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Accounting and Auditing

Auditors’ Assessments of Materiality Between Professional
Judgment and Subjectivity

Saher Agef

Abstract: Materiality has been and continues to be a topiangfortance for auditors. It is
considered as a significant factor in the plannifighe audit procedures, performing the planned
audit procedures, evaluating the results of thetgwdcedures and issuing an audit report. Recently
there has been a renewed interest in the concepétafriality motivated by concerns at the Sarbanes-
Oxley Act, Securities and Exchange Commission abefhational Auditing and Assurance Standards
Board issuance of proposed standards on materidlity objective of this paper is to discuss and
analyze comprehensively the concept of audit naligriincluding how materiality threshold is
determined by auditors. Auditing standards settimgdies pointed out that auditor’s determination of
materiality threshold is a matter of professionadljinent. As a judgmental concept, however,
materiality is susceptible to subjectivity. Furtmere, the absence of audting standards on how
materiality is determined has highlighted the digance of this issue and indicated that guidaice f
materiality professional judgments must come frdhreo non-authoritative sources such as empirical
researches. A number of new and important areasatdriality are in need of further investigation.

Keywords: materiality threshold; quantitative and qualitatmateriality factors; expectation gap
JEL Classification: M40; M42

1. Introduction

Materiality is considered as a key concept in theoty and practice of accounting
and auditing. It is a significant factor in the miéng of the audit procedures,
performing the planned audit procedures, evaluatimg results of the audit
procedures and issuing an audit reg@mternational Standards on Auditing, ISA
320, Statement of Auditing Standards, SAS 107; AR)3

The American Institute of Certifies Public Accoumism (AICPA) and the
International Auditing and Assurance Standards 8d&kASB) pointed out that
the auditor’s determination of materiality is a teabf professional judgment (ISA
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320, 4, SAS No. 108; AU No. 312, 4). This indicatbat the guidance for
individual materiality professional judgments musbme from other non-
authoritative sources such as empirical researchbs. absence of uniform
standards or set of standards for materiality lgislighted the significance of this
issue and encouraged many of the researchers doiciostudies in this area.

Holstrum and Messier indicated that three main lerob with a user approach to
materiality (Holstrum & Messier, 1982, p. 48). Eirgery little is known about the
ways the financial Statement are used by users aking their credit and
investment decisions. Second, materiality decisamesmade by prepares auditors,
and users; these heterogeneous groups are likelyhaie dissimilar view
concerning materiality. Third, limited knowledge asailable on how materiality
judgments made by preparers and auditors affees’udecision making. These
same problems regarding users prospective contiaube relevant after two
decades (Messier et al. 2005).

Empirical studies in materiality area started ire tearly 1950s. However,
materiality continues to be a topic of significarioe researchers. The objective of
this paper is to discuss and analyze comprehegsitred concept of audit
materiality. The remainder of this paper is orgadizas follows. The second
section introduces accounting and auditing conceptsateriality. Section three
presents the application of materiality in the &ymtiocess. The fourth section
discusses quantitative and qualitative factors #yat used in order to make
materiality judgments. Section five presents theeetation gap regarding
materiality and the last section concludes.

2. Accounting and Auditing Concepts of Materiality

The concept of materiality is directly linked tcoetkecision-making requirements
of financial statement users. Materiality has bedafined by the Financial
Accounting Standards Board (FASB, 1980) in Stateanoériccounting Concepts
No. 2, “Qualitative Characteristics of Accountingdrmation” as followgMessier
et al. 2005, p. 155

“ The omission or misstatement of an item is matdri a financial report, if, in
light of surrounding circumstances, the magnitufiehe item is such that it is
probable that the judgment of a reasonable perslying upon the report would
have been changed or influenced by the inclusiaromection of an item”.

Thus, the accounting concept of materiality addresgecision usefulness of the
financial statements users. The financial statestenthich are the responsibilities
of the management — are prepared using accourgtilgates and the management
has to make those estimates accurately. Therefbee,accounting concept of
materiality is related to the minimum amount of ssin or misstatement that
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would influence the judgment of the reasonable wegrending on the financial
statements prepared by the management as pointég the FASB.

To define materiality in an auditing concept we dheée define auditing first.
Auditing is defined as follows (Botha & Gloeck, )9

“An audit is performed in reaction to an assignmgiien by a person or a group
who has delegated certain responsibilities to sthEne audit is performed by an
independent third party (who is professionally cetept to perform the

assignment) on the results of an entity or an ewshich results have to be in
conformity with an identified set of criteria. Tlobjective of an audit is to gather
audit evidence by performing a structured proceskfarming an opinion on the

degree to which the relevant results compare tattited set of criteria”.

According to Botha and Gloeck, there are sevenutatsts for auditing that
considered as the generally accepted prerequibié¢serve as a basis for making
deductions and drawing conclusions in order to riles@n intellectual discipline,
such as auditing. These postulates are as follows:

1. Information which is subjected to audit, is vetifie;

2. The information which is subjected to audit, is @ded or prepared
inaccordance with an identified set of criteriag(ean identified reporting
framework) ;

3. When the auditors examines information with theeotiye of expressingan
independent opinion, they are acting solely inrtbagpacity as auditors;

4. An audit must be conducted by a person who is iedéent from the entity
being audited and who is able to objectively takeislons, make deductions
and draw conclusions;

5. The process of opinion forming consists of collegticonvincing audit
evidence in accordance with a risk based approach;

6. The auditor's opinion is expressed in the form afeport on the audited
information;

7. Auditors accept professional obligations in exclearigr the Professional
status of their occupation.

Materiality is a concept of auditing and is spexifiy associated with postulate
five that adopts the risk based approach in comlyidhe audit. The concept of
materiality is important through out auditing prsseln conducting the audit the
auditor should apply materiality both in planningdgperforming the audit, and in
evaluating the results of audit testifi§A No. 320 P. b During the audit planning
process, audit evidence is gathered and evaluateich a way to support an
opinion that the annual financial statements atamaieriality misstated.

When an auditor expresses his opinion about thearfinancial statements of a
specific company, audit materiality represents th@aximum amount of
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misstatements the auditor believes in the finanstatements and still fairly
represents - with a high degree of assurance fitlnes results of operations,
financial positions and cash flows information ionformity with applicable
financial reporting framework.

3. The Use of Materiality in the Audit Process

The concept of materiality is important throughdbe audit process, but is
particularly relevant to planning the audit andewaluating the results of audit
testing. The assessment of what is material at ehtiiese phases of the audit is a
matter of professional judgment.

In planning the engagment, an auditor decides darlihe audit the combined
amount of misstatements in the financial statmehtt would be considered
material. SAS No0.107, AU 312 defines the amounpratiminary judgment about
materiality. This judgment need not be quantifiedt ften is. It is called
preliminary judgment about materiality becausesitiproffesional judgment and
may change the engagment if circumustances chdarge preliminary judgment
about materiality is thus the maximum amount byalhihe auditor believes the
statments could be misstated and still not effieetdecision of reasonable users.
SAS 107, AU 312 called it tolreable misstatmenten¢eptually, this could be the
amount that is $1 less than materiality as defibgdth FASB. Preliminary
materiality is difined in this manner as a conveoe in application). This
judgment is one of the most important decisionsathditior make and it requires
considerable professional judgment.

The reason for setting a preliminary judgment abmateriality is to help the

auditor plan the appropriate evidence to accumlatiase there is an inverse.
relationship between the amounts in the financtatesnents that the auditors
consider to be material and the amount of auditkwaFcessary to provide and
opinion about the fairness of the financial statetsieFor example if the auditor
sets low level of materiality, more evidence isuiegd rather than for a high

amount.

The auditor will often change the preliminary judgm about materiality during

the audit. When that is done the new judgment ligdta revised judgment about
materiality as stated in SAS 107 and ISA 320. Téeson why the auditor may
revise his judgment about materiality is due tdhange in one of the factors used
to determine preliminary judgment about materiatitythe auditor may decide that
the preliminary judgment was too small or too larger example, the preliminary

judgment about materiality is often determined befgear end, therefore this
preliminary judgment must be set based on priorsyefinancial statements or

interim financial statement information.

75



ACTA UNIVERSITATIS DANUBIUS Vol 7, No. 4/2011

In planning the audit auditors must give carefuhsideration to the setting of
preliminary judgment about materiality becausénd amount materiality is judged
too low unnecessary audit work will be expended.ti@nother hand if the amount
of materiality is set too high, the auditors mighverlook a significant
misstatements and express openion about finarteigdnsents that are materially
misstated.

Generally, auditors “allocate” a portion of thdapning materiality to account
balances or classes of transactions. This allocat@dunt is referred to as
“tolerable misstatement,” and represents the ambdny which the account or class
of transactions can be misstated and not be camsideaterial. The allocation of
preliminary judgment about materiality to accourfsegments) is necessary
because auditors accumulate evidence based oncéslaather than for the
financial statements as a whole. Therefore, if #helitor has a preliminary
judgment about materiality for each balance accoitiritelps him/her decide the
appropriate audit evidence to accumulate. For megtaf an auditor is auditing an
account receivable balance of $1.000.000 he i$ylikkeaccumulate more evidence
when a misstatements of $45,000 in the accourtinisidered material rather than
if $ 450,000 were material. The auditor can alleaaateriality to either income
statement or balance sheet accounts. However,actipg most auditors allocate
materiality to balance sheet rather than incom&stant accounts because most
income statement misstatements.

have an equal effect on the balance sheet dueetaddlible-entry accounting
system. Besides, there are fewer balance shegtsribome statement accounts in
most audits. Since most audit procedures focus alanbe sheet accounts,
allocating materiality to balance sheet accountsassidered most appropriate
alternative.

Actually, allocating preliminary judgment about mdality to account balances is
a difficult task. It is often difficult to expecthich accounts are most likely to be
misstated and whether any misstatement will lead ot@rstatements or
understatements of certain accounts. In additiothad, relative costs of auditing
different accounts usually can’'t be determinedpiactice, several auditing firms
have developed rigorous guidelines and sophisticamtistical methods for
allocating materiality to individual account balasc

After allocating preliminary judgment about matétjato individual accounts

balances, the auditor will estimate the total naigshent in each account or"
projection” as referred to in SAS 111, AU 350 (AuSampling). That is because
only a sample rather than the whole populated watitedd. The misstatements
which are found in the sample will be used in eating the total misstatements in
each account. One technique to calculate this asiwf misstatements is to make
a direct projection from the sample to the popatatand add an estimate for
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sampling error. In addition to that the auditorlw#timate sampling error using an
appropriate approach because the auditor has sdroplg a proportion of the

population. The estimate sampling error and thectiprojection estimate of
misstatement form total estimated misstatementthin next step the projected
misstatments amounts for each accounts are combimedbrksheet. Finally total

estimated misstatement will be cpmpared with thewrhof preliminary judgment

about materiality (tolerable misstatements ) thas wetermined before. If the total
estimated misstatements are below the tolerablestatésnents, the auditor
probably would not need to expand audit tests. Hewelf the total estimated

misstatement is significantly greater than prel@mjnjudgment about materiality
the auditor ask the client to make adjustmentsh# dstimatrd misstatments or
perform additional audit proceures to make suré tibtal estimated misstatement
exceeds tolerable misstatements.

Although applying audit materiality is important looth planning and evaluation
processes, the practice issues related to matgrifdr the most part, involved
evaluation materiality and not planning materiabty concluded by the Big Five
Audit Materiality Task Force. The task force betdethat problem is not related to
the level of materiality used to plan the scopeuadits. The problem comes with
the application of appropriate audit judgment te #valuation of the significance
of detected misstatements. A good example of th&eis the $51 million
adjustment that was waived by Arthur Andersen omofl 1997 audit case.
Andersen argued that this amount was not matarghg an average of annual
reported earnings. While various government souraese critical of this
materiality judgment and show that much of the @sefonal materiality guidanc
supports Andersen’s decision to waive the adjustrasimmaterial (Messier et al.
2005, p. 156).

4. Determining Materiality Threshold

The ISA No. 320 "Materiality in Planning and Perfong an Audit” and SAS No. 107, AU
312 "Audit Risk and Materiality in Conducting an diti pointed out that the
auditor's consideration of materiality is a matérmprofessional judgment and is
influenced by the auditor's perception of the neddssers of financial statements.
Therefore, the standard setting bodies have nadef@iite authoritative guidance
concerning making judgment about materiality. Tk@son behind that is an
amount that is material to the financial statemenfisne entity may not necessarily
be material to the financial statements of anogmeity of a different size or nature.
Further, what is material to the financial statetaenf a particular entity might
change from one period to another (Vadivel, 200Z25).

The decision of materiality involves both quantitatand qualitative factors as
stated in SAS 107 and ISA 320. In response tofdds a number of materiality
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calculations methods "rule of thumb" have emergeathiw both practice and
academic research. In this section a number oftijadve materiality measures
suggested by prior researches and emerged frompraeatice will be presented.
Moreover, qualitative considerations of materialityl be discussed.

4.1. Quantitative Materiality Measures

Previos research that investigated the significantevarious factors in the
materiality judgment indicated that the percentaifiect of the item on income was
the most important quantitative factor (Messierakt 2005; Iskandar & Iselin,
1999; Holstrum and Messier, 1982). A distant sedarichportance was the effect
of the item on earnings trend that explained smalbunt of judgment variance.
However, the effect of the working capital (or therent ratio) and effect on total
assets (or net assets) were the least signifietoistfum & Messier, 1982).

Different methods, however, for determining matdsihave emerged from prior
researches and practices. In this paper these dse#lte summarized as follows:

1. Absolute size of the item;

2. Constant percentage method;

3. Canadian Institute of Chartered Accountants method;
4. Blend method.

4.1.1. Absolute Size Criteria

This measure dictates that the amount potentiastaisment can be important
regardless of any other considerations. This medsunot widely used by auditors
because it might not be convenient for many situesti For example a given
amount, say $50000 may be appropriate in one aaistob large or too small in
another. Yet, some auditors have been known td1sayillion (or more other large
number) is material, no matter what” (Robertsorg@l $.155).

4.1.2. Constant Percentage Methods

In this measure the relation of potential misstaetrio a relevant base number is
often used. But the question is about the most gpj@ate base for making
materiality decisions. Holstrum and Messier (19@2heir thorough review of the
findings of empirical research on materiality iratie that that the percentage
influences of an item on income is the most impurttactor to materiality
judgments as stated before. They also concludetéms become material at some
point between approximately five percent and tercgr@ of income. Similarly,
Leslie 1985 proposed a level of five percent farder incomes," and ten percent
for "smaller incomes." He also presents methodgedlto gross profit, total assets,
equity and revenues. Quantitative materiality messisuggested by Leslie 1985
are as followgPany & Wheeler, 1989, p. ¥.2
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* 5% of pre-tax income;
e 1/2% of total assets;

* 1% of total equity;

*  1/2% of total revenues.

4.1.3. Canadian Institute of Chartered Accountants Method

The Canadian Institute of Chartered AccountantC£JIrecommended a method
that uses a changing percentage of gross profitlasvs (Pany and Wheeler, 1989

p. 72:

2%-5% of gross profit if between $0 and $20,000;

*  1%-2% of gross profit if between $20,000 and $1.000;
1/2%-1% of gross profit if between $1.000.000 arid$.000.000;
e 1/2% of gross profit if over $100.000.000.

This provides basis for a new measure for calouathateriality. However, there
is drawback for this measure. That is when usisgrdie category rule such as this
it is it is possible for a given company to caltela higher materiality threshold
than another company in the next largest catedgewy.example, an auditing firm
using the second scale (1%-2% if between $20,0@0%4n000.000) for materiality
judgment decision for a company with gross profi$©9.999.999 would calculate
materiality at $1.000.000, but using a 1/2% ratesf@ompany with a gross profit
of $1.000.000.001 would calculate materiality aD@®00. This may result for
large differences of judged materiality for approately equal values.

4.1.4. Blend Method

This method "blend" that was suggested by LeslBbl®@ovides other measures of
materiality. In this approach materiality is cakigld based on more stable amounts
such as assets or equity. Although available rebearindicate that that the
percentage effect of the items on income is thet m@zortant factor to materiality
judgments, income tends to fluctuate more thantasseequity. Therefore, in the
absence of authoritative guidance on materialityerteination, using Blend
method provides a more stable, as well as defengidgment of materialitfPany

& Wheeler, 1989 p. ?7 This method typically take four or five individuales of
thumb and then either weight each rule accordingotme proportion or average
them. An example of averaging method would be ke the previosly four single
rules and average them.
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Hypothetical Case lIllustration:

In order to illustrate the previous materiality hamis. The following summary
financial statments of Z company are given:

Table 1 Summary financial statments of Z company

Balance Sheet Income Statement
Assets 4.500.000 Total Revenu 13.500000
Liabilities 13.000.000 Cost of Goods Sold 7.500.0
Owners Equity  1.500.000 lieg& Other Expenses  4.800.000
Gross Profit 6.000.C
Net Income Before Tax 1.200.0
Net Income 450.000

Net Income After Tax 750000

The preliminary materiality judjment is determinsctording to the above methods
as follows:

. Constant Percentage Method:

Table 2 Determining materiality judjment using @nstant percentage method

Scale Contation Materiality Amount
5% of pre-tax income 5% * 1.20@00 60.000
Y% of total assets ¥%:%* 4.800. 22.500
1% of total equity 1% * 1.5000 15.000
%% of total revenues Y%:%* 13.500.00 67.500
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. Canadian Institute of Chartered Accountants Method:

Table 3 Determining materiality judjment using Canadian Institute of Chartered
Accountants method

Scale Contation Materiality Amount
%% 5%.900.000 30.000
to to
1% of gross profit 1% * 6.00000 60.000
. Blend Method:
Table 4 Determining materiality judjment using Blend Method

Scale Comatibn Materiality Amount

5% of pre-tax income 5% * 1.200.000 60.000

%% of total assets %:%* 4.500.00 22.500

1% of total equity 1% * 1.50000 15.000

%% of total revenues Y¥%%* 13.500.000 67.500

1650@0# 41250

The previous determination of materiality amourdigates that differnt auditors
may make differnt materiality judgments given theng set of facts and conditions
when using Constant Percentage Method and the @anatstitute of Chartered
Accountants Method. The reason for setting a pielny judgment about
materiality is to help the auditor plan the appiater evidence to accumulate in
order necessary to provide and opinion about theness of the financial
statements. Therefore, the variability in determgnihe amount of materiality
using the previous two methods could result foritausl doing widly differnt
amount of work for the same client. In order torgtiate the variability resulting
by these two methods the auditing firm might ded¢adadopt the Blend method.

4.2. Qualitative Materiality Measures

The concept of materiality as defined by FASB (SFNG.2, 1980) is directly

linked to the decision-making usefulness of thauficial statement users. Certain
types of qualitative misstatements are likely torbere important to users than
others even though their values are the same.drfadmous speech “Numbers
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Game”, the Chairman of Securities and Exchange i@msion (SEC) Arthur
Levitt addressed this issue when he argued thapanies and their auditors were
abusing the concept of materiality in order to ‘frage” earnings. Commissioner
Levitt stated that:

“Some companies misuse the concept of materialityey intentionally record
errors within a defined percentage ceiling. Thegnthry to excuse that fib by
arguing that the effect on the bottom line is towah to matter. If that's the case,
why do they work so hard to create these errors® Mabecause the effect can
matter, especially if it picks up that last penrfytlte consensus estimate. When
either management or the outside auditors are iquest about these clear
violations of GAAP, they answer sheepishly... Hibesn't matter. It's immaterial.
In markets where missing an earnings projectiom Ipenny can result in a loss of
millions of dollars in market capitalization, | e hard time accepting that some
of these so-called non-events simply don’'t matt@viessier et al. 2005, p. 153):

In response to Commissioner Levitt speech, the SHE@99) issued Staff
Accounting Bulletin (SAB) No. 99, Materiality whicétates that strict reliance on
guantitative measures to assess materiality isphgypiate practice and required
auditors to consider qualitative factors in deteing materiality (Messier et al.
2005 p. 154). The Overreliance on quantitative nty thresholds (such as 5
percent of net income) may cause auditors to waiamntitatively immaterial but
qualitatively material audit differences (or degett misstatements), thus
undermining the quality of audited financial repoiduch concerns have led to the
issuance of more explicit guidance on materialityddition to SAB No. 99- Such
as SAS No. 107 (AICPA) in the United States, ang\aew of the international
auditing standard on materiality by the (IAAS@n-Peow & Hun-Tong, 2007, p.
1177).

On the other hand it is not practical to designcpdures to detect misstatements
that could be qualitatively material. For instanttes famous Enron collapse case
that has occurred recently has revealed that a@xeluzliance on quantitative
criteria for assessing materiality is inappropriakateriality amounts derived
using quantitative approaches may be increasedeoredsed on the auditor's
professional judgment about the possible effectjudlitative factors. Therefore,
key component of overall materiality judgments tnsideration of qualitative
materiality.

Examples for qualitative factors that may affectenality include the followings
(Elder et al. 2010, p. 253):

* Amounts involved fraud is usually considered momapartant than
unintentional errors of the same amounts becaase freflects on the honesty
and reliability of the management or other persbimelved. For instance,
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most users would consider an intentional misstatéraginventory as being
more important than clerical errors in inventorytlué same amount.

* Misstatements that are otherwise minor may be nadtiérthere are possible
consequences arising from contractual obligatidws.example is when net
working capital included in the financial statensei# a little bit greater than
the required minimum in a loan agreement. If therem net working capital
were less than the required minimum, putting trenlon default, the current
and noncurrent liability classifications would baterially affected.

. Misstatements that are otherwise immaterial magnaeerial if they affect the
trend in earnings. For example, if reported incdmas increased 3 percent
annually for the past five years but income for ¢herent year has declined 1
percent, that change of trend may be material. I&ilyj a misstatement that
would cause a loss to be reported as profit woeldftconcern.

5. Expectation Gap Concerning Materiality

The financial statements preparation is the respiitg of the management that
should report these statements for stakeholders ascshareholders, boards of
directors, regulators and other third parties whpeshd on the financial statements
for making relevant decisions. However, managencant have goals that differ
from the goals of the shareholders. The managefagent) may be motivated by
factors such as financial rewards, labor markebdppities and relationship with
other parties that are not directly relevant torshalders (principal). This is
referred to as agency theory (Jensen & Meckling6).9

Because of this conflict of interests between agemid principals, users of the
financial statements can not just rely on the foi@nstatements prepared by the
management without being verified by an independbitti party who is the
auditor. The auditor’s task is to assess on baifdlie principal whether the agent
prepares the financial statements in conformityhwaipplicable financial reporting
framework by expressing opinion about the fairre#dhe financial statements.

However, the widespread litigation against audiiodicates that there is a gap
between society's expectations of auditors andti@gtiperformance, as perceived
by society. This gap is defined as expectation(gapter, 1993, p. 49). As defined
by Porter the expectation gap has two main comgsnen

1. The reasonableness gaphat exists because the society has unresonable
expectations of auditors. However, the auditor oarfolfil all of society's
needs because of limited control methods and cotetcbniques and because
a cost-benefit analysis needs to be taken intowstco
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2. The performance gapthat is the gap between what society can reasonably
expect of auditors and what it perceives they @eliirhis may be subdivided
into:

A. Deficient standards gapwhich is the gap between the duties which
can reasonably be expected of auditors and auditdrexisting duties
asdefined by the law and Professional promulgations.

B. Deficient performance gapa gap between the expected standard of
performance of auditors' existing duties and auslitperceived
performance, as expected and perceived by sodietyther word, the
auditor does not always seem to be able to recegnihat
thereasonable expectations of society about th&aaisdperformance
are, or he simply fails in doing his job.

Expectation gap regarding materiality seems totekittle information is known
on how materiality judgment made by prepares artditens will affect the users’
decision making because limited knowledge is ablaon how financial
statements are utilized by users in investment aretlit decision making
(Holstrum and Messier, 1982, p. 48). However, satouglies have observed that
investors’ materiality threshold based on their ctiems to new earnings
announcements. Cho et al., 2003 for example iryasil empirically investors'
perceptions of materiality in the context of selenateriality criteria that include
percentage of pretax earnings, percentage of saldgpercentage of total assets by
observing stock price reactions when unexpectearnimdtion is revealed to stock
market participants. The study pointed out thatsidemonstrate lower materiality
thresholds than auditors (Cho et al. 2003, p. B8)s indicates the existence of
expectation gap regarding materiality.

In addition to that many users expect that audigoiErantee that audited financial
statements were completely accurate and that tld@oauhas performed one

hundred percent check for auditees whose finansiatements received an
unqualified audit report. This is due to societgisk of knowledge about auditor’s
responsibilities which is referred to as “knowledg®” by (Gowthorpe & Porter,

2002).

The FASB definition of materiality explicitly addsges decision usefulness of the
financial statements users. However, in practiceraugre not involved in the
concept at all. Users don’t have enough knowledgribauditors’ responsibilities
(Gowthorpe & Porter, 2002). Furthermore the auditoeport does not include
detailed information related to materiality. Whsaitnhore, the role of the auditor in
verifying financial statements and providing an ropn in relation to those
statements is one which relies on too much judgnienibo subjective and creates
greater possibilities of widening the expectatigap (Ojo, Marianne, 2006).
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The audit expectation gap is a detrimental issuthéoauditing profession as “the
greater the gap of expectations, the lower is tldibility, earning potential and

prestige associated with the auditors’ work”. Thalgo claim that the audit

expectation gap is harmful to the public, investargl politicians because in a
capitalist economy, the process of wealth creatind political stability depend

heavily upon the confidence in the processes abatability (Lee et al. 2009, p.

8). Therefore, the existence of an expectation g@arding materiality, might

contribute to a reduction of the perceived valu¢hefauditor’s opinion as regards
to the true and fair view of the financial statemseof a company which is not in
the interest of users and auditors. Hence, it omant to know whether a relevant
expectation gap regarding materiality exists arsbjfhow to narrow it.

According to Sikka et al. the nature of the compdsef the expectations gap
makes it difficult to eliminate (Ojo & Marianne, @6). However, the gap could be
bridged by the adoption of the long-form audit népaugmentation of the auditing
framework, strengthening of the auditor's integri;md educating users on the
nature and functions of audit (Dixon et al. 2006¢let al., 2009). Moreover the
gap could be narrowed by asking shareholders tinlel¢ise level of assurance they
are willing to pay for each year. This would sengg only to educate investors to
an audit's inherent limitations but also o enlighteem to the relative costs for
audit work that would lead to increased levels sfusance (Epstein and Geiger,
1994). Another recommendation is the expansionuditars’ responsibilities and
enhancement of auditors’ performance. For examphe, Institute of Chartered
Accountants in Australia (ICAA), in their reportitfancial Report Audit: Meeting
the Market Expectation’ (2003) recommended thatathéiting profession should
expand the scope of audit so that the servicesged\by the auditors are able to
meet the demands of the public (Lee et al. 20028).

6. Conclusion

The most significant point regarding materiality determining materiality

threshold. The review of the materiality studiesvgs that the dominant factor in
making materiality decision is percentage effectanfitem on net income since
1950s. However, qualitative factors such as thecefbf the item on meeting
consensus forecasted earnings; trend in earnirigansl to be important in making
materiality judgment.

Furthermore, prior researches pointed out thatethgra lack of consensus in
materiality thresholds between auditors, prepaserd users. In general, users
demonstrated lower materiality thresholds than g@mep and auditors. In addition
to that many users expect that auditors guarahtgeaudited financial statements
were completely accurate. Based on this beliefctmeept of materiality should be
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totally abolished. This in turn indicates the esiwie of the expectation gap
concerning materiality between financial statemestrs and auditors.

However, some may argue that “why don’t the praéesset materiality standards
that include quantitative and consider qualitatigetors, in addition to disclose
information about materiality determinations in theditors report in order to solve
this problem radically?” Actually, the issue is nat straightforward like that.
Setting materiality standards is difficult sinceafitative, as will as quantitative,
characteristics may be relevant in an ideal conejzhtion of materiality
(Jennings et al. 1987, p. 114). An amount thatatenml to the financial statements
of a small service firm may not necessarily be miat¢o the financial statements
of a huge manufacturing one. Further, what is nedtés the financial statements
of a particular firm might change from one periocahother.

Furthermore, disclosing of materiality thresholdsthe auditor's report would
improve the interface of users and prepares anitataparkets could more easily
assess the information presenéennings et al., 1987, p. )14 owever, auditing
professions refuse to disclose information aboutenality judgment in the
auditors report and satisfied by the terms “maltemgpects” and “reasonable
assurance”. This is referred to by Roberts and Dwy€98 as “unjustified
professional paternalism” because the professismafusal to disclose information
about key audit inputs arises from a self-inteesieed to maintain secrecy about
the amount of audit work performed. In other worthe profession refuses to
reform practice in these areas because the profebginefits (at the cost of client
and the public) by muystifying these practices. Thiterpretation is obviously
contradicts the alleged public interest orientat@nthe profession (Roberts &
Dwyer, 1998, p. 576).

The earlier discussion in this paper argues styorigt the significance of
materiality issue and the importance of its resolutHowever, a straightforward
resolution such as formalizing materiality practice one uniform standard is not
expected to come from the profession as statedeealloreover, the auditing
profession refuses to disclose materiality threglmkhe auditors report because of
its benefits by mystifying these practices at tlstcof client and the public.
Therefore, the entire issue of the use of matéyialoncept in auditing should
subject to research. The future research in thes ahould proceed in testing
factors influencing materiality judgments espegialignificant qualitative factors.
Furthermore, future research should examine expectgap regarding materiality
and try to provide recommendations to bridge this.g
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