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295 E - Effect of Risk of Material Misstatement on Extent of Audit Procedures
.01 The concepts of materiality and risk interrelate and sometimes are confused. The auditor determines materiality based on the users’ perceived concerns and needs. The auditor also assesses risk of material misstatement based on (but not limited to) knowledge of the entity, its business (purpose), applicable laws and regulations, and internal control.

.02 The auditor uses both materiality and risk in (1) determining the nature, extent, and timing of audit procedures and (2) evaluating the results of audit procedures. The evaluation of risk usually does not affect materiality. However, risk affects the extent of testing needed. The higher the auditor's assessment of risk of material misstatement, the higher the required level of substantive assurance from the audit procedures. The discussion of consideration of risk in planning begins at FAM 260.02. Use of risk in determining sample size is discussed in FAM 470.

.03 As an example, assume that the auditor is testing accounts receivable using MUS techniques described in FAM 480. Pertinent data for this test is
· accounts receivable total $2.5 million,
· tolerable misstatement is $100,000, and
· no misstatements are expected.

If the auditor assesses risk of material misstatement as low, the sample size would be 25 items. If the auditor assesses the risk of material misstatement as high, the sample size would be 75 items. The increase in risk caused the sample size to triple with the same tolerable misstatement.
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