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Materiality

Materiality Monetary Threshold

Materiality in auditing is defined as the magnitude of an omission or misstatement of accounting 

information that, in the 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 

omission or misstatement.



Notes

Planning the audit Performing the audit
Evaluating Effect of 

Uncorrected Misstatements 
on  Auditor’s Opinion

(a) Determining the nature, timing and extent of risk assessment procedures; 

 (b) Identifying and assessing the risks of material misstatement; and

 (c) Determining the nature, timing and extent of audit procedures.
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Application of Materiality
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Types of Materiality

Overall 
Materiality

Performance 
Materiality

Specific Materiality 
(CTM/SUM/AMPT)

For financial statements as 
a whole

Materiality at account level 
or class of transactions or 

disclosures

Transaction level 
materiality

OM * X% OM * 5%
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• Correction of misstatements at transaction levelCTM

• Audit ScopingPerformance Materiality

• Audit Sampling

• Account Level aggregation of all misstatements above CTM.

• Overall aggregation of misstatements at account level above CTM (including PM)Overall Materiality

Application by Types of 
Materiality
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Group Activity 1

Scoping at FS level and at account level
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How to calculate materiality
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Overall Materiality

Overall Materiality Benchmark Benchmark 
Percentage

        Common Benchmarks

PBTCO

Net Assets/ Equity

Total Revenues

Total Assets

Total Expenses

General Range

3%-8%

1.0%–3.0%

0.5%–2.0%

0.5%–2.0%

0.5%–2.0%
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• Elements of the financial statements (for example, assets, liabilities, equity, revenue, expenses);

• Whether there are items on which the attention of the users of the particular entity’s financial statements tends to be focused 
(for example, for the purpose of evaluating financial performance users may tend to focus on profit, revenue or net assets);

• The nature of the entity, where the entity is at in its life cycle, and the industry and economic environment in which the entity 
operates;

• The entity’s ownership structure and the way it is financed (for example, if an entity is financed solely by debt rather than 
equity, users may put more emphasis on assets, and claims on them, than on the entity’s earnings); and

• The relative volatility of the benchmark.

Factors Affecting Identification of 
Benchmark
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The Benchmark

Consideration What is important to the 
users?

Profit-seeking entity The entity's profitability and 
prospects for future net cash 

inflows.

A highly leveraged entity The entity's ability to service 
its debt, including the ability 

to satisfy obligations and 
comply with debt

covenants and continue as a 
going concern.

An entity in an industry where 
margins can fluctuate 

significantly (e.g. a start-up 
enterprise) or a Revenue 

focused entity

The sales base that would 
drive future profitability and 

cash flows.

An entity primarily generating 
profit from lending activities 
(e.g. a Bank or FI) or a newly 

incorporated company

The asset base that drives 
lending activities - i.e. the 
primary profit generating 

activities.

An entity operating on cost 
plus markup

(Captive subsidiaries)

Profitability depends on Total 
expenses of the company.

Listed engagements/ 
High Risk Engagements

Non-High Risk 
engagements/ Non-listed 

entities

3%-5% 3%-8%

1%-2% 1.0%–3.0%

0.5%-1.5% 0.5%–2.0%

0.5%-1.5% 0.5%–2.0%

0.5%-1.5% 0.5%–2.0%

Example of a metric that
may be relevant

Industry Example

PBTCO Any manufacturing company or 
service company

Net Assets/ Equity Airline Industry, Telecom

Total Revenues Service Industry ( Current Case), 
AI, Media Industry

Total Assets New Manufacturing Company or 
Capital Intensive or Banks

Total Expenses Cost Plus 
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Performance Materiality

Performance 
Materiality Overall Materiality Performance 

Materiality %
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• Whether this is the first year of the audit – use lower performance materiality 

• Deficiencies in entity-level controls,

• Number and severity of deficiencies in control activities including pervasiveness of internal control deficiencies,

• History of misstatements that were accumulated in the audit of the financial statements of prior periods (both 
corrected and uncorrected),

• Level of turnover of senior management or key financial reporting personnel,

Factors to consider while determining an 
appropriate haircut

• Management’s preparedness/willingness to correct misstatements, etc.
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The Percentage

When Aggregation Risk is 
assessed as:

Performance materiality is 
determined as:

Normal 75% of Overall Materiality

Increased 65% of Overall Materiality

High 50% of Overall Materiality
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Specific Materiality/ CTM/ AMPT

Specific Materiality Overall Materiality CTM %

Notes

• Up to 5 percent of materiality is often considered as clearly trivial. 

• The auditor may determine, based on the facts and circumstance of the entity and the audit engagement, that a 

lower level is appropriate. 
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Question 1: 

A Retail Chain operates numerous stores across the country, selling a wide variety of consumer goods. 
The company has stable and predictable revenue streams and maintains a consistent operating profit 
margin each year. Recently, the company has seen an increase in its profit before tax due to improved 
operational efficiencies. What should be the benchmark for calculating materiality?

A: Total Expenses
B: Total Revenues
C: PBTCO
D: Net Assets

Answer : C
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Question 2: 

Entity D is a listed entity that leases high value machinery to the construction industry. 
The entity has been an audit client for a number of years and the engagement risk has been determined as normal. 
The entity has significant debt and has financed its investments through external debt.
Due to Covid 19, the company’s revenue has reduced by 50% leading to a loss during the year. 
What shall be benchmark to be considered for calculating materiality??

A. Total Expenses
B. Total Revenues
C. PBTCO
D. Net Assets

Answer: D
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Question 3: 

Voltin India Limited is engaged in the manufacturing of semiconductors in India.
The company is listed on stock exchange.
The company has been earning consistent profits and has a high growth rate.
Company has obtained borrowings from Banks, however, the company has maintained a stable debt equity ratio.
Please determine Overall Materiality, Performance Materiality and CTM.

Major Heads Major Items Amount

Assets 

PPE
Cash and Cash Equivalents
Trade Receivables

80 Lakhs
100 Lakhs
50 Lakhs

Liabilities

Borrowings 
Trade Payables
Share Capital
Retained earnings

20 Lakhs
94 Lakhs
50 Lakhs
100 Lakhs

Revenue Domestic Sales 200 Lakhs

Expense

Direct and Indirect 
expenses, cost of goods 
sold, employee expenses, 
other expenses 150 lakhs

Net Profit 50 Lakhs

Benchmark PBTCO

Benchmark % 4%

Overall Materiality 2 Lakhs ( 50*4%)

Performance Materiality % 75%

Performance Materiality 1.5 Lakhs

CTM 0.1 Lakhs or Rs. 10,000

Answer
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Question 4: 

MG Vehicles is engaged in the manufacturing of passenger vehicles and commercial vehicles in India.
Until the previous year, ABC limited used to import raw materials from Belgium.
Following the Make-in- India concept and to reduce costs, MG Vehicles incorporated a new subsidiary which is engaged in-house 
production of parts and assembly. During the year, the company imported production line and assembly line from Belgium which will 
enable the company to manufacture and assemble the parts in next year. Currently, the installation of both the lines in progress and 
production has not started. The production will start from second half of next year. 
Besides, This is the first year of audit for the firm of both the parent company and the subsidiary. In the previous year, it was audited by 
another CA firm.
Following is the extract of major heads of financial statements.
Please determine Overall Materiality, Performance Materiality and CTM.

Major Heads Major Items Amount

Assets 
Capital work in Progress 
Cash & Cash Equivalents

300 Lakhs
50 Lakhs

Liabilities

Loans from related party
Trade Payables
Share Capital
Retained earnings

250 Lakhs
94 Lakhs
10 Lakhs
-4 Lakhs

Revenue Nil Nil

Expense

Incorporation expenses, 
freight expenses, 
professional services 4 Lakhs

Net Loss - 4 Lakhs

Benchmark Total Assets

Benchmark % 2%

Overall Materiality 7 Lakhs ( 350*2%)

Performance Materiality % 65%

Performance Materiality 4.55 Lakhs

CTM 0.35 Lakhs or Rs. 35,000

Answer
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Question 5: 

Softin Limited is a private limited company engaged in providing design and engineering services to its parent company in Russia.
The company is located in a SEZ.
The company’s major expenses are salaries and wages, transportation and rent expenses.
Only source of Revenue is billings to its related party Softin Inc. in Russia. The company has entered into an agreement with the parent to 
add a mark up of 5% on all its expenses. The billing is done on monthly basis.

During the previous year audit, we did not identify any mis-statements and the company has strong internal controls. The board of 
directors are based in USA and India.
Following is the extract of major heads of financial statements.
Please determine Overall Materiality, Performance Materiality and CTM.

Major Heads Major Items Amount

Assets 

PPE ( Computers & 
laptops)
Cash & Cash Equivalents

150Lakhs
250 Lakhs

Liabilities

Loans from related party
Trade Payables
Share Capital
Retained earnings

Nil
10 Lakhs
10 Lakhs
350 Lakhs

Revenue Export of Services 525 Lakhs

Expense

Employee benefit expense, 
transportation, building 
lease 500 Lakhs

Net Profit 25 Lakhs

Benchmark Total Expenses

Benchmark % 1%

Overall Materiality 5 Lakhs ( 500*1%)

Performance Materiality % 75%

Performance Materiality 3.75 Lakhs

CTM 0.25 Lakhs or Rs. 25,000

Answer
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