables in FAM 460, to determine
sample size when not performing a multipurpose test; and

e placing complete or partial reliance on analytical procedures, using test
materiality to calculate the limit. The limit is the amount of difference
between the expected and recorded amounts that can be accepted
without further investigation (see FAM 475).

References to Positions

.26

Various sections of the FAM refer to consultation with audit management
and/or persons with technical expertise to obtain approval or additional
guidance. The auditor should document key consultations. Each audit
organization should have written evidence, in the audit documentation or
in its audit policy manual, of the specific positions of persons who will
perform these functions.

The following are references to positions at GAO; however, description of
position responsibilities in relation to the audit are included for
identification of the position or role in other audit organizations. IGs
performing an audit or using a firm to perform an audit in accordance with
the FAM should clarify and document the positions of the persons the
auditor should consult in various circumstances.

e The audit director (first partner) is responsible for the quality of the
financial statement audit and the audit report, reporting to the assistant
inspector general for audit or, at GAO, to the managing director.

e The assistant director is responsible for the operational conduct of
the audit and generally for preparation of the audit report. In many
public accounting firms the audit manager may have these
responsibilities

e The reviewer (second partner) is responsible for providing negative
assurance about the quality of the audit and reports to the assistant
inspector general for audit (or higher position) or, at GAO, is the chief
accountant or designee. The reviewer may consult with other personnel
as needed.
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The statistician is a person the auditor consults for technical expertise
in areas such as audit sampling, audit sample evaluation, and selecting
entity field locations to visit.

The data extraction specialist has technical expertise in extracting
data from entity records.

The IT specialist is a person with technical expertise in information
technology systems, general controls, applications, and information
security.

The technical accounting and auditing expert reports to the
assistant inspector general for audit or higher. At GAO, this is the chief
accountant or other designated expert. This expert advises on
accounting and auditing professional matters and related national
issues. This person also may be the reviewer or may review reports on
financial statements and reports that express opinions on financial
information for compliance with professional auditing standards.

The Office of General Counsel (OGC) advises the auditor in

(1) identifying provisions of laws and regulations to test, (2) identifying
budget restrictions, and (3) identifying and resolving legal issues
encountered in the financial statement audit, such as evaluating
potential instances of noncompliance.

The Special Investigator Unit (SIU) investigates specific allegations
involving conflict-of-interest and ethics matters, contract and
procurement irregularities, official misconduct and abuse, and fraud in
federal programs or activities. In the offices of the IGs, this is the
investigation unit; at GAQ, it is the Forensic Audits and Special
Investigations Unit. The SIU provides assistance to the auditor by

(1) informing the auditor of relevant pending or completed
investigations of the entity and (2) investigating possible instances of
federal fraud, waste, and abuse.

Knowledge of IT and Use of IT Specialists
27

The audit team should possess sufficient knowledge of IT systems to
determine the effect on the audit, to understand IT controls, and to consult
with an IT specialist to design and test IT controls. Specialized IT audit
skills generally are needed in situations where

the entity’s systems, automated controls, or the manner in which they
are used in conducting the entity’s business are complex;

significant changes have been made to existing systems or new systems
have been implemented,;

data are extensively shared among systems;

the entity participates in electronic commerce;

DRAFT

GAO/PCIE Financial Audit Manual Page 110-10



Introduction
110 — Overview of the FAM Methodology

e the entity uses emerging technologies; or

e significant audit evidence is available only in electronic form.

Appendix V of GAO’s Federal Information System Controls Audit Manual
(FISCAM) contains examples of knowledge, skills, and abilities auditors
need. In some cases, the auditor may consult with IT specialists or use
outside contractors to provide these skills. However, per AU 311.10, the
auditor should have sufficient IT-related knowledge to communicate audit
objectives, to evaluate whether the specified procedures will meet the
audit objectives, and to evaluate the results of the procedures as they relate
to the nature, extent, and timing of other planned audit procedures.

Compliance with Policies in the FAM

.28  The following terms are used throughout the FAM to describe the degree of
compliance with the standard or policy:

e Must: Compliance is mandatory when the circumstances exist to which
the standard or policy applies. Most “musts” come directly from
professional auditing standards where the auditor’s failure to perform
means the auditor will not be able to express an unqualified opinion on
the entity’s financial statements.

e Should: Compliance is expected when the circumstances exist to
which the standard or policy applies, unless there is a reasonable basis
for the departure. The auditor must document any such departure and
the basis for it. The documentation should describe how the alternative
procedures performed in the circumstances were sufficient to achieve
the objectives of the standard or policy and should be approved by the
reviewer.’

¢ Generally should: Although optional, compliance with this policy is
strongly encouraged. The auditor may discuss any departure with the
assistant director, but need not document compliance unless it
represents a key decision.

e May: Compliance with this policy or procedure is optional. The
auditor need not document compliance unless it represents a key
decision.

Situations can arise where the auditor is unable to or decides not to
perform a procedure. Frequently, this is caused by missing, incomplete, or
erroneous information. If it is decided that this is a key decision, the
auditor should document why the procedure was not performed.

" Similar to the AICPA auditing standards, if the FAM states that a procedure or action is one that the
auditor “should” do, the determining whether to perform the procedure or action is required; however,
performing the procedure or action is not. When the FAM lists factors that the auditor should evaluate
when making a judgment, the auditor is expected to use these factors to make an informed judgment.
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When auditors plan to deviate from a standard or policy expressed by a
"should," they should determine the needs of, and consult in a timely
manner with, other auditors who plan to use their work. This is necessary
to provide an opportunity for other auditors to review the documentation
explaining these deviation decisions.

Use of Technical Terms

.29 The FAM uses many existing technical auditing terms and includes a
glossary of significant terms towards the end of FAM Volume 1.

Reference to the FAM

.30 When cited in audit documentation, correspondence, or other
communication, the letters “FAM” may precede section or paragraph
numbers. For example, this paragraph is referred to as FAM 110.30.
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Figure 200 - Overview of the Planning Phase

Planning Phase FAM
. Establishing an Understanding with the Client 215
° Understand the Entity’s Operations 220
. Perform Preliminary Analytical Procedures 225
. Determine Planning and Design Materiality and Tolerable Misstatement 230
° Identify Significant Line Items, Accounts, Assertions, and RSSI 235
. Identify Significant Cycles, Accounting Applications, and Systems 240
. Identify Significant Provisions of Laws and Regulations 245
. Identify Relevant Budget Restrictions 250
. Identify Risk Factors 260
. Determine Likelihood of Effective IT System Controls 270
. Identify Relevant Operations Controls to Evaluate and Test 275
. Plan Other Audit Procedures 280
. Plan Locations to Visit 285
. Documentation 290
Internal Control Phase FAM
. Understand Information Systems 320
. Identify Control Objectives 330
. Identify and Understand Relevant Control Activities 340
° Determine the Nature, Extent, and Timing of Control Tests and
Compliance with FFMIA 350
. Perform Nonsampling Control Tests and Test Compliance with FFMIA 360
. Assess Controls on a Preliminary Basis 370
. Other Considerations 380
. Documentation 390
Testing Phase FAM
. Design the Nature, Extent, and Timing of Further Audit Procedures 420
. Design Tests 430
. Perform Tests and Evaluate Results 440
. Sampling Control Tests 450
. Compliance Tests 460
. Substantive Procedures - Overview 470
. Substantive Analytical Procedures 475
. Substantive Detail Tests 480
. Documentation 490
Reporting Phase FAM
. Perform Overall Analytical Procedures 520
. Reassess Materiality and Risk 530
. Evaluate Misstatements 540
. Conclude Other Audit Procedures 550
. Determine Conformity with U.S. GAAP 560
. Determine Compliance with GAO/PCIE Financial Audit Manual 570
. Draft Reports 580
° Documentation 590
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210 — Overview of the Planning Phase

.01 The auditor must adequately plan the audit work. The auditor should
develop effective and efficient ways to obtain the sufficient, appropriate
evidence necessary to report on the federal entity’s financial statements,
internal controls, and compliance with laws and regulations. The nature,
extent, and timing of planning varies with such factors as the entity’s size
and complexity, the auditor's experience with the entity, and the auditor’s
knowledge of entity operations.

The FAM methodology overview in figure 200 on the opposite page shows
the procedures performed in the planning phase of a financial audit to
develop an overall strategy for the audit.

.02 Senior, experienced members of the audit team should be involved in
planning. Although concentrated in the planning phase, planning is an
iterative process performed throughout the audit. For example, findings
from the internal control phase directly affect planning the substantive
audit procedures. Also, the results of control and substantive tests may
require changes in the planned audit approach.

.03  Auditors should consider the needs of, and consult in a timely manner
with, other auditors who plan to use the work being performed, especially
when exercising significant professional judgment.
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215 — Establishing an Understanding with the Client

.01 The auditor should establish a written understanding with the client
regarding an audit of the financial statements. While AU 310.05-.07 has
provided guidance to the auditor in establishing this understanding, it has
been amended by SAS No. 108.08-.10. The auditor may use an engagement
letter, contract, or other written communication to describe the terms of
the engagement. The auditor should also communicate these and other
matters with those charged with governance,' and with the individuals
contracting for or requesting the audit. When auditors perform the audit
pursuant to a law or regulation or they conduct the work for the legislative
committee that has oversight of the entity, the auditor should
communicate with the legislative committee.

The auditor should document the understanding reached with the client
and communications with those charged with governance (SAS No. 112)
and others discussed above. If the auditor believes that an understanding
with the client has not been established, AU 310.05 states that the auditor
should decline the engagement. However, that may not be possible for
audits mandated by law. In that case, the auditor should disclaim an
opinion.

.02 In the federal environment, the “client” may include the

o federal eni;ity to be audited, including senior executive and financial
managers;’

e Inspector General if the IG has contracted for the audit;
e members of a board or commission responsible for the federal entity;
e audit committee; and

e congressional committees, subcommittees, or members requesting the
audit.

The auditor should identify and document who is the client and those
charged with governance for each federal audit. The client and those
charged with governance may include multiple entities from this list. See
FAM 215.12 for additional guidance on identifying those charged with
governance.

' Those charged with governance refers to those who have the responsibility for overseeing the
strategic direction of the entity and obligations related to the accountability of the entity, including
overseeing the entity’s financial reporting and disclosure process. For a federal entity, this may be
members of a board or commission, an audit committee, the Secretary of a cabinet-level department,
or senior executives and financial managers responsible for the entity. Additionally, this may include
congressional committees with oversight of the audited entity.

? For purposes of SAS No. 114, management means the persons responsible for achieving the
objectives of the entity and who have the authority to establish policies and make decisions by which
those objectives are to be pursued. Management is responsible for the financial statements, including
designing, implementing, and maintaining effective internal control over financial reporting.
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.03

.04

.05

.06

Audits may be conducted under various legal authorities. For example, the
audit may be

e mandated by law, or

¢ performed under an audit organization’s discretionary statutory legal
authority, or

e performed under contract authority to procure audit services, or

e requested by a congressional committee(s), subcommittee(s), or
member(s).

Before establishing an understanding with the client, the auditor may
conduct a pre-engagement planning meeting with the audit team to be
sure they understand the various aspects of the engagement, particularly
for an engagement that the auditor has not previously performed. Topics
for this meeting may include (1) the engagement timeline, (2) staff specific
responsibilities, (3) overall scope and any limitations of the engagement,
(4) potential risks of the engagement, and (5) documentation of the
engagement. Information for this meeting may be obtained from the
federal entity to be audited, the IG, a statement of work in a request for
proposal, or prior reports. This meeting may be combined with the fraud
risk brainstorming session and the risk assessment brainstorming
discussed in FAM 260.

The engagement letter or contract is designed to avoid misunderstandings
between the federal entity to be audited, the IG if the audit is contracted
out, and the auditor. The auditor and client should agree on the contract
or engagement letter at the start of the audit. Where there is a contract, an
engagement letter may be unnecessary since the contract (including any
amendments) along with the statement of work and auditor’s proposal to
perform the work should contain all of the engagement terms. If an
engagement letter is not necessary, the auditor should communicate in an
appropriate written form with those charged with governance and any
others as needed.

The engagement letter or contract documents the objectives and
limitations of the audit and the roles and responsibilities of both federal
entity management and the auditor. An example audit engagement letter
to a federal entity is presented at FAM 215 A. The letter may also
communicate additional matters, such as the involvement of others and
fee and billing arrangements, although these may be addressed in separate
contractual documents. If both documents are prepared, the information
that appears in these documents should be consistent. The auditor may
consult SAS No. 108.09-.10 for further information that may be included.

Establishing an Understanding on the Scope of the Engagement

.07

The auditor should use an engagement letter, contract, or other written
communication to document the auditor’s and the federal entity’s
responsibilities as well as the limitations of the engagement. The letter
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.08

.09

.10

generally states that the auditor will conduct the audit in accordance with
GAGAS. Those standards require that the auditor obtain reasonable,
rather than absolute, assurance about whether financial statements are
free of material misstatement, whether caused by error or fraud. While
reasonable assurance is a high standard, the nature of audit evidence and
the characteristics of fraud cannot ensure absolute assurance.
Accordingly, a material misstatement may remain undetected. Also, an
audit is not designed to detect error or fraud that is immaterial to the
financial statements. If, for any reason, the auditor is unable to complete
the audit or is unable to form or has not formed an opinion on the
financial statements, the auditor may decline to express an opinion, or
decline to issue a report. However, declining to issue a report may not be
possible for audits mandated by law.

An audit includes obtaining an understanding of internal control sufficient
to plan the audit and to determine the nature, timing, and extent of audit
procedures to be performed. An auditor will either express an opinion on
internal control or report on internal control as discussed in FAM 580.32.

Auditors should reach agreement with the client on their responsibilities
in a financial statement audit, including their responsibilities for testing
and reporting on internal control over financial reporting and compliance
with laws and regulations. The communication should include the nature
of any additional testing of internal control and compliance required by
laws and regulations or otherwise requested, whether the auditor plans to
express an opinion or report on internal control over financial reporting,
and if applicable, the entity’s financial systems compliance with FFMIA
(for CFO Act agencies).

The engagement letter, contract, or other written communication should
provide that if the federal entity to be audited does not agree with the
terms of the audit reached between the party when contracting for the
audit and the auditor, the entity should promptly notify the auditor. The
auditor should try to resolve any disagreements promptly.

Communicating with Those Charged with Governance

A1

12

The auditor must communicate with those charged with governance
matters related to the financial statement audit that are, in the auditor’s
professional judgment, significant and relevant to the responsibilities of
those charged with governance in overseeing the financial reporting
process. Clear communication of specific matters is an integral part of
every audit. However, the auditor is not required to perform procedures
specifically to identify other significant matters to communicate with
those charged with governance.

Similar to the process described above for client communication, the
auditor should determine the appropriate persons within the entity’s
governance structure with whom to communicate. The appropriate
persons may vary depending on the matter to be communicated. In
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13

14

15

situations where there is not a single individual or group that both
oversees the strategic direction of the entity and the fulfillment of its
accountability obligations or in other situations where the identify of
those charged with governance is not clearly evident, the auditor should
document the process followed and conclusions reached for identifying
appropriate individuals to receive the required auditor communications.
When the appropriate persons with whom to communicate are not clearly
identifiable, the auditor and the engaging party should agree on the
relevant persons within the entity’s governance structure with whom the
auditor will communicate.

The auditor should evaluate whether communication with a subgroup of
those charged with governance, such as an audit committee or an
individual, adequately fulfills the auditor’s responsibility to communicate
with those charged with governance. SAS No. 114.18 and SAS No. 114.54
provide factors to consider when making this judgment. When all of those
charged with governance are involved with managing the entity, the
auditor should evaluate whether communication with person(s) with
financial reporting responsibilities adequately informs all of those with
whom the auditor would otherwise communicate in their governance
capacity.

The auditor should communicate to those charged with governance

(1) the auditor’s responsibilities under GAGAS, (2) an overview of the
planned scope and timing of the audit, (3) the nature of planned work and
level of assurance provided related to internal control over financial
reporting and compliance with laws and regulations, (4) the form, general
content, and timing of communications, and (5) any potential restrictions
on the auditor’s reports to reduce the risk that the needs or expectations
of the parties involved may be misinterpreted. These matters may be
communicated either orally or in writing. The auditor should use an
engagement letter, contract, or other written communication for this
communication.

The auditor’s clear communication of these matters helps establish the
basis for effective two-way communication. Other discussion topics that
may contribute to the effectiveness of two-way communication are
discussed in SAS No. 114.49. The auditor should evaluate whether the two-
way communication between the auditor and those charged with
governance has been adequate for purposes of the audit. This evaluation
may be based on observations resulting from performing other audit
procedures. SAS No. 114.60-.61 provides guidance for making this
evaluation. If in the auditor’s judgment, the two-way communication
between the auditor and those charged with governance is not adequate,
there is a risk that the auditor may not have obtained all the audit
evidence required to form an opinion on the financial statements. The
auditor should evaluate the effect, if any, on the auditor’s assessment of
the risks of material misstatement and may take actions as discussed in
SAS No. 114.63.
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.16

A7

18

19

.20

21

Management’s communication of these matters to those charged with
governance does not relieve the auditor of the responsibility to also
communicate with them. However, communication of these matters by
management may affect the form or timing of the auditor’s
communication. Factors that may affect whether the communication
would be most effective orally or in writing as well as the content of
communication are discussed in SAS No. 114.53.

The auditor should communicate significant findings from the audit in
writing to those charged with governance as discussed in FAM 580. SAS
No. 114.55 requires that when matters are communicated in writing, the
auditor should indicate in the communication that it is intended solely for
the information and use of those charged with governance, and if
appropriate, management, and is not intended to be and should not be
used by anyone other than these specified parties. Because these audits
involve government entities, the auditor’s communication also should
indicate that government reports and communication are generally a
matter of public record; therefore, the distribution of the communication
is not limited.

The auditor should communicate with those charged with governance on
a sufficiently timely basis to enable those charged with governance to take
appropriate action. SAS No. 114.57-.58 discusses factors relevant for
making judgments regarding the timing of communications.

The auditor should communicate with those charged with governance the
auditor’s responsibilities under U.S. GAAS, including that

e the auditor is responsible for forming and expressing an opinion about
whether the financial statements that have been prepared by
management with the oversight of those charged with governance are
presented fairly, in all material respects, in conformity with generally
accepted accounting principles, and

¢ the audit of the financial statements does not relieve management or
those charged with governance of their responsibilities.

If the entity includes other information in documents containing audited
financial statements, such as in a performance and accountability report,
the auditor should communicate with those charged with governance the
auditor’s responsibility with respect to such other information, any
procedures performed relating to the other information, and the results.

The auditor may also communicate to those charged with governance the
items communicated with management discussed in FAM 215.07-.09.
Additionally, the auditor may communicate the auditor’s responsibility for
communicating significant matters as well as the limitations on this
responsibility discussed in FAM 215.11.

The auditor should communicate with those charged with governance an
overview of the planned scope and timing of the audit. However, it is
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.22

23

important for the auditor not to compromise the effectiveness of the audit,
particularly where some of those charged with governance are involved
with managing the entity. For example, communicating the nature and
timing of detailed audit procedures may reduce the effectiveness of those
procedures by making them too predictable. SAS No. 114.30-.31 provides
guidance on communicating the planned scope and timing of the audit.

SAS No. 114.32 provides additional matters that the auditor may discuss
with those charged with governance that may be useful for planning the
audit and assessing the risks of material misstatement.

The auditor should document all communications with those charged with
governance. If the communication was written, the auditor should retain a
copy of the communication with the audit documentation.

Intent, Notification, and Commitment Letters

24

.25

.26

The auditor should establish an understanding with involved parties
regarding the financial audit. When the engagement letter is addressed to
the head of a federal entity to be audited, or the IG if the audit is
contracted out, the auditor may also provide a copy to those charged with
governance if the auditor determines this to be an effective form of
communication. The auditor’s internal procedures may also provide for
additional communication with others in the form of an intent,
notification, or commitment letter as discussed below.

An intent letter is used by GAO and some IGs to acknowledge a
congressional request for any type of work. This letter may include

¢ acknowledgement of a meeting with congressional staff to understand
the request;

¢ indication of a survey of work or planning phase to understand the
federal entity, identify accounting or auditing issues, and determine the
availability and access to books and records, particularly for an initial
engagement;

e an estimated completion date for the planning phase;
¢ the auditor team performing the audit; and
e auditor contact names, phone numbers, and e-mail addresses.

A notification letter is used by some auditors to notify federal agencies of
new engagements for any type of work. This letter may include

engagement (job) code or other tracking number;

e source of work (mandate, request, or auditor’s statutory authority);

objective(s) of the work;

e agencies and locations to be contacted,
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e estimated start date;

e estimated date of entrance conference;

e auditor team performing the audit; and

e auditor contact names, phone numbers, and e-mail addresses.

27 A commitment letter is used by some auditors, either after a survey of
work or the planning phase has been completed as discussed in FAM
215.24, or to confirm a commitment for a congressional request, mandate,
or auditor’s statutory authority for any type of work. This letter may
include

e a confirmation of the auditor’s commitment to perform work and issue
a report;

¢ engagement approach, objective(s), and key aspects of the work to
include a separate survey of work or planning phase, if conducted,

e the planned report issuance date;
e auditor team performing the audit; and
e auditor contact names, phone numbers, and e-mail addresses.

.28 The auditor should send intent, notification, or commitment letters as
provided by the auditor’s protocols. The auditor may use the engagement
letter to assist in documenting communication with those charged with
governance. The auditor may use the example letter in FAM 215 B or other
communication methods to communicate with those charged with
governance.

.29 For agreed-upon procedure engagements as discussed in FAM 660.04, the
auditor should also issue an engagement letter unless covered by contract
or other written communication. An example letter for agreed-upon
procedure engagements is presented in FAM 660 A.
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215 A — Sample Audit Engagement Letter to a Federal
Entity

.01  Asdiscussed in 215.06, the engagement letter documents the objectives
and limitations of the audit and the roles and responsibilities of both
federal entity management and the auditor. Example 1 presents a sample
audit engagement letter when the auditor plans to provide an opinion on
the effectiveness of an entity’s internal control. Example 2 presents a
sample audit engagement letter when the auditor plans to report on the
entity’s internal control and does not plan to provide an opinion. These
sample letters should be prepared on auditor letterhead and modified for
the specific circumstances of each individual audit, as needed.
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Example 1 -- Auditor Provides an Opinion on Effectiveness of
Entity’s Internal Control

Auditor letterhead
Date

[Address to the chief executive of the federal entity whose financial
statements are to be audited or the Inspector General if the audit has been
contracted out to a CPA firm or the client as determined by the auditor.]

Dear

Pursuant to [cite legal or contract authority for audit], [name of auditor]
will audit, for fiscal year 20xx, the financial statements of the [name of
federal entity] for purposes of expressing an opinion thereon. The job code
for this audit is XXXXXX.' The objectives of our audit as follows:

1. Express an opinion on whether the [entity’s] fiscal year 20xx financial
statements are fairly presented, in all material respects, in conformity
with U.S. generally accepted accounting principles.

2. Express an opinion on whether the [entity’s] internal control over
financial reporting (including safeguarding assets) and compliance in
place as of [end of fiscal year] are suitably designed and operated
effectively to provide reasonable assurance that misstatements, losses,
or noncompliance material in relation to the financial statements or
required supplementary stewardship information [if applicable] would
be prevented or detected on a timely basis.

3. Report whether the [entity’s] financial management systems
substantially comply with the provisions of the Federal Financial
Management Improvement Act (FFMIA) as of [end of fiscal year
20XX]. [If entity is subject to the act].

4. Report on our tests of the [entity’s] compliance with selected
provisions of laws and regulations.

[Entity] management is responsible for preparing the financial statements
and appropriate disclosures in conformity with U.S. generally accepted
accounting principles. This includes maintaining adequate accounting
records, developing accounting systems that comply with FFMIA [if
applicable], selecting and applying appropriate accounting policies, and
safeguarding U.S. government assets related to [entity] operations.
Management is also responsible for designing and implementing programs
and controls to prevent and detect fraud, establishing and maintaining
effective internal control over financial reporting and compliance, and
identifying and ensuring compliance with applicable laws and regulations.

' Optional: However, some numerical code is normally used by organizations for tracking purposes.
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[Entity] management is responsible for establishing and maintaining
effective internal control to provide reasonable assurance that the
following objectives are met for financial reporting and compliance.

¢ Financial reporting: Transactions are properly recorded, processed,
and summarized to permit the preparation of financial statements and
stewardship information (if applicable) in conformity with U.S.
generally accepted accounting principles, and assets are safeguarded
against loss from unauthorized acquisition, use, or disposition.

e Compliance with laws and regulations: Transactions are executed in
accordance with laws governing the use of budget authority and with
other laws and regulations that could have a direct and material effect
on the financial statements and any other laws, regulations, and
governmentwide policies identified in OMB audit guidance.

The [entity] is responsible for making all financial records and related
information available to us to conduct the audit. [Entity] management is
also responsible for adjusting the financial statements to correct material
misstatements and to represent to us that any uncorrected misstatements
are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole. Further, [entity] management agrees to
communicate to us the discovery of any material misstatement that would
affect the fair presentation of its fiscal year 20xx or prior fiscal year’s
financial statements.

We are responsible for conducting our audit in accordance with U.S.
generally accepted government auditing standards. Those standards
require that we obtain reasonable, rather than absolute, assurance about
whether the financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, a material misstatement
may remain undetected. Also, an audit is not designed to detect error or
fraud that is immaterial to the financial statements. If, for any reason, we
are unable to complete the audit or are unable to form an opinion, we may
decline to express an opinion as a result of the engagement.

In fulfilling our responsibilities and as part of our overall audit strategy, we
will: obtain an understanding of the [entity] and its environment, including
its internal control; assess the risks of material misstatement; design the
nature, timing, and extent of further audit procedures; test relevant internal
controls over financial reporting (including safeguarding of assets) and
compliance; test whether the [entity’s] financial management systems
substantially comply with the provisions of FFMIA as of [fiscal year end]

[if applicable]; test compliance with selected provisions of laws and
regulations; and examine, on a test basis, evidence supporting the amounts
and disclosures in the [entity’s] financial statements.

Our internal control testing will be limited to controls over financial
reporting and compliance. This audit does not include evaluating all
internal controls relevant to operating objectives as broadly defined by the
Federal Managers’ Financial Integrity Act, such as those controls relevant
to preparing statistical reports and ensuring efficient operations.
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We are also responsible for communicating in writing to those charged
with governance any significant deficiencies and material weaknesses in
internal control that come to our attention as a result of the audit. In
addition, we will communicate any suggestions for improving [entity]
operations and internal controls developed during our audit in a separate
management report [as applicable].

To assist us in the audit, we will use specialists in [information technology,
statistical sampling, actuarial methods, or other areas as applicable]. At the
conclusion of the audit, we will require certain written representations
from [entity] management about the financial statements and related
matters. These representations include a representation that the effects of
any uncorrected misstatements are not material, both individually and in
the aggregate, to the financial statements taken as a whole.

To make efficient use of audit resources and expedite audit completion,
we will request assistance from [entity] staff. This assistance may include
preparing schedules or analyses; locating, copying, and providing selected
documents; and participating in meetings. We will discuss this assistance
with [entity] staff as the need arises. Throughout the audit, we will work
with [entity] staff to obtain information needed for the completion of the
audit and to arrive at mutually acceptable time frames for the delivery of
requested data.

We will conduct an entrance conference with [entity] staff on [or by] [date].
We will also provide periodic status reports on our work upon your
request. We look forward to working with the [entity] and appreciate its
cooperation in working with us to complete the audit in a timely manner.
We are required by [cite legal or contract authority, as applicable] to issue
our report by [date].

This assignment will be conducted under the management of [name and
title], who can be reached at [phone number] or by e-mail at [address], and
[name and title of site auditor, as applicable], who can be reached at
[phone number] or by e-mail at [address]. Should this letter not represent
your understanding of the nature of this engagement, or should you have
any questions or need further information, please contact me on [phone
number] or by e-mail at [address].

We look forward to a successful engagement.

Sincerely yours,

[Auditor’s name and title]

cc: CFO of federal entity
Others as applicable

DRAFT

GAO/PCIE Financial Audit Manual Page 215 A4



Planning Phase

215 A — Sample Audit Engagement Letter to a Federal Entity

Example 2 -- Auditor Does Not Provide an Opinion on Entity’s
Internal Control

Auditor letterhead
Date

[Address to the chief executive of the federal entity whose financial
statements are to be audited or the Inspector General if the audit has been
contracted out to a CPA firm or the client as determined by the auditor.]

Dear

Pursuant to [cite legal or contract authority for audit], [name of auditor]
will audit, for fiscal year 20xx, the financial statements of the [name of
federal entity] for purposes of expressing an opinion thereon. The job code
for this audit is XXXXXX.? The objectives of our audit are as follows:

1. Express an opinion on whether the {entity’s} fiscal year 20xx financial
statements are fairly presented, in all material respects, in conformity
with U.S. generally accepted accounting principles.

2. Report any significant deficiencies and material weaknesses in internal
control that come to our attention as a result of the audit.

3. Report whether the [entity’s] financial management systems
substantially comply with the provisions of the Federal Financial
Management Improvement Act (FFMIA) as of [end of fiscal year 20XX].
[If entity is subject to the act].

4. Report on our tests of the [entity’s] compliance with selected provisions
of laws and regulations.

[Entity] management is responsible for preparing the financial statements
and appropriate disclosures in conformity with U.S. generally accepted
accounting principles. This includes maintaining adequate accounting
records, developing accounting systems that comply with FFMIA [if
applicable], selecting and applying appropriate accounting policies, and
safeguarding U.S. government assets related to [entity] operations.
Management is also responsible for designing and implementing programs
and controls to prevent and detect fraud, establishing and maintaining
effective internal control over financial reporting and compliance, and
identifying and ensuring compliance with applicable laws and regulations.

[Entity] management is responsible for establishing and maintaining
effective internal control to provide reasonable assurance that the
following objectives are met for financial reporting and compliance.

¢ Financial reporting: Transactions are properly recorded, processed,
and summarized to permit the preparation of financial statements and
stewardship information in conformity with U.S. generally accepted
accounting principles, and assets are safeguarded against loss from
unauthorized acquisition, use, or disposition.

® Optional: However, some numerical code is normally used by organizations for tracking purposes.

DRAFT GAO/PCIE Financial Audit Manual Page 215 A-5




Planning Phase

215 A — Sample Audit Engagement Letter to a Federal Entity

e Compliance with laws and regulations: Transactions are executed in
accordance with laws governing the use of budget authority and with
other laws and regulations that could have a direct and material effect
on the financial statements and any other laws, regulations, and
governmentwide policies identified in OMB audit guidance.

The [entity] is responsible for making all financial records and related
information available to us to conduct the audit. [Entity] management is
also responsible for adjusting the financial statements to correct material
misstatements and to represent to us that any uncorrected misstatements
are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole. Further, [entity] management agrees to
communicate to us the discovery of any material misstatement that would
affect the fair presentation of its fiscal year 20xx or prior fiscal year’s
financial statements.

We are responsible for conducting our audit in accordance with U.S.
generally accepted government auditing standards. Those standards
require that we obtain reasonable, rather than absolute, assurance about
whether the financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, a material misstatement
may remain undetected. Also, an audit is not designed to detect error or
fraud that is immaterial to the financial statements. If, for any reason, we
are unable to complete the audit or are unable to form an opinion, we may
decline to express an opinion as a result of the engagement.

In fulfilling our responsibilities and as part of our overall audit strategy, we
will: obtain an understanding of the [entity] and its environment, including
its internal control; assess the risks of material misstatement; design the
nature, timing, and extent of further audit procedures; test relevant internal
controls over financial reporting (including safeguarding of assets) and
compliance; test whether the [entity’s] financial management systems
substantially comply with the provisions of FFMIA as of [fiscal year end]

[if applicable]; test compliance with selected provisions of laws and
regulations; and examine, on a test basis, evidence supporting the amounts
and disclosures in the [entity’s] financial statements.

This audit includes obtaining an understanding of internal control
sufficient to plan and perform the audit and to determine the nature,
extent, and timing of audit procedures to be performed and to comply with
OMB audit guidance. The audit is not designed to express an opinion on
the effectiveness of internal control or on management’s assertion on the
effectiveness of internal control included in the [entity’s] annual financial
statement [if applicable], and thus may not be sufficient for other
purposes.’

*If the audit is not designed to comply with OMB audit guidance related to internal control testing,
omit this phrase and revise audit scope description related to internal control following SAS No.

108.09.
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We are also responsible for communicating in writing to those charged
with governance any significant deficiencies and material weaknesses in
internal control that come to our attention as a result of the audit. In
addition, we will communicate any suggestions for improving [entity]
operations and internal control developed during our audit in a separate
management report [as applicable].

To assist us in the audit, we will use specialists in [information technology,
statistical sampling, actuarial methods, or other areas as applicable]. At the
conclusion of the audit, we will require certain written representations
from [entity] management about the financial statements and related
matters. These representations include a representation that the effects of
any uncorrected misstatements are not material, both individually and in
the aggregate, to the financial statements taken as a whole.

To make efficient use of audit resources and expedite audit completion, we
will request assistance from [entity] staff. This assistance may include
preparing schedules or analyses; locating, copying, and providing selected
documents; and participating in meetings. We will discuss this assistance
with [entity] staff as the need arises. Throughout the audit, we will work
with [entity] staff to obtain information needed for the completion of the
audit and to arrive at mutually acceptable time frames for the delivery of
requested data.

We will conduct an entrance conference with [entity] staff on [or by] [date].
We will also provide periodic status reports on our work upon your
request. We look forward to working with the [entity] and appreciate its
cooperation in working with us to complete the audit in a timely manner.
We are required by [cite legal or contract authority, as applicable] to issue
our report by [date].

This assignment will be conducted under the management of [name and
title], who can be reached at [phone number] or by e-mail at [address], and
[name and title of site auditor, as applicable], who can be reached at
[phone number] or by e-mail at [address]. Should this letter not represent
your understanding of the nature of this engagement, or should you have
any questions or need further information, please contact me on [phone
number] or by e-mail at [address].

We look forward to a successful engagement.
Sincerely yours,
[Auditor’s name and title]

cc: CFO of federal entity
Others as applicable

DRAFT

GAO/PCIE Financial Audit Manual Page 215 A-7



Planning Phase

215 A — Sample Audit Engagement Letter to a Federal Entity

[This page intentionally left blank.]

DRAFT GAO/PCIE Financial Audit Manual Page 215 A-8



Planning Phase

215 B — Sample Letter to Those Charged With Governance

215 B — Sample Letter to Those Charged with Governance

Auditor letterhead

Date

[Address to board or commission responsible for the federal entity, an audit
committee, secretary of a cabinet-level department, senior executives and
financial managers, or congressional committees in their role as those charged
with governance.]

Dear

This letter is to inform you that we will soon begin (or have recently begun) our
audit of the fiscal year 20xx financial statements of the [name of federal entity].
We [held or will hold] an entrance conference with officials of the [entity] on
[date].

[If mandated:] We are responsible for conducting audits of the financial
statements of the [federal entity] in accordance with [cite legal or contract
authority]. [If requested:] As requested in your letter of [date] [or as agreed with
your staff] we will conduct an audit of financial statements of the [federal entity].
[If auditor’s statutory authority:] Under our audit authority [cite legal or contract
authority], we will conduct an audit of financial statements of the [federal entity].
We plan to issue our report by [date].

A copy of our [date] audit engagement letter to the [entity or IG] is attached.' This
letter explains the nature of the engagement, our responsibilities as auditors, and
the responsibilities of [entity] management.

We will provide periodic status reports on our work upon your request. We will
also notify you when we will provide a draft report to the [entity] for comment
and can provide a copy to you for informational purposes upon your request.
Should this letter and the attached engagement letter not represent your
understanding of the nature of this engagement, or should you have any questions,
please contact me at [phone number] or by e-mail at [address], or [second auditor
contact and title], at [phone number] or by e-mail at [address].

Sincerely yours,
[Auditor name and title]

Enclosure

' Sample engagement letter to a federal entity or IG from FAM 215 A.
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220 — Understand the Entity's Operations

.01 The auditor must obtain an understanding of the entity and its
environment, including internal control to assess the risk of material
misstatement of the financial statements, whether due to error or fraud,
and to design the nature, extent, and timing of further audit procedures. In
planning the audit, the auditor gathers information to obtain an overall
understanding of the entity, including its origin and history, size and
location, organization, mission, business, strategies, inherent risks, fraud
risks, control environment, risk assessment from both internal and external
sources, communications, and monitoring. Understanding the entity’s
operations in the planning process enables the auditor to identify and
respond to risks of material misstatement at the assertion level and to
resolve accounting and auditing problems early in the audit. Based on an
appropriate understanding of the entity and its environment, including its
internal control, the auditor should assess risk at the financial statement
and relevant assertion levels as discussed in the planning and internal
control phases of the FAM and then should respond to these identified
risks when designing the nature, extent, and timing of tests to be
performed in the internal control and testing phases of the FAM.

.02 The auditor’s understanding of the entity and its environment does not
need to be comprehensive but should include

e entity management and organization,
e external factors affecting operations,
e internal factors affecting operations,
e accounting policies and issues, and

e internal control.

.03 The auditor should identify key members of management and obtain a
general understanding of the organizational structure. The auditor’s main
objective is to understand how the entity is managed and how the
organization is structured for the particular management style. This
determines the environment that exists throughout the organization and
the extent to which a positive and supportive attitude exists toward
internal control and conscientious management. Several other key factors
affect the control environment:

e integrity and ethical values maintained by management,
e management commitment to competence,

¢ philosophy and operating style,

e delegation of authority and responsibility,

e human capital policies and procedures, and

¢ relationship with the Congress and oversight agencies.
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.04 The auditor should identify significant external and internal factors that
affect the entity’s operations as part of understanding the entity and its
environment for purposes of planning the audit. External factors include
(1) source(s) of funds; (2) seasonal fluctuations; (3) current political
climate; and (4) relevant legislation. Internal factors include (1) size of the
entity; (2) number of locations; (3) structure of the entity (centralized or
decentralized); (4) complexity of operations; (5) information technology
structure, including the extent to which IT processing is performed
externally such as through cross-servicing agreements; (6) qualifications
and competence of key personnel; and (7) turnover of key personnel.

.05 In identifying accounting policies and issues, the auditor should obtain an
understanding of

e whether the entity is likely to be in compliance with U.S. GAAP,
including changes in U.S. GAAP that affect the entity, and

e whether entity management appears to follow aggressive or
conservative accounting policies.

.06 The auditor also should determine whether the entity is required to report
any unaudited supplementary information. This includes information on

e the condition of heritage assets and stewardship land,;
e deferred maintenance of federal property;

e stewardship investments for nonfederal physical property, human
capital, and research and development; and

e certain information for social insurance programs.

.07  The auditor should develop and document a high-level understanding of
the entity’s use of IT systems and how IT affects the generation of financial
statement information, supplementary information, and the data to support
performance measures reported in the MD&A of the annual performance
and accountability report (PAR) or annual report. An IT specialist may
assist the auditor in understanding the entity’s use of IT systems. Appendix
I of the FISCAM may be used to document this understanding.

.08  The auditor may gather planning information through different methods
(observation, interviews, reading policy and procedure manuals, etc.) and
from a variety of sources, including

e top-level entity management;
e entity management responsible for significant programs;

¢ the IG office and internal audit management (including any internal
control officer);

e others in the audit organization concerning other completed, planned,
or in-progress assignments;

e personnel in the Special Investigator Unit (for GAO); and

e entity legal representatives.
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.09

.10

The auditor may gather information from relevant reports and articles
issued by or about the entity, including

e the entity’s prior PARs or annual reports;
e other financial information;
e FMFIA reports and supporting documentation;

e reports by management or the auditor about systems’ substantial
compliance with FFMIA requirements;

¢ the entity’s budget and related reports on budget execution;
¢ GAO reports (including those for performance audits);

¢ IG and internal audit reports (including those for performance audits
and other reviews);

e congressional hearings and reports;
e consultants’ reports; and

e material published about the entity in newspapers, magazines, Internet
sites, and other publications.

Audit documentation from prior year audits may contain useful
information for planning the current year audit. However, the auditor
should update any prior year information that is to be used as part of the
current year audit documentation so that it reflects the current year
operations, environment, risks etc. If a different auditor performed the
prior year audit, the current year auditor should address the need for
access to that audit documentation as part of the current year audit
contract. As discussed in AU 315.11, the extent, if any, to which a
predecessor auditor permits access to their audit documentation is a
matter of their judgment.
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225 — Perform Preliminary Analytical Procedures

.01

.02

.03

During planning the auditor should perform preliminary analytical
procedures in order to

¢ understand the entity’s business, including current-year transactions
and events;

¢ identify account balances, transactions, ratios, or trends that may signal
risks of material misstatement, including any risks related to fraud (see
FAM 260); and

e determine the nature, extent, and timing of audit procedures to be
performed.

The resources spent in performing these procedures should be
commensurate with the expected benefits which often relate to the
reliability of comparative information. For example, in a first-year audit,
comparative information might be unreliable; therefore, preliminary
analytical procedures may be limited. Additionally, for some accounts, it
may be difficult to perform preliminary analytical procedures on an interim
basis because of the lack of reliable information until year-end.

The auditor generally should perform the following steps to achieve the
objectives of preliminary analytical procedures:

a. Develop expectations: The auditor should develop expectations for
account balances based on plausible relationships that are reasonably
expected to exist (SAS No. 109). For example, as loan activity
increases, the auditor would also expect loans receivable balances to
increase. If a decrease in the loans receivable balance is recorded
counter to the auditor’s expectations, the auditor should investigate
further. A decrease could be caused by higher loan payoffs, write-offs,
or some other logical reason. However, the decrease could also have
occurred due to an error or possible fraud.

The financial data used in preliminary analytical procedures generally
are summarized at a high level, such as the level of financial statements.
If financial statements are not available, the auditor may use trial
balances, the budget, or financial summaries to determine expectations
for the entity’s financial position and results of operations.

b. Compare current-year amounts to expectations: Use of unaudited
comparative data may not allow the auditor to identify significant
fluctuations, particularly if an item consistently has been treated
incorrectly. For example, if all accruals were not recorded. Also, the
auditor may identify fluctuations that are not really fluctuations due to
errors or omissions in unaudited comparative data.

A key to effective preliminary analytical procedures is to use
information that is comparable in terms of the time period presented
and the presentation (i.e., same level of detail and consistent grouping
of detailed accounts into summarized amounts used for comparison).
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The auditor may perform ratio analysis on current-year data and
compare the current year’s ratios with expectations based on those
derived from prior periods or budgets. The auditor does this to study
the relationships among components of the financial statements and to
increase knowledge of the entity’s activities. The auditor uses ratios
that are relevant indicators or measures for the entity. Also, the auditor
should consider any trends in the performance indicators prepared by
the entity.

Identify significant fluctuations: The auditor should identify
fluctuations between recorded amounts and expectations. Fluctuations
are differences between the recorded amounts and the amounts
expected by the auditor, based on comparative financial information
and the auditor's knowledge of the entity. Fluctuations refer to both
unexpected differences between current-year amounts and comparative
financial information as well as the absence of expected differences.

The auditor generally should establish parameters for identifying
significant fluctuations. When setting these parameters, the auditor may
consider the amount of the fluctuation in terms of absolute size, the
percentage difference, or both. The amount and percentage used are
left to the auditor’s judgment, but are usually based on materiality. An
example of a parameter is “All fluctuations in excess of $10 million
and/or 15 percent of the expectation or other unusual fluctuations
(such as debit amounts in accounts having normally credit balances)
will be considered significant.”

Inquire about significant fluctuations: Fluctuations may result from
errors or fraud, from changes in operations, or from changes in the
entity organization that the auditor did not consider when determining
expectations. The auditor should discuss identified fluctuations with
appropriate entity personnel. The focus of this discussion should be to
consider whether the fluctuation could result from error or fraud and
whether the auditor adequately understands the entity’s operations. In
doing this, the auditor may think about the types of errors or fraud that
could have caused the fluctuations.

For preliminary analytical procedures, the auditor does not need to
corroborate the explanations since they will be tested later. However,
the auditor should determine whether the explanations obtained appear
reasonable and consistent. If the entity personnel indicate that
operations or organization has changed, the auditor may adjust the
expectations and then determine whether there is still a significant
fluctuation. The inability of appropriate entity personnel to explain the
cause of a fluctuation may indicate the existence of risk of material
misstatement due to control, fraud, or inherent risk.

.04 The auditor should consider the results of preliminary analytical

procedures in assessing the risk of material misstatement due to error or
fraud (see FAM 260).
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230 - Determine Planning and Design Materiality and

Tolerable Misstatement

.01

.02

.03

.04

.05

Materiality is one of several tools the auditor uses to determine that the
planned nature, extent, and timing of procedures are appropriate. As
defined in Financial Accounting Standards Board (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.

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 a material impact on or warrant disclosure in the financial
statements for qualitative reasons

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.

GAGAS and incorporated U.S. GAAS indicate that the auditor should use
materiality in planning, designing procedures, and reporting. SAS No. 107
indicates that the auditor should quantify a materiality amount (a number).
The SAS states that materiality is a matter of professional judgment
influenced by the needs of the reasonable person relying on the financial
statements. Materiality judgments are made in the 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.

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 should allocate 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
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.06

.07

.08

sufficient for testing (except for certain intragovernmental or offsetting
balances as discussed in FAM 230.10).

e Tolerable misstatement (formerly test materiality) is the materiality
the auditor should use to test a specific line item, account, or class of
transactions. Tolerable misstatement is defined in SAS 107.34 as the
maximum error in a population (for example, a class of transactions or
account balance) that the auditor is willing to accept and may be
referred to as tolerable error in other standards. Based on the auditor’s
Jjudgment, 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.

bh4

The FAM also uses the term “materiality’” in the reporting phase.

e Disclosure materiality is the threshold for determining whether an
item should be reported or presented 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.

e Reporting materiality is the threshold for determining whether an
unqualified opinion can be issued. In the reporting phase, the auditor
assesses audit results gathered since the planning phase to determine
whether uncorrected misstatements are both quantitatively and
qualitatively material. This decision is a matter of auditor judgment.
There is not a direct relationship between reporting and planning
materiality when making these judgments. If 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 as defined in FAM 230.01.

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