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Abstract 

The Statement of Auditing Standards 220 (Materiality and the audit, 1995) 

requires auditors to assess both the quantitative and qualitative aspects of 

materiality. However, the SAS has not specified the quantitative measurement of 

materiality. 

This research assesses the need in the UK for having a specific 

mathematical guideline in addition to the qualitative aspect of materiality. It 

evaluates the outcomes of legal cases in both the UK and the US, looks at the 

accounting statements issued by accounting bodies in other countries on 

materiality, and responses to the then exposure draft of the SAS 220. 

Questionnaires were sent in the UK to 1000 auditors (25.6% responded) and 1000 

non auditors (26.4% responded), and telephone surveys followed with non 

respondents and selected individuals. The case studies contained in the 

questionnaires are materiality impact on losses on discontinuation of a production 

line, changes in accounting policies, contingent liabilities, and cash defaulcation. 

Results showed that there are inconsistencies in legal decisions on 

materiality. Countries having materiality guidelines adopted 10% net profit before 

tax as the norm. The 10% of net profit before tax is the favourite guideline for 

materiality from questionnaire respondents and telephone interviewees. 

Consistency in the results suggest the need for having a standard mathematical 

measurement of materiality in the UK. 

11 



Chapter 1 

introduction 

Abstract 

This Chapter summarises the rationale of conducting research on materiality 

in auditing. It discusses the methodology, the layout of all the other chapters, and 

the contributions to the results of the research make to the accounting and 

auditing profession. 

Background 

The Statement of Auditing Standards (SAS} number 220 on 'Materiality and 

the audit' issued by the Auditing Practices Board (1995), which is applicable to 

financial statements issued on or after December 1995, states that a matter or an 

item is considered material if its ' ... non disclosure, misstatement or omission 

would be likely to distort the view given by the accounts or other statement under 

consideration' (para 3) 1 . However, the SAS did not define a materiality threshold 

for the accounting and auditing profession or mention the extent to which non 

l NOTE: Some footnotes in this thesis spread across two 
pages due to their length. In those circumstances, 
Word Perfect could not fit the footnotes under one 
page. 

See Chapter 4 (Evolution of accounting and auditing in 
defining materiality) for discussionss on the 
definitions of materiality by academics, accounting 
bodies, government institutions, and non-profit-making 
organisations. 

1 



disclosure, misstatement or omissions of item(s) could lead to distortion of the 

truth and fairness of a financial statement, and eventually affect users' decision 

making. This practice of not recommending a materiality threshold for the 

profession contrasts with other accounting bodies2, whereby materiality thresholds 

were spelt out to guide practitioners and users. 

A structured materiality guideline3 could offer confidence to both preparers 

and users of financial information. Preparers could feel confidence in the 

correctness of their decisions; users could place reliance on the reported figures; 

teachers in accounting could have a better basis to teach; and financial statements 

would show a greater uniformity in the methods of preparing and presenting 

financial information. In the auditing context, materiality guidelines would not only 

be useful in both the planning and evaluation stages, but would also facilitate 

comparability; act as a regulator of quality, and assist auditors in decision making 

in situations where dilemmas arise as to whether to qualify an audit report and risk 

losing the client, or not to qualify the audit report and consequently risk a 

negligence action. 

A standard materiality threshold could avoid these situations, and save 

valuable decision time and audit costs to both preparers of financial statements 

and auditors. A structured guideline, if properly followed, could also serve as a 

2 10% of net profit before tax is the recommended 
materiality threshold by accounting bodies in 
Australia (1974), New Zealand (1985), South Africa 
(1984), and Canada (1987). See Table 1 of Chapter 4 
for details. 

3 Refer to Chapter 4 for the discussions. 

2 



defence in future negligence actions. However, a standard mathematical 

measurement could bring rigidity and restraint to the auditors' decision making, 

and because it is easier to measure, auditors may tend to focus attention on 

quantitative rather than also considering the qualitative effects of the item(s). 

Rationale of the study 

The decision to issue SAS 220 by the APB in 1995 showed the importance 

of the topic to the auditing profession. However, the SAS contains no guidance 

on how materiality should be measured. There is no known comprehensive study 

on materiality in auditing in the UK. Most of the literature in this area comes from 

the US (see Chapter 4), and a small number of contributions from the UK (for 

example, Chandler [1984, 1985], Turley and Cooper [1991 ]) 4 • All these have 

prompted the researcher to carry out a study to fill in this gap. The constant calls 

for transparency in the auditing practices by users of financial statements ( Hussey 

and Cottingham [1995), Cousin and Sikka [1993]) are another reason to research 

into this topic. 

It was also the curiosity of the researcher, while working in an international 

firm of accountants about 20 years ago to question how senior members of staff 

Turley and Cooper (1991) reviewed audit manuals of 20 
different accounting firms (including the Big 6) in 
the UK, while Chandler (1984, 1985) assessed five 
audit manuals in the UK. Both studies concluded that 
net profits before tax are the favourite determinants 
of materiality in the UK. Detailed discussions are in 
Chapter 4. 

3 
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arrived at materiality thresholds in various situations (Chong [1993]) 5 . The quest 

for the materiality threshold which is applied by auditors, preparers of financial 

statements and users continued over the years. 

Organisation of the Chapters 

Each chapter is organised with: 

(1) an abstract which summarises the main implications of the chapter, 

(2) discussions and 

(3) conclusions. 

Consistency in the layout is intended to assist readers to have a glimpse of 

the purposes of the chapter, methodology applied, and the conclusions arrived at. 

5 The quest started when the researcher, who was then a 
junior audit clerk of an international accounting 
firm, found a signficant error in a client's 
underlying records, and was eager to share the 
discovery with the supervisor of the audit team, but 
was told that the amount was immaterial. This was 
despite the error representing at least twice the 
amount of the then annual salary of the researcher. 
The quest deepened when the supervisor of the audit 
team, unable to justify the basis of arriving at the 
opinion, gave the unsatisfactory response that 'you 
will know it when you grow older'. 

There was no materiality guideline which the 
researcher could refer to. So when the researcher 
became an audit supervisor, it became clear the 
difficulties to justify the bases of arriving at an 
appropriate opinion on materiality. 

4 



This research is supported by six other chapters as follows: 

Chapter 2: The evolution of the definitions of materiality in accounting and 

auditing 

This Chapter looks at the historical development of materiality in the 

literature, definitions of materiality, and implications of legal decisions (both in the 

US and the UK) on materiality. Results of a survey on legal cases show that there 

is an inconsistency in both the usage of words by judges (both in the UK and the 

US) and the level in which items are considered material in the business context. 

These inconsistencies led to the publication of the exposure draft on materiality 

and audit risk in the UK. This Chapter also assesses the pros and cons of having 

a materiality guideline in the UK. Then it discusses the extent to which materiality 

thresholds have been mentioned in accounting guidelines issued by government 

bodies, and maps the implications of materiality on the Statements of 

Recommended Practice (SORPs). These SORPs are applicable by specialised 

industries and non profit making organisations. The Chapter also discusses how 

professions view materiality in the postmodernist era. 

Chapter 3: An analysis and discussion of the responses to ED220 on 'materiality 

and the audit' 

The purpose of this Chapter is to analyse responses and comments which 

the APB received on the exposure draft of the SAS 220 {' Materiality and audit 

risk') by 31 December 1993. Altogether the APB received thirty two comments on 

5 



the exposure draft (20 from those in practice, 8 from professional bodies, 1 

academic, 1 from the National Audit Office, and 3 business organisations). 

Eight respondents felt that the word 'user' should be replaced in the 

definition, while three responses supported the APB on the original version of the 

Exposure Draft. The APB replaced 'user' by 'recipient of audit reports' in the 

Auditing Statement 220. Six respondents called for specific mathematical 

measurements while two rejected the idea. The APB decided to leave the 

materiality measurement to auditors to exercise their professional judgements. The 

exposure draft became an auditing guideline effective from 23 December 1995. 

A number of telephone interviews were carried out by the researcher to 

support and to substantiate the decisions arrived at by the respondents. It is 

difficult to weight the responses since they came from different sources (that is 

from practices, academia, industry and commerce), however, using the 

stakeholders' theory, whereby users of financial statements could be placed with 

'heavy' weighting, there is a strong support to have a guideline for materiality 

threshold in the UK. The recommended materiality threshold is 10% pre tax profit. 

Chapter 4: Justifications for research methodology 

This Chapter justifies the research methodology carried out for this study. 

In order to assess how auditors and non auditors in the UK arrive at materiality 

thresholds, 2000 questionnaires were sent (1000 to auditors and 1000 to non 

auditors) in December 1994. Four cases were selected for the study. These four 

cases are: 

6 



(1) Case 1: unusual item: loss on discontinuation of a production line; 

(2) Case 2: accounting policies: change in stock valuation; 

(3) Case 3: contingent liabilities: pending litigation; and 

(4) Case 4: cash defalcation. 

The reasons for choosing each of the above cases was due to these being 

situations in which various sections of the Companies Acts and/or professional 

pronouncements required separate disclosure in the financial statements. However, 

there is no guidance on materiality thresholds in which these items are required to 

be disclosed or checked in the course of an audit. The cases chosen are non-cash 

transactions (cases 1 to 3) and cash-related transactions (case number 4). 

For each of the above cases, discussions on the implications and reasons 

for choosing the case were included; it is then followed by the legal or regulatory 

requirements {that is Companies Acts, Stock Exchanges, or accounting and 

auditing standards and guidelines}, and a review of the literature bearing upon the 

underlying hypothesis. 

Respondents to the questionnaires were requested to indicate the materiality 

thresholds (the absolute amount and relative percentage) of each of the four 

judgements of a hypothetical company (ABC PLC). ABC PLC is a manufacturing 

company6 • Results of the survey are reported in Chapter 5 (Suvey and results). 

6 The reason for chasing a manufacturing company in the 
case study is due to the main sources of income and 
expenditure of the UK coming from the manufacturing 
sector. A comparison of the receipt and expenditure of 
both the manufacturing (mafg) and the services (ser) 
industries for the past 5 years are as follows: 

7 



Chapter 5: Survey and results 

The results of the four hypothetical cases mentioned in Chapter 4 are 

analysed. The response rate of 25.6% was received from the auditors and 26.4% 

from the non auditors. Non auditors include qualified accountants employed in 

commerce and industry, bankers, lawyers, and judges. 

The results showed that 10% of net profit before tax is the main 

determinant for materiality for both auditors and non auditors, while £50 million 

is the mode (in terms of highest number of occurence) for the absolute amount of 

materiality. For cash related items, the respondents favoured 1% of cash balance 

as the determinant for materiality, and £1 million as the absolute amount for the 

threshold. The results showed that the auditors and non auditors adopted similar 

materiality thresholds (10% of net profit before tax) recommended by other 

accounting bodies and textbooks. 

This implies that if the APB decides to recommend a materiality threshold 

Yr Exports Imports Overall 

Mafg 
(£M) 

Ser (£M) Total 
(£M) 

Mafg 
(£M) 

Ser (£M) Total 
(£M) 

Mafg( 
%) 

Ser 
( % ) 

Total 
(%) 

93 121398 
(75. 6%) 

39066 
(24 .4%) 

16 04 64 
(100%) 

134858 
(80. 0%) 

33550 
(20. 0%) 

168408 
(100%) 

78 12 100 

94 134664 
(76. 3%) 

41938 
(23.7%) 

176602 
(100%) 

145793 
(79.7%) 

37162 
(20.3%) 

182955 
(100%) 

78 12 100 

95 153077 
(76. 7%) 

46598 
(23 .3%) 

199675 
(100%) 

164659 
( 8 0. 6) 

39721 
(19 .4%) 

204380 
(100%) 

79 11 100 

96 166921 
(76. 9%) 

50156 
(23 .1%) 

217077 
(100%) 

179578 
( 80. 6%) 

43186 
(19 .4%) 

222764 
(100%) 

79 11 100 

97 170145 
(76. 2%) 

53299 
(23.8%) 

223444 
(100%) 

183124 
(80.6%) 

44015 
(19 .4%) 

227139 
(100%) 

78 12 100 

Source: Office for National Statistics [1998, section 2 .14, 
p.T22] 
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for the accounting and auditing professions, the chances of the threshold being 

accepted by the profession could be high. One may argue that since there is some 

form of consensus in arriving at a materiality threshold in the UK, it is easy to 

codify this. 

The survey also requested the auditors to indicate the control risk, detection 

risk, inherent risk, and audit risk of each of the four cases. The results show that: 

(1) non cash transactions: The means of control risk, detection risk and 

inherent risk (which is somewhat less than 70%) is lower than the 

overall audit risk (of 72%). The overall mean of CR x DR x IR is 0.39 

is lower than the audit risk of 0. 72. This shows that the formula of 

AR = CR x DR x IR is not applicable in these cases. This is in line 

with the conclusions arrived by Jiambalvo and Waller (1984), and 

Daniel (1988}, while 

(2) for cash related transactions: The means of the control risk, detection 

risk, and inherent risk is 70% which is identical to the audit risk of 

70%. The audit risk for defalcation by directors (judgement 4B) is 

80% which is higher than the risk on employees' defalcation of 73%. 

Once again, the computation on the probability of CR x DR x IR does 

not equal to the probability of AR, that is AR ,,_ CR x DR x IR (similar 

to conclusions arrived by Jiambalvo and Waller [1984), and Daniel 

[1988]). 

9 



Chapter 6: Interviews and results 

The purpose of this Chapter is to follow up on the results derived from 

questionnaire surveys of 1000 auditors and 1000 non auditors in the UK (reported 

in Chapter 5 on ·survey and results'). 26 individuals (12 auditors and 14 non 

auditors) were contacted by telephone in November and December 1 996 to 

discuss the implications of SAS 220 (Materiality and audit risk, 1995) and results 

of the questionnaire survey conducted in late 1994. 

The results of the questionnaire survey raised eight issues7 on which the 

7 These eight issues are drawn from the results of the 
analysis of the questionnaire survey conducted in late 
1994 as follows: 

1. 10% pre tax profit seems to be the most favourite 
criterion to determine materiality threshold, 
while for cash defalcations, 1% of cash balance 
is the favourite. 

2. Audit risk = control risk x detection risk x 
inherent risk? How does your firm decide the 
audit risk? 

3. Do you favour a guideline with specific criteria 
for materiality? 

4. Who should design the specific criteria? 

5. What is the materiality threshold you would use 
to disclose items in ·the financial statements? 

6. Should materiality threshold be disclosed in the 
financial statements? 

7. Is there any event which you would disclose in 
the financial statements, regardless of the 
amount? 

8. Does your company have a materiality guideline? 

10 



researcher intended to obtain further support or comments. Interviewees generally 

supported the notion of 10% of net profit before tax as the favourite determinant 

of materiality, and disclosure of the threshold in financial statements is welcomed. 

Additional disclosure in the notes to the accounts of financial statements could 

enhance transparency and comparison of financial performance of companies and 

as to how auditors and preparers of financial statements arrived at the decisions 

on materiality. 

Among the 26 interviewees, only three have written guidelines within their 

organisations, while 11 interviewees have the intention of introducing a guideline 

for their organisations8 • The results of the telephone interviewees have prompted 

the need of having a specific materiality guideline for the auditing and accounting 

professions9 • 

Any intention to have one in the future? 

The non auditors were interviewed with only seven of 
the above questions (that is question 2 on audit risk 
was omitted in the interview), while the auditors were 
asked with all the above eight questions. 

8 11 (42% Interviewees who do not currently have 
guidelines on materiality intended to pursue 
introducing a guideline for the organisation. 10% of 
net prof it before tax remains the favourite choice 
(with 6 of the interviewees), followed by 5% of net 
profit (2 cases), 5-10% of net profit before tax (1 
case), and 2 interviewees are prepared to update their 
manuals using the recommended guidelines (if any) of 
the APB or ASB. This shows that individuals are 
prepared to have a guideline for the organisation or 
auditing practices in the UK. 

9 Interviews with John Grant (technical director of 
APB), Allan Cook (technical director of ASB), and Sir 
Brian Carsberg (Chairman, ISAC) in late 1996 show that 

11 



Chapter 7: Conclusion 

This Chapter draws upon the closing remarks of the research on this topic. 

The researcher has now completed the quest for the answer of the extent to 

which items are considered material, and need to be audited and disclosed in the 

financial statements, 

Suggestions were included in this Chapter for future research. These include 

having an expert system for materiality and to extend the search for how 

materiality is applied and decided upon in other countries, including the European 

Union and the Far East. These would enhance consistencies in the practices of this 

judgemental area of auditing in the future. 

Conclusions 

The search for how individuals decide materiality thresholds and 

determinants of materiality in the UK and overseas will continue in the future. 

these bodies do not intend to have a specific 
guideline for the time being due to difficulties to 
design a guideline which suits to all parties. 

A follow up telephone interviews were again carried 
out in April 1998 with both John Grant and Allan Cook 
on any changes on stand of the professions on 
materiality, Professor David Hatherly (academic) and 
Dr. Paul Palmer (Director of Charity Unit at South 
Bank University) on any further comments on the topic 
of materiality. The results of these telephone 
interviews confirmed the results arrived at in late 
1996, that is both the APB and ASB have no intention 
to issue a guideline on materiality within the next 12 
months. 

12 



Based on the results of the questionnaire surveys and telephone interviews, 10% 

of net profit before tax seems to be the favourite in the UK. 

There are pros and cons of having a specific guideline for the accounting 

and auditing professions. These would not hinder the APB and ASB to decide upon 

a guideline for all. A guideline would bring harmonisation in the determination and 

disclosure of material items in the financial statements, and could serve as a 

defence mechanism for both the auditors and preparers in due course. This may 

narrow the gap of the expectations of the users and the general public. 

13 
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Chapter 2 

The evolution of the definitions of materiality in accounting and auditing 

ABSTRACT 

There are many definitions of materiality for accounting and auditing. 

However, the Auditing Practices Board and the Accounting Standards Board are 

yet to establish a materiality threshold for these professions. This chapter looks 

at the evolution of the definition of materiality, and assesses how accounting 

bodies in other countries, courts in UK and the US, government bodies, and non

profit making organisations derive materiality thresholds. It concludes with a call 

for an urgent need for a standard materiality threshold in the UK. 

Introduction 

There are many world-wide definitions for materiality, in accounting and 

auditing. However, it is difficult to find a specific mathematical measurement 

which meets the needs of the accounting and auditing professions, courts, and 

users of financial statements. This is due to the intrinsic nature of materiality and 

its effects on decisions for disclosure (by preparers of the financial statements), 

for testing and evaluations (by auditors in the course of an audit), and for decision 

making (by users of financial statements). To arrive at a general definition and an 

acceptable mathematical guideline for materiality are difficult. Courts on both sides 

of the Atlantic have been criticised for not developing a concise definition of 

materiality or adopting a standard materiality threshold for all cases (Jennings et 
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al 1985, Jeffries 1981, Chong and Vinten 1994). However, the accounting 

profession itself has yet to define precisely what is or is not material; which could 

be argued is primarily their responsibility. 

The Institute of Chartered Accountants in England and Wales (ICAEW) 

defined materiality as • ... if knowledge of the matter would be likely to influence 

the user of the financial or other statements under consideration' (Accounting 

Recommendation 2.301, 1967, para. 1), while the Auditing Practices Board (APB) 

emphasised that an item or transaction or fact would constitute material as long 

as the omission or misstatement of that fact 'would not influence the decisions 

of an addressee of the financial statements' (SAS 220, 1995, para. 3). These two 

statements defined materiality qualitatively. However, there is still a lack of a 

standard measurement of materiality. The extent to which an item or transaction 

becomes material remains illusive. 

The Statement of Auditing Standard (SAS) explained that to arrive at a 

single mathematical measurement for materiality is difficult because ' ... materiality 

is to be measured in relative terms ... and it has both qualitative and quantitative 

aspects' (para 3). Without an all-purpose definition of the qualitative and 

quantitative aspects of materiality, preparers of the financial statements, auditors, 

users, and courts have grappled with its meaning on a case-by-case basis, and 

based on 'professional judgement' (SAS 200, para 4). If materiality judgements 

can be based on professional judgements, there is no obvious need to have a 

Standard in the first place (Chong and Vinten [1994]). 

A Standard offers guidance to auditors regarding the standard of work 
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required, and to protect the reputation of the profession (Porter, Simon and 

Hatherly [ 1996]) 1. The Standards could serve as references to the profession and 

as a shield of defence for negligence (Chong and Vinten [1994]). Recommending 

a standardised mathematical measurement does not mean that auditors are 

exempted from considering the qualitative aspect of the item(s) or transaction(s)2. 

A standardised threshold could enhance harmonisation in disclosure and evaluation 

processes. Departure from the recommended standard warrants separate 

disclosure, by way of notes to the financial statements, or receives an audit 

qualification (Brown et al [1997]). Users will use this additional disclosure of 

materiality thresholds in the financial statements as they have been used to doing 

in all other accounting policies. 

However, without a specific mathematical guideline, confusion in measuring 

materiality will remain. In view of this controversy, this chapter first reviews the 

evolution of the definitions of materiality generated by accounting bodies, courts, 

academics, government, and non-profit making organisations, and then evaluates 

the implications of words used in describing and defining materiality. Lastly, the 

In its Scope and Authority of APE Pronouncements (APB 
[1993]), the APB explains that 'statements of auditing 
standards contain basic principles and essential 
procedures.. . with which auditors are required to 
comply. . . in the conduct of any audit of financial 
statements.' (para 4). 

2 Chong and Vinten [1993] reckon auditors need to 
consider both the qualitative and qualitative aspects 
of materiality in the course of an audit. The 
qualitative aspect of materiality includes risk, 
nature of the item, nature of the client's business, 
strength (or weaknesses) of client's internal control 
system, and environment in which the client operates. 
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chapter assesses the need to have a materiality threshold for the accounting and 

auditing profession. 

The accountancy bodies' view of materiality 

Accountants have recognised that the profession would benefit if a general 

definition of materiality could be developed. Both the ICAEW (1968) and the APB 

(1995) have defined what materiality is, but failed to offer bases of measuring it. 

Similarly in the USA, the issuance of an exposure draft by the Financial 

Accounting Standards Board's (FASB) in 1973 (which did not specify the 

mathematical measurements) on materiality was turned down in 1980 on the 

ground that " ... no general standards of materiality can be formulated (by FASB) 

to take into account all the considerations that enter into an experienced human 

judgement" (FASB, 1980, p. xiii). The FASB instead issued a general definition of 

materiality 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' (FASB, 1980, p. xv). 

This general definition does not offer much specific help to the accounting 

profession as it gives little guidance on how materiality is to be measured. It fails 

to mention specifically the extent of 'omission' or 'misstatement' which would 

affect users' decision making. Its perceptions remains vague, and opens itself up 

to criticism and misinterpretations by judges in the legal world. There are objective 

accounting standards for material items both in the UK and the US. For example, 
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a dilution in earnings per share of less than five3 percent will not be considered 

material, and a separate disclosure of the amount of diluted earnings per share is 

not required (SSAP 3, para 25); and there is a requirement to account for the 

results of the subsidiary undertakings (for having voting rights for fifty percent or 

more) 4 or having participating interest (twenty percent or more) (FRS 2 and 

Section 260 Companies Act 1985). Table 1 sets out materiality thresholds 

recommended by the SSAPs and the FRSs in the UK. 

Blakemore and Pain (1998) expressed their concern on not having a 

materiality threshold on an 'international' basis, have commented that - given the 

trend for harmonisation of accounting, the International Accounting Standards 

Committee (IASC) has not explicitly published any guidance on materiality although 

IAS 1 (Preparation and presentation of financial statements) touches on the 

subject. It requires material items to be presented separately in the financial 

statements. The only attempt to put a percentage on materiality comes with IAS 

14 (Segment reporting, 1997) which likes its UK equivalent (SSAP 25) adopts a 

10% definition of material segment' (p36). 

The Canadian Institute of Chartered Accountants (CICA) however took a 

3 Three percent for the case in the US (Accounting 
Principles Board Opinion No. 15 on 'Earnings per 
share'). 

4 Consolidation of the subsidiary's results is not 
required if: (1) there is severe long term 
restrictions; (2) it was held for resale; (3) 
different activities made consolidation incompatible 
with giving a true and fair view; or (4) intra-group 
guarantees re. excluded subsidiary undertaking (Para 
79, FRS 2). 

19 



different stance. Apart from defining materiality, the CICA evaluated the pros and 

cons 5 of having a materiality threshold for the auditing profession and eventually 

' ... the Auditing Standards Steering Committee (of CICA) has concluded that the 

advantages of including some quantitative materiality guidelines outweigh the 

disadvantages' (para 3). Apart from the CICA, accounting bodies in Australia, New 

Zealand, Fiji and South Africa each has their own defined mathematical materiality 

threshold for the profession (see Table 2). These guidelines are valuable guidance 

to auditors and preparers to determine the extent in which items are considered 

material in the course of an audit, and for the purpose of disclosure in financial 

statements. The basic accounting rule of departure from the recommended 

threshold needs to be disclosed and justified in the notes of the accounts, remains 

applicable. In the auditing context, however, auditors need to verify and be 

satisfied that the materiality policy adopted by management is reflected in the 

5 The Auditing Standards Steering Committee (of CICA) 
mentioned that ' ... those advocate the publication of 
such (materiality) guidelines believe that they will 
reduce the number of inappropriate materiality 
judgements, provide a greater degree of consistency in 
such j udgments, create a greater awareness of the 
limitations of the audit process and establish a basis 
for discussing materiality with client. Those who 
oppose the publication of such guidelines contend that 
they may create the impression that the determination 
of materiality is a mechanical exercise, tend to 
become 'cast in stone' thus seriously down playing the 
importance of professional judgment and the 
qualitative aspects of materiality, and be open to 
misinterpretation or misapplication. After carefully 
considering these arguments, the Auditing Standards 
Steering Committee has concluded that the advantages 
of including some quantitative materiality guidelines 
outweigh the disadvantages(para 3). 
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financial statements and that the policy is consistent with previous years. This 

would, in the long run, harmonise disclosure policies and treatment of material 

items in the financial statements. 

Judicial definitions of materiality 

As accountants have difficulties in formulating a specific mathematical 

guideline on materiality, it is not surprising that courts in the US and the UK have 

applied varying standards for materiality. Like the accounting profession, courts 

are required to determine what is material in each situation brought before them. 

Securities Acts 

In the USA, the Securities Exchange Acts of 1933 and 1934 were enacted 

to impose criminal and civil liabilities for certain actions and omissions. It was in 

these Acts that the word "material" 6 was introduced and eventually adopted in the 

accounting and auditing vocabulary. The intention of the Acts was to describe 

offences involving misleading information, but have never defined the extent to 

6 Section 11 (a) of the Securities Exchange Act 1933 
imposes civil liabilities on auditors on: 

'In case any part of the registration statement 
contained an untrue statement of a material fact 
or omitted to state a material fact required to 
be stated therein not misleading, any person 
acquiring such securities may sue every 
accountant who has with his consent been named as 
having certified any part of the registration 
statement with respect to the statement in such 
registration statement which purports to have 
been certified by him.' 
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which these omission or misstatement would constitute material. 

Without proper guidance from the Acts, judges in the US have frequently 

interpreted materiality levels based on their own discretion (discussed below}. In 

view of this, courts' definition of materiality has varied in accordance with the 

particular statute or regulation involved and the facts of each situation. Similar 

situations happen in the UK. The Handbook of the International Stock Exchange, 

equivalent to the Securities Acts in the US, fails to contain guidance on reporting 

material facts or information, or any indications on the level of materiality7 • With 

this, preparers could disclose or omit information at their own discretion. 

Chong ( 1 993) found that a sample of 1,000 financial statements of UK 

listed companies seemed to be over-disclosing extraordinary and exceptional items 

in the financial statements (before FRS 3 became mandatory in October 1 993). 

Items of even less than 5% of net profit were disclosed. This materiality threshold 

on disclosure is well below the recommended 10% of net profit by various 

accounting bodies (see Table 2). The results show that UK financial statements 

tend to adopt a lower materiality threshold thereby increased the level of 

disclosure. Additional disclosure in the financial statements is a good practice, but 

over disclosure may dilute or even distract users from focusing on important items. 

Relevancy of information should be balanced, but relevancy and materiality are 

both inter-dependent (Blakemore and Pain [19981). 

7 In its Yellow Handbook, The International Stock 
Exchange required substantial shareholders to be 
disclosed in the directors' reprots. Substantial 
shareholders are those owning 3% or more equity shares 
(Chapter 12, para 43, 1997) 
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Evolution of materiality in case law 

As far as legal cases8 are concerned, materiality could be broadly classified 

Legal cases cited in this Chapter came from the US and 
the UK. There is no known literature discussing 
implications of legal cases on materiality thresholds 
in other countries (checked to Anbar' s CD-ROM on 
accounting and finance till April 1998). The US legal 
cases are based on literature which discussed the 
legal impact on materiality; while the UK cases are 
those reported in the British Company Cases (1991/2 
and 1992/3) (BCC). Even though there were altogether 
236 legal cases recorded in these two-year of BCC, 
only 28 cases carry the legal judgements on or related 
to materiality. 

Appendix 1 of this Chapter discusses various levels of 
authorities of the US and the UK judicial systems, and 
implications of the US and overseas legal cases on the 
UK legal systems. Common Law Countries, that is those 
countries which had the English Law tradition (for 
examples, Commonwealth Countries, current and previous 
colonies, and US) could apply the principles of 
-prayed in aid' in their legal decisions. This means 
that English judges could drop upon jurisdictions 
decided by courts of similar level (or lower if no 
similar situations took place), or a higher in 
authority from overseas. However, the overseas Courts' 
decisions will not bind the legal decisions of the UK 
courts (Marsh and Soulsby 1990). This means that legal 
cases cited overseas have influential effects on the 
UK courts decisions, but do not bind on courts in the 
UK (Atiyah and Summers [1991], Hay [1991], Shears and 
Stephenson [1996], Weatherill [1996]). 

The researcher interviewed Patricia Park (Head of Law 
Research Centre of Southampton Institute and 
Magistrate of Portsmouth Crown Court, UK) , Raymond 
Young (Senior Lecturer in European Law, Southampton 
Institute) and Dr. Alina Kaczorowska (Principal 
Lecturer in International Law, Southampton Institute) 
on March 10, 1997. They confirmed that lawyers in the 
UK may apply decisions of overseas' courts, of any 
level, for references in any courts in the UK, and 
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into two main categories: (1) insider trading, and (2) omission or misstatements 

in financial statements. While not all these cases involved accountants, each has 

its own merit in contributing to the definition of materiality. 

Insider trading. An early case involving trading on insider information is Kardon v. 

National Gypsum Co [73 F. Supp. 798 (E.D. Pa 1947)]. In this case, a company 

was owned equally by four shareholders; two of whom were directors. The two 

directors purchased the share holdings of the other two shareholders without 

informing them that negotiations for the sale of the company had begun. Whether 

the pending sale was a material fact was an important issue in the case. The court 

stated that information was material as it would 'affect the judgment of the other 

party to the transaction.' The decision of the Kardon case was later adopted by 

List v. Fashion Park, Inc. [340 F.2d 457 (Cir. 2, 1965), cert. den. 382 U.S. 811] 

and Kohler v. Kohler Co [319 F.2d 634, 642 (Cir. 7, 1963)). However, in the 

these decisions do not legally bind on the decisions 
in UK courts. Lawyers in the UK tend to quote 
references of the higher courts (than the lower) from 
the overseas (if there is no similar situation in the 
UK), but the implication remain the same, that is they 
are for references in the UK courts only. This means 
that lawyers may apply decisions in District Courts 
(the lowest courts in the US) in the Supreme Court 
(highest court in the UK) if there is no further 
decision made in higher courts in the US. There are 
situations which legal cases may cease to proceed to 
higher courts in the US due to costs involved. 

There are no records in the UK on how many overseas 
decisions or references are being cited in the UK 
courts. 
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Kohler case, the court stated that 

'The proper test is whether the plaintiff would have been influenced 
to act differently than he did act if the defendant had disclosed to 
him the undisclosed fact. To put the matter conversely, insiders are 
not required to search out details that presumably would not 
influence the person's judgment with whom they are dealing.' 

The above decision indicates materiality would depend on the extent a 

transaction affects the decision making of the third party. Regrettably, the court 

fails to define the extent to which the undisclosed information could constitute 

'material'. It may be the judges' intentions to leave the definition of materiality 

thresholds as vague as possible so as to give themselves room for manoeuvres in 

future legal decisions. 

Financial statements Omissions or misstatement of material information is another 

key area in which accountants are sued for liabilities. Important cases in this area 

include Escott v. BarChris Construction Corp. [283 F. Supp. 643 (S.D.N.Y. 1968)] 

where a 100% increase (from $0.33 to $0.65) of earnings per share (EPS) is 

considered immaterial while in the Financial Ind. Funds Inc. v. McDonnell Douglas 

Corporation [1971, 474 F.2d 514, D.C. Cir.], an 85.88% decline of EPS (from 

$0.85 to $0.12} is considered material. Surprisingly, the period over which these 

changes took place is the same in both cases, that is over a period of six months. 

However, the Caparo case shows a different approach to the whole question of 

assessing the materiality threshold. A 55.9% price drop of Caparo's share from 
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143p within three months is considered 'dramatic" 9 • 

Apart from EPS and share prices, net assets and net losses were considered 

important indicators for investors' decision making. Even though the amount of net 

assets are only £11,124 while the company is facing a total net loss of £48,094, 

these are considered 'material' in a takeover bid 1°. 

Turnover was used as a measurement on the performance 11, as an 

assessment to the excessiveness of directors' remuneration 12 , and for comparing 

the extent of capital reserves 13 • An average increase of turnover by 121 % per 

annum over a four-year period is considered 'enormous' 14 while a 7% difference 

between sales forecasted by directors and the administrators is deemed to be 'not 

material' 15 . For capital reserve, it is considered 'very small' if it is less than 1.5% 

of turnover16• In Re. Keypack Homecare, directors' remuneration of £25,377 which 

9 Caparo Industries PLC v. Dickman & Others [1990, H.L., 
BCC, p. 166]. 

10 James McNaughton Paper Group Ltd. v. Hicks Anderson & 

Co [July 31, 1990, CA, BCC, p. 894]. 

11 Re. Bradford Investments PLC (no. 2) [July 19, 1991, 
ChD, BCC, p. 386]. 

12 Re. Keypack Homecare Ltd [December 21, 1989, ChD, BCC, 
p. 117). 

13 Re. T & D Services Ltd [May 10, 1990, ChD, BCC, p. 
598] . 

14 Re. Bradford Investments PLC (no. 2) [July 19, 1991, 
ChD, BCC, p. 386]. 

15 Astor Chemical Ltd v. Synthetic Technology Ltd [July 
6, 1989, ChD, BCC, p. 109]. 

16 Re. T & D Services Ltd [May 10, 1990, ChD, BCC, p. 
598] . 

26 



represents 5% of turnover is considered 'excessive' [p. 120] and 'fairly high' [p. 

120], while £35,000 is considered 'justifiable' when compared to £50,783 net 

profit17 despite the amount of directors' remuneration between the two cases is 

merely £10,000. Regarding the increment of the directors' remuneration, in a 

profit making year, an increment of 53 % is considered - very large' 18 while in a 

loss making year, even a nominal increase by 7% is considered 'very high' 19 • 

In the Re. Hewitt Brannan (Tools) Co Ltd [February 1 5, 1990, ChD, BCC, 

p. 356] case, the judge considered liquidators' fee of £5,784 is 'not very large' 20 

but £31,784 is treated as a 'substantial sum' 21 • A sum of £2,500 interest charged 

due to late payment of corporation tax, and a recovery of 38.6p per pound of debt 

are considered 'substantial' 22 . Despite all this confusion, there is some 

consistency in that turnover and net profit/loss tend to be the - favourite' 

determinants for revenue items by UK judges. 

Courts seem to take a different view on balance sheet items. Holding 0.3% 

17 Re. a Company no. 001418 of 1988 [May 11, 1990, ChD, 
BCC, p. 530). 

18 Re. Chez Nico (Restaurants) Ltd. [July 1, 1991, ChD, 
BCC, p. 742). 

19 Re. a Company no. 001418 of 1988 [May 11, 1990, ChD, 
BCC, p. 530]. 

20 Re. Hewitt Brannan (Tools) Co Ltd [February 15, 1990, 
ChD, BCC, p. 356]. 

21 Ibid, p.356 

22 Ibid, p.359 
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of issued share capital of a company is considered 'extremely small' 23 compared 

to 49% which is treated as a 'large percentage' 24 . An injection of £40,000 as 

working capital of an ailing company is deemed to be 'reasonable adequacy' 25 • 

Total liabilities were used as bases to compare the extent of assets' 

deficiencies, Crown debts (which include PA YE, VAT, National Insurance 

Contributions), and the amount guaranteed. Crown debts which represent less 

than 3.3% of total liabilities are considered 'not significant' 26 but are deemed 

'significant' if they are more than 42% of total liabilities27 . However, Crown debts 

which are between £1,724 and £2,620 are considered 'not significant' 28 , but if 

23 Re. Chez Nico (Restaurants) Ltd. [July 1, 1991, ChD, 
BCC, p. 753]. 

24 Re. Harrods (Buenos Aires) Ltd [April 5, 1990, ChD, 
BCC, p. 482]. 

In this case, the Court is having the view similar to 
the Financial Reporting Standard No. 2 that holding of 
25% or more of the share of an undertaking shall be 
having a participating interest and be treated as 
associated company while holding of more than 50% will 
deem material and the financial results of both the 
parent and subsidiary undertakings should be 
consolidated. (Accounting for subsidiary undertakings; 
Financial Reporting Standard No. 2; December 1992; 
para. 15) . 

25 Re. Sevenoaks Stationers (Retail) Ltd. [November 15, 
1989, ChD, BCC, p. 768] . 

26 Re. Sevenoaks Stationers (Retail) Ltd. [July 31, 1990, 
CA, BCC, p. 779] . 

27 Re. Sevenoaks Stationers (Retail) Ltd. [July 31, 1990, 
CA, BCC, p. 779] . 

28 Re. Sevenoaks Stationers (Retail) Ltd. [July 31, 1990, 
CA, BCC, p. 77 9] . 
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the amount exceed £37,000 it is deemed 'substantial and significant' 29 • Directors' 

guarantee for liabilities of £268,000 is considered a 'very very large sum' 30 while 

£1,132,179 arising from profits on realisation of capital is 'substantial' 31 • 

In the case of liquidation, surplus (or deficiency) in the distribution is 

normally used as a denominator for materiality. A 46 % surplus of net assets 

realised is an 'ample margin' 32 while an 89% deficiency is treated as 

'substantial' 33, and a cash balance of £4,300 is considered 'very substantial' 34 . 

In the survey conducted by Chong and Vinten (1994) on all the 236 legal 

cases appearing in the British Companies Cases for the 1991 /92 and 1992/93 

editions, only 28 cases contained arithmetical support35 . For those 28 cases, there 

29 Re. Sevenoaks Stationers (Retail) Ltd [July 31, 1990, 
CA, BCC, p. 779]. 

30 Re. Cladrose Ltd [October 6, 1989, ChD, BCC, p. 16]. 

31 Re. Cleveland Trust PLC [December 11, 1990, ChD, BCC, 
p. 34]. 

32 Re. Bradford Investments PLC (no. 2) [July 19, 1991, 
ChD, BCC, p. 390]. 

33 Re. Sevenoaks Stationers (Retail) Ltd. [November 15, 
1989, ChD, BCC, p. 767] . 

34 Re. Hewitt Brannan (Tools) Co Ltd [February 15, 1990, 
ChD, BCC, p. 357]. 

35 It is very time consuming to check through hard copies 
of the British Companies Cases (BCC) as these were not 
kept on disks. (The search on two volumes in 1994 took 
three complete months). Based on the results of the 
search on the 1991/2 and 1992/3 versions of the BCC, 
there appears no pattern on the decisions made by 
judges in the UK on materiality or the thresholds 
thereof. 
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is strong evidence to support that there is a degree of inconsistency in judges' 

decisions and no apparent 'rules' on how courts determine materiality levels. This 

could be because surrounding circumstances and relevant facts were taken into 

consideration before a judgement was delivered. Both qualitative and quantitative 

measures are obviously observed in all individual cases. The above results of the 

survey also show that legal cases offer little support on arithmetical data and 

figures. This has caused great difficulties to enable anyone to establish the bases 

of how items are considered material or otherwise by judges. The evidence so far 

shows that judges decided these on their own fiat36 • This could be due to judges 

tending to concentrate on legal aspects, rather than the financial effects of each 

situation. Again, it is not the judges' duty to ensure that their judgements contain 

full financial details and facts, but merely sufficient to support their opinions. 

Government bodies, specialised industries and non-profit making organisations 

It is important that government auditing manuals have materiality guidelines 

(Tomkins and Barker [1987], Rahman and Daniker [1994], Ramamoorti [1998]). 

Checked to the CD on 'Current Law Digests on UK Legal 
Cases' for 1997 and 1998 (currently subscribed by 
Southampton Institute) . There were 8 hits with the 
word on 'materiality'. These cases do not relate to 
materiality thresholds on companies' disclosure. They 
are cases on leases, copy rights and intellectual 
properties, criminal evidence, public interest, and 
immunity. 

36 For example, Re. Poly Peck International PLC [May 16, 
1991, ChD, BCC, pp. 503-508]; Lonrho PLC V. Fayed & 

Ors [June 27, 1991, HL, BCC, pp. 641-650]; Morgan 
Crucible Co PLC v. Hill Samuel & Co Ltd & Ors [July 
2 4 , 19 9 0 , ChD, BCC, pp . 6 8 3 - 6 9 3 ] . 
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Both Tomkins and Barker (1987), and Rahman and Daniker (1994) admitted that 

guidelines are not a substitute for professional judgement, but as a tool to assist 

the auditors to exercise professional decisions. Ramamoorti (1998) suggested that 

government auditors need to look into both the quantitative and qualitative factors 

in the planning stage of audits (p .45). 

In the UK, The Central Government's Internal Audit Manual (1988, 1996) 

defined materiality as ' ... the significance of undesirable events occurring. Applied 

to systems if it reflects the significance of a failure to achieve management's 

objectives' 37 (Glossary D 1). This Audit Manual emphasises the importance of 

materiality in the course of testing and reporting transactions in the financial 

statements, but not defining materiality or recommending a guideline for the 

internal auditors. This leaves opportunities to the government's internal auditors 

to exercise their own professional judgements in determining the extent of work 

37 Materiality is a reflection of the significance to the 
department as a whole of a failure to achieve 
management's objectives. In considering materiality, 
the internal auditor should take into account: 

( a) the possible direct and indirect financial 
consequences; 

(b) the importance of particular management objectives in 
the context of the department's overall objectives; 

( c) the potential for embarrassment to either Ministers or 
the Accounting Officer (Section C2.3 para 6). 

Section C2. 3 para 7 states that in considering the 
materiality of what is at risk, the internal auditor 
should take into account the cost of reacting to a 
failure as well as the effects of the failure itself. 
Such costs may include, for example, the resources to 
be applied to investigation, taking corrective actions 
and supplying appropriate explanations to Parliament 
and the public. 
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which need to be carried out and the amount of information to be disclosed 

(Vinten 1991). 

The National Audit Office has issued audit guidelines which contained 

materiality measurements for its district offices (1992, see Table 4). The definition 

encompasses the thresholds to be adopted by its auditors. This is a significant 

contribution to the existing literature on materiality as the results of a survey 

carried out by Rahman and Daniker (1994) concluded that there exists a wide 

variance of bases being used as determinants for materiality by government 

auditors. 

For specialised industries, non profit organisations, and educational 

establishments, treatments of accounting matters are guided by the Statements 

of the Recommended Practice (SORPs). 38 There are altogether twelve SORPs 39 

38 The primary aims of the SORPs are 'to narrow the areas 
of difference and variety in the accounting treatments 
of the matters with which they deal and to enhance the 
usefulness of published accounting information.' 
(Explanatory Forward, 1986). The Explanatory Forward 
went on to mention that 'SORPs are indicative of 
treatment which should be adopted in a situation not 
specifically catered for by accounting standards.' 

39 These are: 

(1) Accounting for various financing, revenue and 
other transactions of oil and gas exploration and 
production companies (issued in January 1991); 

(2) Financial statements of authorised unit trust 
schemes (revised in January 1997); 

(3) Advances (issued in September 1992); 

(4) Segmental reporting (issued in January 1993); 
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issued till April 1997 (Wilkins [1997]) 40 . In November 1995, the ASS issued an 

exposure draft on 'Statement of principles for financial reporting' (Wilkins, 1997, 

pp. 739-818) which 'provides a basis from which current practices may evolve 

in a consistent and coherent manner that will improve the usefulness of financial 

reporting' (Wilkins, 1997, p. 743). The Exposure Draft (1995) defined materiality 

as , a threshold quality. it provides a cut off point rather than being a primary 

(5) Contingent liabilities and commitments (issued in 
February 1996); 

(6) Derivatives (issued in February 1996); 

(7) Code of practice on local authority accounting in 
Great Britain (issued in May 1996); 

(8) Accounting by registered housing associations 
(issued in February 1994); 

(9) Accounting in higher education institutions 
(issued in June 1994); 

(10) Accounting by charities (issued in October 1995); 

(11) The financial statements of pension schemes 
(issued in September 1996); and 

(12) Financial statements of investment trust 
companies (issued in December 1995). 

40 As at July 31, 1990, the date the ASC retired, the ASC 
has franked the SORPs on (1) disclosures about oil and 
gas exploration and production activities (issued in 
April 1986), (2) accounting for oil and gas 
exploration and development activities (issued in 
December 1987), (3) accounting for abandonment costs 
(issued in June 1988), (4) accounting for securities 
by banks (issued in July 1990), and (5) accounting for 
insurance business (issued in May 1990). The ASB 
announced in 1990 that it would not issue its own 
SORPs, instead, these will be issued and developed by 
industry bodies (Wilkins [1997, pp. 730-731]). 
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qualitative characteristics that information must have if it is to be useful, and it 

needs to be considered before the other qualities of that information. If any 

information is not material, it does not need to be considered further' (para 2.6). 

However, there are no indications or recommendations on the cut off point for 

materiality threshold in the Draft. 

The Draft went on to mention that 'information is material if it could 

influence users' decisions taken on the basis of the financial statements. If that 

information is misstated or if certain information is omitted, the materiality of the 

misstatement or omission depends on the size and nature of the item in question 

judged in the particular circumstances of the case' (para 2. 7) 41 • This is a useful 

guidance for preparers and auditors in the course of discharging their duties, but 

there is still an element of professional judgements of the extent to which items 

are considered material. It could due to variations in the nature of activities of 

industries in which SORPs will be applicable, this leads to difficulties to arrive at 

a specific threshold for materiality, and the wide ranging users of the financial 

statements as the Draft emphasised that 'the information contained should be of 

41 The Draft mentioned 'aspects nature of the item which 
affect a judgement about its materiality include the 
events and transactions giving rise to it and the 
particular financial statement headings and 
disclosures that are affected' (para 2. 7). 
Circumstances that are considered included other 
elements of the financial statements taken as a whole 
and other information available to users that would 
affect their evaluation of the financial statements, 
for example, implications of the item for the 
evaluation of trends, effects of aggregations of 
individual which are similar in nature (para 2.7). 
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useful to users for assessing the financial position, performance and financial 

adaptability of an enterprise' (para 2.1). 

Take charities in the UK for an instance. The format of presenting financial 

information for charities is under the remit of the SORP. At the end of February 

1998, there were 160,000 main charities and 27,000 subsidiaries or branches of 

the main charities, with a combined annual charity income of around £18.3 billion 

(Charity Commission [1998]42), the Statement of Recommended Practice 2 (1995) 

which deals with the presentation of financial information of non profit making 

organisations, has merely spelt out the format of presenting information in the 

financial statements. It does not define the materiality thresholds or the extent to 

which items are considered material43 • 

The sense of accountability becomes diluted as auditors have the liberty to 

disclose what is material and what is not in the financial statements based on their 

42 The inforrnation is extracted from the web site of the 
C h a r i t y C o m m i s s i o n o n 
http://www.charity-commission.gov.uk/ccfacts.htm. 

43 Telephone interviewed Dr. Paul Palmer (Principal 
Lecturer on Charity Accounting, and Head of Centre for 
Charity and Trust Research at South Bank University) 
on April 7, 1998, and Pesh Franjee (Senior Partner in 
Charity Accounting, BDO Binder Hamlyn, London) on July 
2, 1997. They confirmed that there is no specific 
guidelines on materiality mentioned in the SORP 2 
(1995). It is the requirements for charities receiving 
£0. 25 millions or more to comply with disclosure 
requirements of SORP 2. They suggested that a 
materiality guideline for charities could be useful to 
preparers, auditors, and users of financial 
statements. 
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personal discretion and professional judgement44 . 

Academics 

There has been concern by academics on the definitions of materiality. 

Recent trend of definitions on materiality emphasise not only the assessment of 

the effects of omissions or misstatements, but also the truth and fairness of the 

presentation of financial information (Chong [ 1 992]). This request is also reflected 

in various UK audit manuals (Turley and Cooper (1991], see Table 5 for details). 

Despite this, there is no emphasis of materiality on reporting fraudulent acts of 

companies by auditors nor defining the extent to which items will be considered 

material (Treadway Committee [1987]). 

Surveys showed that net profit and turnover are the main determinants for 

materiality not only by academics and audit practices (Turley and Cooper [1991 ]) 

but also UK judges (Chong and Vinten [1994]), and the range is 5-10% of net 

profit or turnover (Chong [1993]). The above shows the adequacy and abundance 

of the definitions of materiality, but there is still a lack of a specific mathematical 

guideline which spelt out the extent to which items are considered material. 

Definitions of materiality 

An analysis of the definitions on materiality reveals that differences in the 

44 Hines and Jones [1992], Silley [1993], and Dawes 
[1993] commented the SORP 2 on the format of 
presenting financial information for charity 
organisations, and briefly mentioned that materi3lity 
thresholds were not mentioned in the SORP. 
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usage of words and phrases depend, for the most part, on the subject matter of 

the litigation, the situations, and the particular section or regulation . under 

consideration. The above section of the chapter evidences that there is no obvious 

trend on how judges decide what items are to classified as material or any 

indications on how materiality thresholds are being determined. Complexity of 

facts and transactions added to the current confusion and the intrinsic nature of 

materiality. The definition of materiality has become vague and its determinants 

are confusing. This could be due to the extent of concern expressed by various 

parties involved, in particular, the users. The differences in the usage of words and 

phrases obviously carries different meaning. As Ogden and Richards (1969} noted 

that 

'The magic of words has a special place in general magic. Unless we 
realise what have been the natural attitudes towards words until 
recent years, we shall fail to understand much in the behaviour of 
logicians and others among modern mystics, for these same attitudes 
still persist in underground and unavowed fashion. At the same time, 
the theory of signs can throw light upon the origins of these magical 
beliefs and their persistence' [p. 244}. 

There may well be no magic in the words used, and the complications of the 

situations forced various parties to look for a meaning which could accommodate 

their needs. Materiality lies in the area of the myth of aud iting. The concept of 

materiality needs to accommodate the needs and expectations of auditors, 

preparers, and users of financial statements. Different words in defining materiality 

may imply different degrees of certainty, expectations, and importance by the 

parties concerned. The next section of the Chapter assesses the impact and 

implications of each of the words used in the course of defining materiality. 
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Would vs might Prudent investors find vagueness and inconsistency in applying 

terminology of materiality to specific cases they encounter. Words like 'might' 45 , 

'would' 46, 'significant propensity' 47 and 'significant likelihood' 48 were enunciated 

as the appropriate degree of certainty. Although both 'might' and 'would' carry 

identical purpose of making polite requests or appeals, in terms of probability or 

effect, 'might' seems to be the test that would require the least probability of an 

effect on the decisional process of the users of financial statements. It is 

suggestive of a mere possibility49 and permission50. 'Would' appears to require the 

highest degree of certainty amongst the above, suggestive of it being more 

probable than not, if not absolute certainty, and 'used to describe a hypothetical 

action or event in the past' 51 • The 'significant propensity' standard looks to fall 

some place within a middle range, more than a mere possibility but not necessarily 

more than probable. 'A substantial likelihood' could also be included in the middle 

range, and to a certain extent, could interchange with 'significant propensity'. On 

45 Affiliated Ute Citizens v. United States [1972, 406 
us, 128, 153]. 

46 Kardon v. National Gypsum Co. [1947, 73, Supp. 798, 
800, ED Pa] . 

47 Mills v. Electric Auto-Lite [1970, 396 US 375, 384. 

48 Chelsea Assoc. v. Rapanos [1975, 527 F.2d, 1266-270, 
6th. Circuit]. 

49 Gerstle v. Gamble-Skogmo, Inc [1973, 478 F.2d 1281, 
1302 2d Cir.] . 

50 Hornsby, A.S. (1992 p.921). 

51 Hornsby, A.S. (1992 p.1478). 
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the other hand, 'likelihood' arguably connotes a greater degree of certainty, 'a 

probability' rather than 'propensity' which is only an 'inclination or tendency' 52 . 

Obviously, a shift from a 'would' standard to a 'might' standard tends to increase 

the scope of materiality. To shift from 'would' to 'substantial likelihood' falls 

short of 'would' as a standard of certainty, the definition of materiality is 

expanded 53 . 

Regarding the usage of the word 'might', it is normally deemed material if 

it 'might' have an impact on the decisional process of average prudent investors. 

For example, in Affiliated Ute Citizens v. United States [1972, 406, U.S. 128, 153-

4], 'all that is necessary is that the facts withheld be material in the sense that a 

reasonable investor might have considered them important in the making of his 

decisions'. While in Reeder v. Mastercraft Electronics Corporation [1973, 363 F. 

Supp. 574, 581 S.D.N.Y.], courts held that for 'omission' 54 cases where the 

defendant can demonstrate non-reliance55 , that is even if material facts had been 

52 Hornsby, A.S. (1992 p.724). 

53 The degree of certainty is as follows: 

l. 'would' 
2. 'significant propensity', 'substantial likelihood'. 
3. 'might'. 

54 These are cases whereby defendants were sued for 
failing to disclose material fact and information in 
the financial statements or any other related 
documents required by the SEC. 

55 Reliance is a crucial element in cases of this sort 
and should be closely scrutinised. If no reliance is 
found, it is difficult to argue that any harm has 
resulted from the auditor's breach. 
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disclosed, plaintiff's decision as to the transaction would not have been affected, 

and no liability will be imposed56 . In Kohler v. Kohler Co. [1963, 319 F.2d 634 7th 

Cir], the court indicated that a fact is material if it - might' affect the value of a 

corporation's stock or securities. Although both the Affiliated Ute Citizens' and 

The decisions of Caparo case (House of Lords, UK) 
blocked the increasing liabilities of cases in 
individual investor's favour. However, the decisions 
do not stop the company, as a whole, to take actions 
against the auditors if needed. 

In Craig V. Anyon [1925, 208 N.Y.S. 259, 261, 268-69, 
App. Div], damages did not 'flow naturally and 
directly from the defendant's breach, and audit fee1 

is still payable. Notwithstanding the lack of 
reliance, the audit contract was breached. In Drabkin 
v. Alexander Grant Co (1990, 90 F.2d 453 D.C. Cir, 
cert. den. 111 S. Ct. 559], the court denied recovery 
from the auditors notwithstanding alleged accounting 
errors. Even without the additional losses, the 
financial condition of the client was extremely bleak. 

A 'going concern' qualification had put management on 
alert. Likewise, in Delmar Vineyard v. Timmons [1972, 
486 S. W.2d 914 Tenn. Ct. App], the court denied 
recovery from the auditors because of the lack of 
demonstrated reliance. Although the plaintiffs claimed 
that the erroneous financial statements caused them to 
remain in business because they did not understand the 
severity of the business's condition, the court 
disagreed (Delmar Vineyard v. Timmons [1972, 486 S. 
W.2d 921 Tenn. Ct. App]). The plaintiff simply did not 
present sufficient evidence to support their 
contention of reliance. In fact, the court found that 
most members of the management committee did not read 
the audited financial statements (Delmar Vineyard v. 
Timmons [1972, 486 S. W.2d 921 Tenn. Ct. App]). Thus 
the burden of proving reliance can be significant. 

For example, Chelsea Associates v. Rapanos [1975, 527 
F2d 1266 6th Cir] ; Rochez Bros., Inc. v. Rhoades 
[1974, 491 F. 2d 402 3d Cir] . 
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Kohler's cases use the term 'might', the tests employed differ. The former refers 

to the impact on the decision making process of an investor, whereas Kohler's 

case emphasises the impact of materiality on the value of the shares. A fact might 

affect the share prices, but not necessarily investors' decision on whether to buy, 

hold or sell their investment; that is the value itself may affect the price which 

investors are prepared to pay, but not necessarily that they would actually 

purchase them. In Gladwin v. Medfield Corp. [1976, CCH Fed. Sec L. Ref 95787 

5th Cir], the judge found that the company's failure to reveal purchases in 

nominee names of 4.9 percent of the company's stock was a material omission in 

violation of Section 1O(b) 57 of the Securities Exchange Act 1934, despite the 

information would affect reasonable shareholders in deciding on how to vote, it 

was unlikely to influence them to vote against management. In response, the court 

stated that 'materiality does not depend on which way the information is likely to 

influence the shareholders to vote, rather than on whether the information is likely 

to influence the decision to vote.' The phrase 'influence the decision to vote' 

implies that the court is focusing on whether the information influences the 

shareholders' decision to vote or not to vote, rather than the shareholders' 

decision on how to vote. 

57 Section 10 (b) of the Securities Exchange Act 1934 
makes it unlawful for any person to use or employ, in 
connection with the purchase or sale of any security 
not so registered, any manipulative or deceptive 
device or contrivance in contravention of such rules 
and regulations as the Securities and Exchange 
Commission may prescribe as necessary or appropriate 
in the public interest or for the protection of 
investors. 
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Influence or importance In determining the standard for materiality decisions, US 

courts considered information to be material if it would influence decisions of the 

recipient (for examples Kardon v. National Gypsum Co, Kohler v Kohler Co, List v. 

Fashion Park, and Crane Co v. Westinghouse Air Brake Company). However, in 

some US legal cases, information has been held to be material if it were important 

to the recipients in decision making, regardless of whether it would cause them to 

act differently {for examples SEC v. Texas Gulf Sulphur, Affiliated Ute Citizens of 

Utah v. United States, Mills v. Electric Auto-Ute, and TSC Industries v. Northway). 

This - important' test requires additional information to be revealed and 

places a higher standard and expectation on accountants. While some controversy 

existed over whether information which - might' be considered important or which 

'would' be considered important should be revealed, judges in TSC Industries v. 

Northway case declared that only those information which would be considered 

important should be required 58 . 

Courts appear to be moving away from the standard that information must 

influence another's actions in order to be material. Instead, the above decisions 

seem to imply that 'important' information would be considered material. This 

places a heavy burden on the accounting profession, since courts emphasing 

'important' and 'influential' materials need to be disclosed in the information 

statements. While courts are sorting themselves out on the extent of materiality 

thresholds, it is urgent that the ASS and the APB should take a stance on 

58 Unfortunately, the judges did not elaborate the typL~ 
of information which would consider important. 
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specifying materiality thresholds and lead the profession, rather than being led by 

the legal profession. 

Prudent or speculative In certain situations, a higher standard of materiality may 

be required. For example, in SEC v. Texas Gulf Sulphur Co. [401 F.2d 833, 849 

(1968)], the level of materiality in the reports on mining explorations, which were 

not disclosed to the public prior to insider purchases, was in dispute. Based on the 

legislative history of the Securities Acts, the court stated that this information 

'would certainly have been an important fact to a reasonable, if speculative 

investor in deciding whether he should buy, sell or hold' (emphasis added). 

While the definition of materiality applied by the court in Texas Gulf Sulphur 

is unusual, the fact should not be ignored. Because materiality decisions are made 

on a case-by-case basis, all the facts and circumstances of a company must be 

considered. As stated by the court, 

- whether facts are material. .. will depend at any given time upon a 
balancing of both the indicated probability that the event will occur 
and the anticipated magnitude of the event in the light of the totality 
of the company activity' [401 F.2d 833, 849 (1968)). 

From a layperson to investor There exists a deeper and sharper definition of users 

in the legal context compared to those in the accounting context59 . The legal 

59 Accounting Standards Steering Committee (1975) The 
Corporate Report, London, UK, 1975 identified seven 
broad categories of users and their respective needs 
and expectations of the financial content in the 
financial statements. These users are inter alia 
investors (both existing and potential), business 
contacts (including creditors and suppliers), lenders, 
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definition includes users from one extreme of 'reasonable shareholders' 60 who are 

commonly regarded as existing shareholders and having an interest in the 

operation and stewardship of a business undertaking, to another which includes 

a 'reasonable man' 61 , a 'reasonable and prudent man' 62 and a 'recipient' 63 ; while 

the accounting context covers a wider meaning which includes both natural person 

and business undertakings64 • Not surprisingly, lack of a proper guideline from the 

accounting and auditing professions means that auditors expose themselves and 

are subject to courts' whim and mercy in deciding the extent of disclosure (or non

disclosure) of material facts in the financial statements, and even who should 

employees, analysts, the government, and the general 
public. 

Ansari and Euske (1987), Berry, Faulkner, Hughes, and 
Jarvis (1993) , Firth (197 9) , Giroux and Dies (1993) , 
Gray and Robert (1989), Hussey (1992), Ness and Mirza 
(1991), Ruland, Tung and George (1990), and Wiseman 
(1982) discussed the difficulties in satisfying the 
varying needs of users of financial statements. 

60 Mills v. Electric Auto-Lite Co. [1970, 396 US 375, 
381-8]; TSC Industries Inc. v. Northway Inc. [1976, 
CCH Feb SEC L. Rep. 95615]. 

61 Smallwood v. Pearl Brewing Co. [1974, 489 F.2d 579, 
604, 5th Circuit, 419, US 873]; John R. Lewis Inc. v. 
Newman [1971, 446 F.2d 800, 804 5th Circuit]. 

62 In Re Matter of Charles A. Howard [1934, 1 SEC 6, 8, 
18 FTC 626, 629]. 

63 Affiliated Ute. Citizens v. US [1972, 406 US 128, 
153] . 

64 Accounting Standards Steering Committee (1975) The 

Corporate Report, London, UK, 1975. 
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constitute an - ordinary recipient'. This shows a lack of willingness on the part of 

both the accounting and auditing profession in settling their own materiality 

threshold and failure to identify users' needs. In this respect, the APB decided to 

replace the word 'users' by 'addressee'. This could narrow down the audience 

of audit reports to members of the company (for statutory reports} and specific 

parties (or users) in which the reports are meant for, and gradually narrow the 

expectation gap as the report is meant for certain group(s) of users. This is a 

welcome move. 

The US legal cases tend to include 'recipients' presumably, includes 

members of the general public and people in the street so long as they have a 

sound mind, with or without any interest in the financial position of a business 

undertaking65• This could mean a lot of resources would definitely be expended in 

meeting the needs of this group of users. Generally, not everyone has the same 

level of interests in the financial operations and performance of a company and, 

presumably, a 'reasonable person' test may yield different results from a 

- reasonable investor' test (Hewitt 1975), in view of the latter's general interest 

in stock market reactions, level of expectations of the performance of a company, 

dividend yield, earnings per share, and effects of political and environmental risk 

compared to 'reasonable people'. 

Thus, in order for both 'reasonable person' and 'reasonable investor' 

65 In the UK, decisions from Caparo case have narrowed 
auditors' liabilities and responsibilities to 
shareholers as a whole, not to individual 
shareholders, that is irrespective of existing or 
potential shareholders. 
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having a same level of interests and understanding of the company's performance, 

different level of information is needed. This means that depending on the 

complexity of the facts being put before them, in some situations, a layperson may 

need a more thorough explanation of the activities of a company, while at some 

instances a knowledgeable investor may demand more information to be 

disseminated. In view of this, the threshold of materiality for disclosure of items 

in the financial statements may be affected. 

Between the above two extremes of interested investors and people in the 

street, courts in the US have identified a third group of users who are considered 

to be in the 'middle of the road'. These are 'average prudent investors' 66 , 

'reasonable investors' 67 , 'ordinary prudent investors' 68 and · ethical investors' 69 • 

Even though these phrases are interchangeable and should include existing, 

potential and even the · imaginary' 70 investors in a business undertaking, all of 

them share a common perspective, that is they share a common theme of desire 

66 Chelsea Assoc. v. Rapanos [1975, 527 F.2d 1266-270, 
6th. Circuit]. 

67 Affiliated Ute Citizen of Utah v. United States [1972, 
406 us 128, 153-54]. 

68 Broome v. Speak [1903, 1, 586, 604]. 

69 In Natural Resources Defense Council, Inc., v. 
Securities Exchange Commission [1974, 389 F. Supp 689, 
700 D.D.C.] 'ethical investors' were referred as those 
who are 'not prepared to say that the information they 
seek is not material ... '. 

70 Hewitt, J.O. (1975) 'Developing concepts of 
materiality and disclosure', Business Lawyer, April, 
pp.893. 
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to understand the underlying information contained in the financial statements. 

Undoubtedly, there is still a slight different of emphasis, needs and expectations 

between (and even within) this group of users.The concept of materiality is thus 

determined by the impact on the average and prudent investors, and stakeholder. 

As far as 'ethical' investors are concerned, they have a wider need and 

interest in information related to 'ethical' issues like the environment, civil rights, 

social and political aspects which may not normally be of much concern to 

, average and prudent' investors. 'Average and prudent' investors of today have 

more of a resemblance to institutional than to individual investors. The availability 

and easy access to information could have an effect on investors generally, and 

so the make up of 'average' investors. For example, portfolio theory has led some 

to believe that the most important 'fact' about shares is the beta coefficient71 . 

However, it should not be assumed that investors only lust for investment returns, 

since in fact they are also concerned with other issues72 as well. The definition of 

materiality could be expanded to the extent that such informational requirements 

meet those of the - average and prudent' investors. Similarly, variations in the 

standard of certainty may also alter the definition of materiality. 

71 Beta coefficient is a measure of the sensitivity of a 
security's return to movements in an underlying factor 
(normally the market as a whole) (Ross, Westerfield and 
Jaffe 1990). 

72 Arrington(1990), and Cousins and Sikka (1993) argued 
that shareholders are not just driven by a lust for 
dividends but they also breathe air, drink water and 
are concerned with poor economic rewards, energy 
consumption, environment, health and safety at home 
and other issues. 
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True and fair view The notion of 'true and fair' view originated from the 1947 

Companies Act. It has undergone little change from the original version of 'full 

and fair' view (Joint Stock Companies Act 1844) to 'true and correct' view (Joint 

Stock Companies Act 1856, Companies Acts 1856, 1879, 1990) and eventually 

'true and fair' view (Companies Act 1947 onwards73). Chastney remarks these 

changes as ' ... no collection of perceptions to give unequivocal meaning to the 

phrase'. The change from 'true and correct' to 'true and fair' was based on the 

recommendations of the Cohen Report ( 1 945) without any offers of reasons for 

73 The requirement of a true and fair first entered 
English Law in Section 13 (1) of the Companies Act 
1947. This then became Section 149(1) of the Companies 
Act 1948. After the UK joined the EEC in 1973, 
harmonisation of company law began, and the Fourth 
Directive on Company Law in 1978 also adopted the 
concept of a true and fair view. 

The process of implementing the Fourth Directive began 
in 1981, when the Companies Act of that year 
introduced for the first time detailed rules as to the 
format and content of company accounts. The true and 
fair view requirement, which had been retained in the 
Fourth Directive at the insistence of the United 
Kingdom, then became Section 228 of the Companies Act 
1985. Further amendments were made by the Companies 
Act 1989, and the true and fair view requirement is 
now to be found in Section 226 of the 1985 Act (as 
amended). Section 226 (2) of the Companies Act 1985 
provides: 

"The balance sheet shall give a true and 
fair view of the state of affairs of the 
company as at the end of the financial year, 
and the profit and loss account shall give 
a true and fair view of the profit or loss 
of the company for the financial year." 
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the change (Walton, 1991). Rutherford (1985) reckoned that the word 'correct' 

is too rigid, while the word 'fair' could convey the same kind of general 

impression as 'correct'. Courts seem to define the term 'true and fair' view (for 

example, re. Press Caps Limited [1949], Lloyd Cheyham & Co. v. Littlejohn & Co 

[1987) BCLC 303) by stating that the financial statements were 'drawn up under 

currently accepted practice' (Walton, 1993, p. 51). The ICAEW defined 'true and 

fair' in two of its statements as: 

'A true and fair view implies appropriate classification and grouping 
of items and therefore the balance sheet needs to show in summary 
form the amounts of the share capital, reserves and liabilities as on 
the balance sheet date and the amounts of the assets representing 
them, together with sufficient information to indicate the general 
nature of the item.' (Statement N18, 1958) 

'Financial statements are required to give a true and fair view. This 
includes the provision of sufficient information, properly displayed, to 
enable a reader to assess the overall performance of a business, the 
full extent of its liabilities (actual and contingent) and its exposure to 
risks.' (TR603, 1985) 

The first Statement indicates that compliance with the GAAP would assume 

to have satisfied the needs of a true and fair view, while the second requires 

preparers of financial statements and auditors not only to comply with GAAP, but 

also apply the qualitative tests in determining the accounting treatment. In this 

instance, we assume that the Statements require that the quality of disclosure is 

adhered to. Nobody seems to know whether the true meaning of 'true and fair' 

is correctly and appropriately defined as McGee (1991) observed that even 

' ... relatively few lawyers have much understanding of the principle of accounting, 

while.. the accountants themselves have not succeeded in developing a 
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satisfactory conceptual framework for the subject (' true and fair')' (p. 874). 

The Audit Brief on Special Reports of Accountants (September, 1984) stated 

that 'because the information on which the accountant is reporting does not 

constitute a complete set of financial statements prepared on a comprehensive 

basis of accounting, it will not be possible for the accountant to report in 'true 

and fair view' terms' (para 38) (emphasis added). It is difficult to establish whether 

a set of financial statements have been prepared on 'a comprehensive basis of 

accounting'. Presumably 'a comprehensive basis of accounting' includes 

compliance to the current GAAP and requirements of the Companies Act. 

However, this does not seem to be true. Different commentators offer different 

views on the definitions of true and fair. Walton (1991) provided some indications 

of what constitute a 'true and fair' view as follows: 

(a) disclosure of financial information should comply not only with the 

requirements of the Companies Act but also to ensure such 

compliance would not mislead sets of figures, and to disclose further 

information or even departure from the rules (set out by the 

Companies Act); 

(b) an independent concept which may be referred to in order to resolve 

conflicts in setting standards or making decisions in individual cases, 

that is independent of the accounting rules; and 

(c) compliance with the generally accepted accounting principles (GAAP) 

while Cooper (1979) commented that a true and fair view may be distorted in the 

following ways: 
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(a) the figures given in the accounts may be over or under stated by a 

material amount; 

(b) the description of the figures in the accounts may not disclose their 

true nature or be misleading or ambiguous; 

(c) the accounts may not be prepared on a basis consistent with 

previous periods or conformity to GAAP; 

(d) some of the relevant information may not be given; and 

(e) the presentation of the figures in the accounts may be so obscure or 

complicated that they are difficult to interpret (para 1.41). 

However McGee (1991) noted that true and fair is being designed to meet 

the users' expectations and needs rather than being looked at the perspective of 

the company or of the auditors. 

Regrettably the above definitions did not mention the extent of materiality, 

reliability and relevance of information to be disclosed in the financial statements 

which may be counted as having adverse effects on the financial position of a 

reporting entity. The close relationships between true and fair and materiality 

should not be ignored. These were supported by recent calls by academics (for 

example Chong [1992]), and UK audit manuals (Turley and Cooper (1991 ]). 

Tables 5 and 6 (analysis of definitions on materiality of academics, 

accounting bodies, and legal cases) show that' would' is a more favourable word 

than - ought' in view of materiality should be looked at on a more - persuasive, 

rather than on a rigid basis. The word - influence' is preferred (than - important') 

in the course of decision making by 'layperson' (rather than on specific group of 
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'investors'). True and fair view is also a recommended element to look at in the 

course of an audit. In view of this, the definition of materiality could be: 

'matters which would influence decision making of prudent layperson, and 

should also consider effects on true and fairness in the financial 

statements'. 

Post modernist era 

The purpose of this section is to indicate briefly the way in which materiality 

has been viewed in the postmodern era and the power the auditing profession 

intends to retain to enable its members to have freedom to express and decide the 

materiality threshold {Mitchell and Sikka [1994]). 

Post modernisation of accounting research emphasises the importance and 

needs of social reporting and accountability to users of financial statements and 

the general public as a whole (Hoskin [1994]). This means emphasising both the 

socially beneficial nature of accounting because it provides information to users 

of financial statements, thus assisting in the understanding of the reporting 

company regarding the issues of efficient allocation of resources, and the role of 

efficiency, but not neglecting issues of equity, nor adopting an unreflective view 

of the social implications of accounting research (Lehman (1992, p.59]). 

In modern societies, reporting companies are now under pressure to produce 

information relating to social responsibilities and the extent of accountability 

(Armstrong [1994]). It is sometimes difficult to reason why particular items were 

disclosed in the financial statements: could they be due to relevance or materiality, 
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or both. Foucault mentioned that 'any attempts to apply a single method on 

different level of phenomena, becomes impossible and quite meaningless' 

(Foucault [1974, p.29]). However, in view of the lack of a proper guideline, this 

leads to confusion on the extent of disclosure of material items. An example is the 

disclosure on items relating to environmental and social issues in financial 

statements74 (Gray et. al. [1994], Burritt and Welch [1997], Deegan and Rankin 

[1 997]). These issues include provisions for environmental contingency, 

employees' benefits, the extent of care for stakeholders, consumers, and the 

general public as a whole (Medley [1997]). There is no guideline to assist both the 

74 There is no specific guidelines on disclosing items 
related to the environment and social issues in the 
UK. 

A questionnaire survey was carried out by Deegan and 
Rankin (1997) to 254 shareholders, 93 stockbrokers, 63 
academics, 24 financial institutions, and 40 review 
organisations (eg the Australian Council of Trade 
Unions, environmental lobby groups, industry 
associations) to determine the materiality of 
environmental issues to the above groups of users of 
annual reports. They concluded that 'shareholders and 
individuals within organisations with a review or 
oversight function consider that environmental 
information is material to the particular decisions 
they undertake, and shareholders, accounting academics 
and review organisations seek environmental 
information from the annual report to assist in making 
their various decisions' (p.580). 

In view of the above confusion on disclosing material 
items on environmental issues in financial statements, 
Deegan and Rankin (1997) called for 'accounting 
regulators to consider placing the development of 
environmental accounting and disclosure standards on 
the agenda immediately' (p.580). 
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accounting and auditing professions on these matter75 . 

The issue of preliminary profit announcements is another area of auditing 

yet to be resolved. Companies announce preliminary results before the audited 

figures are finalised, as long as the directors 'agreed' with the auditors. There are 

no rules on the presentations, timing or type of information to be included in the 

announcements, in particularly materiality of items (Beasley and Hussey [1997], 

ICSA [1996]). 

It is a difficult task for the profession to arrive at a specific guideline which 

will receive overwhelming consent. The profession could in fact draw up a general 

guideline, and if there is any departure from the recommendations, the effects of 

departure should be disclosed in the notes or audit qualifications. The decision of 

whether an item is material or otherwise could be mirrored in the concept which 

Foucault discussed of the whether to treat a man as a 'madman' or a 'normal man' 

(Foucault [1980]). In his book 'Madness and Civilisation', Foucault considered the 

differences between the two is based dependent upon how society regards and 

defines 'mad' (Foucault [1967, p. 145]). In this situation, the definition of 

materiality is also dependent upon the effects it may have on society, and how 

material items, whether it is being regarded on an individual or aggregate basis, 

75 Medley (1997) identified that the accounting and 
auditing profession need to identify what are 
environmental assets, liabilities, and contingencies, 
how they should be defined, what they should consist 
of, and having identified them, how they should be 
valued (p.599), and there is a need of issuance of 
guidance by the accounting and auditing professions 
(p.600). Similar conclusions were drawn by Burritt and 
Welch (1997) and Deegan and Rankin (1997). 
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would affect decisions of users. However, if a definition of madness could not be 

arrived at, it should not be a surprise that the general public and the users do not 

have concrete evidence on how auditors arrive at decisions (Neimark [1994), and 

how decisions are made on differentiating those material and immaterial items in 

the financial statements. 

Conclusions and comments 

The above analysis indicates that the best general definition of materiality 

which can be developed is that items will be material if an average prudent 

investor would consider the information important in the course of evaluation and 

decision making, and the required information is properly disclosed in the financial 

statements. However, variations of this definition can occur, depending on facts 

and circumstances of each case and the issue involved. It seems that accountants 

need to keep in mind these possible variations of the materiality standard in the 

courts rather than being leaders in their own rights. In deciding cases, courts may 

still call for expert witness (eg Argyll Foods76 ) and the expert explanations will 

have to be based on the individual's perception and understanding of the 

definitions of materiality. Rather than pushing the responsibilities of setting a 

specific mathematical materiality thresholds by courts and based on individual's 

judgement, both the ASB and the APB should have taken a firm stand on setting 

76 Ashton (1987) cited Argyll Food as an example of 
accountants were called in courts to provide decisions 
and clarifications of effects of SSAP 16 (current cost 

accoutning) on performance measurements of companies. 
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the threshold for the profession. Departure from the guideline will then warrant 

separate disclosures in the notes to the financial statements or even to consider 

for a qualified audit report. This will bring consistency in decision making, not only 

by preparers and auditors, but also by courts. 

We realise that the accounting profession and courts have difficulties in 

formulating a general definition of materiality. Both recognise that decisions are on 

a case-by-case basis. This could be due to accountants and courts approaching 

the problem differently. Preparers and auditors tend to evaluate information 

quantitatively. Decisions as to materiality are made in terms of the comparative 

magnitude of the information. Courts apply a qualitative standard, looking at the 

use of the information by the readers of financial statements. For the courts, the 

magnitude of the item may be one factor to consider in determining materiality, but 

it is not a controlling factor. 

Because materiality is determined based upon the facts and circumstances 

of each case, differences in its application can be expected to continue. Courts are 

more likely to apply a universal standard if the accounting profession could first 

develop a specific definition to be applied, as illustrated by the US v Simon [425 

F.2d 796, 807 (Cir.2, 1969)]: 

'We do not think the jury was also required to accept the 
accountants' evaluation whether a given fact was material, at least 
not when the accountants' testimony was not based on specific rules 
or prohibitions to which they could point, but only on the need for 
the auditor to make an honest judgement.' 

However, even though the accounting profession has developed its own 

view of materiality in the future, the judicial definition cannot be ignored. In 

56 



today's litigious society, if an accountant's judgment is questioned, the ultimate 

determination of proper treatment is made by the courts. To avoid legal liability, 

accountants need to comply with the common law definition of materiality as it 

has evolved. Therefore, cautious accountants may wish to compel to adopt the 

judicial definition of materiality, though it may not always agree with the 

profession's conceptual framework of accounting. 

The above help to define what is and what is not material. The main 

concern now is to decide and agree the extent to which items or transactions, 

either individual or in aggregate, would be material. It is time for both the APB and 

ASB to design and decide a threshold for materiality rather than to leave the 

decisions on materiality threshold to professional judgements. The threshold(s) 

adopted by the individual companies should be disclosed in the notes to the 

accounts and this would assist decision making on the extent of impact of 

information that had been adopted and agreed by both preparers and auditors of 

the reporting entity. Any departure from the recommended guideline will warrant 

separate disclosure. Users will eventually be weaned to and use this additional 

disclosure as they have been used to all other accounting policies in the financial 

statements. We do not want to see yet another definition on materiality emerge 

in the literature, but we would like to see a standard materiality threshold be 

recommended by the APB and ASB, otherwise there will be a long and difficult 

route for the profession to strive for harmonisation in reporting and disclosure of 

material information. 
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Table 1: MATERIALITY THRESHOLDS RECOMMENDED BY THE SSAPs AND FRSs 

SSAP 1: 
Accounting for associated 
companies 

An investment is presumed to be an associate 
if 20% or more of the equity is held (para 14) 

SSAP 3 (1972): 
Earnings per share When deciding whether to disclose the dilution 

to earnings per share (eps) casued by 
irrecoverable tax or dividends, the amount of 
dilution amounting to 5 % or more of the basic 
eps is regarded as material (para 16) 

SSAP 21 (1984): 
Accounting for leases and 
hire purchase contracts 

A finance lease is one where the present value 
of the minimum lease payments amounts to 
substantially all (normally 90% or more) of the 
fair value of the leased assets (para 15) 

SSAP 23 (1985): 
Accounting for acquisitions A merger means 90% of the equity is secured 
and mergers in the process of takeover and aquisition (para 

11) 

SSAP 25 (1990): 
Segmental reporting Each segment that is significant required to be 

separately reported. Significant is defined as 
10% or more of turnover, profit or loss, or 
total net assets (para 9) 
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FRS 9 { 1 997): 
Associates and joint ventures An associate exists where an entity has a 

participating interest and exercises a significant 
influence on another entity. An entity which 
holds 20% or more of the shares of another 
entity is presumed be a participating interest 
and having significant influence on another 
entity (para 4). 

Disclosure in the financial statements required 
to be made if: 
( 1 l where the investor's aggregate share in its 
associates exceeds 1 5 % or any of the gross 
assets, gross liabilities, turnover or on a three
year average, operating result of the investing 
group, the investor's aggregate share of 
turnover, fixed assets, current assets and 
liabilities. 
(2) where the investor's share exceeds 25%, 
disclosure on turnover, pretax profit, tax, profit 
after tax, fixed assets, current assets and 
liabilities {para 24). 
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Table 2: GUIDELINES RECOMMENDED BY ACCOUNTING BODIES 

ACCOUNTING MATERlt":' ~TV GUIDELINES RECOMMENDED 
BODY 

Australia Accounting 'an item is: 
Research Foundation (a) material if it is > 10% of the appropriate base; 
(1974); New (b) immaterial if it is < 5% of the appropriate 
Zealand Society of base amount; and 
Accountants (1985) (c) subject to judgemental decisions if it lies 

between 5-10% of the appropriate base 
amount. 

Appropriate base means: 
(a} for errors in profit and loss accounts: 

compared with: 
(i) operating profit for the current year; 

or 
(ii) average operating profits for the last 5 

years; 
whichever is relevant; 
(b) for errors in balance sheet: lower of 

(i) total share capital plus reserves; and 
(ii) appropriate balance sheet class total.' 

The Canadian In normal circumstances, with respect to financial 
Institute of statements of profit-oriented enterprises prepared for 
Chartered general purpose use, matters which individually or in 
Accountants ( 1 987) the aggregate would have an effect of altering 

income before income taxes and extraordinary items 
by less than five per cent might be considered to be 
immaterial, and by more than ten per cent to be 
material. Equivalent rules-of-thumb can also be 
expressed as appropriate percentages of: 
revenue; gross profit; total assets; shareholders' 
equity; account balances or by using a blended 
method that combines some or all of the above 
measures with a weighted for each [Appendix, p. 12] 

The South African The possible range for determining planning 
Institute of materiality is: 
Chartered 
Accountants (1984} gross revenue 0.5-1 % 

total assets 1-2% 
gross profit 1-2% 
shareholders' equity :2-5% 
net profit 5-1 0% 
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Anderson, G .A. 
(1973) was 
commissioned by 
the Research and 
Publications 
Committee of the 
Institute of 
Chartered 
Accountants of 
Scotland to carry 
out research on 
materiality guideline. 

(a) a profit and loss item is considered material if 
it exceeds 10% of the standard net profits; 

(b) a statutorily-required disclosure profit and loss 
item is considered material if it exceeds 
(i) 5% of total expenses for an expense 

item; or 
(ii) 5% of total income for an income item; 

and 
(c) a balance sheet item is considered material if 

it exceeds 
(il 5% of total assets; or 
(ii) 10% of the balance sheet caption. 

A standard profit is the average profits before tax 
for the preceding five years; but during a loss-making 
year or if the company is having an abnormally low 
profits for a number of years, then the standard 
profits should be based on the profit trend of the 
industry as a whole. 
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Table 3: ARCHIVAL RESEARCH 

PROFIT 
ITEMS 

AND LOSS 

(a) 0.2%-10% of 
turnover 

Plumhoff, W. (1952); Anderson, R.J. (1977); 
Towers, D.J. (1986); Woolf, E. (1990}; Turley, S. 
and Cooper, M. (1991) 

(b) 0.5%-5% of 
gross profit 

Carmichael, D.R. (1969) 

(c) 0.5%-36% of 
net profits 

Bernstein, L.A. (1967); Bernstein, L.A. (1970); 
Copeland, R. and Frederick, W., (1968); Frishkoff, 
P. (1970); Neumann, F.L. (1968); Messere, C.J. 
(1976); Thomas, C.W. (1978); Robinson, C. and 
Fertuck, L. (1985); Turley, S. and Cooper, M. 
(1991 ); Chong, H.G. (1992); Chong, H.G. (1993) 

(d) 0.1 %-5% of 
total assets 

Woolf, E. (1990); Turley, S. and Cooper, M. (1991) 
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BALANCE SHEET 
ITEMS 

(a) 10%-20% of 
related total 

(b) 0.5%-5% of 
gross profit 

(c) 0.1%-10% of 
total assets 

(d) 10% of total 
liabilities 

(e) 10% of 
equity 

(f) 0.2%-10% of 
turnover 

(g) 3.3%-36% of 
net profit 

Plumhoff, W. (1952); Mitchell, B.N. (1972); Towers, 
D.J. (1986) 

Carmichael, D.R. (1969) 

Mitchell, B.N. (1972); Woolf, E. (1990); Turley, S. 
and Cooper, M. (1991) 

Mitchell, B.N. (1972) 

Mitchell, 8.N. (1972) 

Woolf, E. (1990); Turley, S. and Cooper, M. (1991) 

Turley, S. and Cooper, M. (1991 ); Chong, H.G. 
(1992); Chong, H.G. (1993) 
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Table 4: MATERIALITY GAUGES (NATIONAL AUDIT OFFICE, UK) 

Sitautions No 
qualificati 
on 

Consider 
ation 

Possible 
qualificati 
on 

Individual items in summary income 
and expenditure account and 
consolidated balance sheet 

(1) Mis-statement of constituent 
accounts of main code head 
or balance sheet item <10% 10-20% >20% 

(2) Effect on relevant main head 
in final accounts <1% 1-2% >2% 

Items affecting revenue accounts 

Effect of mis-statement on either 
revenue expenditure or income (REI) 

If REI< £1 0 million 

£10m-20m 

£20m-50m 

£50m-1 0Om 

> £1 O0m 

<4% 

<3% 

<2% 

<1% 

<0.5% 

4-8% 

3-6% 

2-4% 

1-2% 

0.5-1 % 

>8% 

>6% 

>4% 

>2% 

>1% 

Items affecting revenue accounts and. 
net assets 

Effect of mis-statement on either the 
revenue or net assets or aggregate of 
revenue and net assets 

<5% 5-10% >10% 

. 
Net assets = fund balances 
excluding capital discharged. 

Source: National Audit Office (UK), Audit Manual, 1992. 
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Table 5: Materiality level of 12 UK accounting firms 

Out of twenty firms surveyed by Turley and Cooper [1991], twelve firms offered 
materiality guidance in their audit manuals. Turley and Cooper [1991] hypothesised 
that if: Turnover is £2,500,000; Net Profit is £200,000; and Net Assets are 
£1,500,000, then the materiality level of these twelve firms will be as follows: 

Firm Overall materiality Testing materiality 

£ 

Turno 
ver 

% 

Net 
pro-
fit% 

Net 
asset 
% £ 

Turn-
over 

% 

Net 
pro-
fit % 

Net 
ass-
etg,'o 

1 J J J J 23,500 0.9 12 1 .6 

2 10,000 0.4 5 0.7 5,000 0.2 25 0.3 

3 25,000 1 12.5 1. 7 16,750 0.7 8.4 0.1 

4 50,000 2 25 3.3 27,600 11 . 1 13.8 1 .8 

5 50,000 2 25 3.3 N.A. N.A. N.A. N.A. 

6 22,500 0.9 11.3 1.5 16,875 0.7 8.4 1 . 1 

7 j J J J 72,000 2.9 36 4.8 

8 18,750 0.75 9.38 1.3 < 18,750 0.7 9.4 1.3 

9 10,000 0.4 5 0.7 N.A. N.A. N.A. N.A. 

10 25,000 1 12.5 1. 7 18,750 0.7 9.4 1.3 

1 1 20,000 0.8 10 1.3 18,000 0.7 3.3 1.2 

12 25,000 1 12.5 1.7 N.A. N.A. N.A. N.A. 

('J' indicates Judgemental; N.A. means no testing materiality guideline available 
in a firm) (Source: Adapted from Turley and Cooper [1991], p. 73) 

Based on the above findings, the materiality levels normally used by accounting 
firms in the U.K. are as follows: 

Overall materiality Testing materiality 

Turnover 0.4% - 2% 0.2% - 2.9% 

Net Profits 5% - 25% 3.3% - 36% 
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II 
! 0.7%- 3.3% 0.1 % - 4.8%Net Assets 
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Table 6: DEFINITIONS OF MATERIALITY 

ACADEMICS 

Hick, E.L. [1964) The materiality of an item entering into financial 
statements lies in its impact on the user. The 
question to be answered is: is it likely that an 
average prudent investor or a reasonable person 
would be influenced in his investment decisions if 
the matter at issue were disclosed or if net income 
or some other significant statement item were 
increased or decreased by the amount under 
consideration. 

Frishkoff, P. (1970] The relative quantitative importance of some piece of 
financial information, to a user, in the context of a 
decision to be made. 

Brandt and Houle 
[1982] 

Materiality in accounting is the concept under which 
choices relating to financial information are made in 
a way that will meet the objectives of financial 
statements. 

Gordon [1 933] A material fact is a fact the untrue statement of 
omission of which would be likely to affect the 
conduct of a reasonable man with reference to the 
acquisition, holding or disposal of the security in 
question. 

Dohr, J.L. [1950] A statement, fact, or item is material, if giving full 
consideration to the surrounding circumstances, as 
they exist at the time, it is of such a nature that its 
disclosure, or the method of treating it, would be 
likely to influence or to - make a difference' in the 
judgement and conduct of a reasonable person (p. 
56). 
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Lee, T [1984] 

Chetkovich, M.N. 
(1955] 

Ghatalia, N.S. [1984] ' ... what is important and what matters'. 

Accountants One need be concerned only with what is important 
International Study or with what matters {para. 4). 
Group [1974] 

Study Group on 
Audit Techniques 
[1965] 

Materiality is a matter of judgment... Materiality 
criteria would require to be specified for each 
judgment ... Criteria reduce the latter (i.e. holding 
accountants accountable for their actions) to mere 
adherence to predetermined guidelines which may or 
may not suit the individual circumstances. Thus, in 
answer to the question of whether or not materiality 
criteria would be desirable, the answer is in the 
negative because of the danger that they would be 
regarded as rules capable of subsuming the 
professional judgments of accountants, and auditors. 
Further in answer to the question of whether or not 
materiality criteria would be feasible, the answer is in 
the negative so long as user needs are relatively 
unknown and the concept of true and fair view is 
undefined ... Warnings that specified criteria ought 
not to supersede expert judgment (which are usually 
given in audit manuals) are inadequate counter-
measures to the dangers of a rigid adherence to rules 
(p. 23). 

considered materiality as a concept which is useful 
for ' ... separating those important from unimportant 
items' 

an accounting error is material if the distortion 
affects or should affect the decisions of an intelligent 
reader of the financial statements (p. 3). 

Judicial 

Securities and 
Exchange 
Commission, 
Regulation S-X: 

'The term material', when used to qualify a 
requirement for the furnishing of information as to 
any subject, limits the information required to those 
matters as to which an average prudent investor 
ought reasonably to be informed before purchasing 
the security registered (O'Connor and Collins, JOA, 
1974, p. 68). 
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SEC, Matter of A material fact is a fact which if it had been 
Howard et al: correctly stated or disclosed would have deterred, or 

tended to deter, the average prudent investor from 
purchasing the security in question (Chia, Singapore 
Accountant, 1987, p.11). 

SEC, Matter of 
Winnebago Distilling 
Company: 

A material contract is in our opinion one concerning 
which an average prudent investor ought to be 
informed before purchasing the registered security 
{Chia, Singapore Accountant, 1987, p.11). 

Paper on Materiality In the legal context, materiality has been defined as 
for JAPFC, Chong 'any fact affecting the investor's decision to buy, 
and Vinten (1994) sell or retain securities' 77 , 'a fact which would 

materially affect the judgment of the other party to 
the transaction' 78 , - any fact influencing the 
reasonable and prudent man in an investment 
decision' 79 , 'any fact having a "significant 
propensity" to influence the investment decision ' 80 , 

'a fact is material if it might have an impact on the 
decisional process of a recipient' 81 and ' any 
omission of facts which has a substantial likelihood 
of affecting the average prudent investor's 
decision '82 • 

77 TSC Indus., Inc v. Northway, Inc. [1976 Fed Sec. L. Rep 
CCH 95615 US]. 

78 Kardon v. National Gypsum Co. [1947, 73 Supp. 798, 800 
E.D. Pa]. 

79 In re. Charles A. Howard [1934, 1 SEC 6, 8, 18 F.T.C. 
626, 629]. 

80 Mills v. Electric Auto-Lite Co. [1970, 396 U.S. 375, 
384] . 

81 Affiliated Ute Citizens v. United States [1972, 406 
U.S. 128, 153]. 

82 Chelsea Assocs. v. Rapanos [1975, 527 F.2d 1266-270, 
6th. Cir]. 
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Herzfeld v. in this context, material facts are those which a 
Laventhol, Krekstein, reasonable investor would deem important in making 
Horwath & Horwath his decision to buy the FGL securities ... materiality, 
(Fed. Sec. Law therefore, depends on whether a reasonable man in 
Reports, District [the] plaintiff's position 'might well have acted 
Court, S.D. New otherwise than to purchase' if informed of the crucial 
York, 1974): facts (p. 96000) (Robinson and Fertuck (Research 

Mono 12, CICA, 1985), p.10). 

TSC Industries v. 
Northway Inc (CCH 
Federal Securities 
Law reports, US 
Supreme Court, 
95615, June 14, 
1976): 

An omitted fact is material if there is a substantial 
likelihood that a reasonable shareholder would 
consider it important in deciding how to vote. This 
standard is fully consistent with the ... general 
description of materiality as a requirement that "the 
defect have a significant propensity to affect the 
voting process." It does not require proof of a 
substantial likelihood that disclosure of the omitted 
fact would have caused the reasonable investor to 
change his vote. What the standard does 
contemplate is a showing of a substantial likelihood 
that, under all the circumstances, the omitted fact 
would have assumed actual significance in the 
deliberations of the reasonable shareholder. Put 
another way, there must be a substantial likelihood 
that the disclosure of the omitted fact would have 
been viewed by the reasonable investor as having 
significantly altered the total mix of information 
made available {p.95615) (Robinson and Fertuck 
{Research Mono 12, CICA, 1985), p.10). 

Accounting bodies 

American 
Accounting 
Association 
Committee on 
Concepts and 
Standards 
"Standards of 
disclosure for 
published financial 
reports" Supplement 
Statement no. 8, 
1954: 

An item should be regarded as material if there is 
reason to believe that knowledge of it would 
influence the decisions or attitude of informed 
investor (O'Connor and Collins, JOA, 1974, p. 68). 
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New Zealand Society A statement, fact, or item is material if, given full 
of Accountants, consideration of the surrounding circumstances at 
SSAP 6, 1985: the time of completion of the financial statements, it 

is of such, a nature that its disclosure, or the method 
of treating it, would be likely to influence the making 
decisions by the users of the financial statements 
(para 3.1) (Chia, Singapore Accountant, 1987, 
p. 11). 

ICAEW, A matter is material if its non-disclosure, mis-
Recommendation statement or omission would be likely to distort the 
V10: view given by the accounts. 

Financial Accounting The magnitude of an omission or misstatement of 
Standards Board accounting information that, in the light of 
(1980): 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 mis-statement (p.xv) (Lee, T 
(1984) Materiality: a review and analysis of its 
reporting significance and auditing implications: 
Auditing Practices Committee of the CCAB). 

Canadian Institute of Materiality is determined by 'reference to what he or 
Chartered she (auditor) believe will probably change or 
Accountants influence the decision of a person who is relying on 
8RPIYi □ g matecia!ity the financial statements and who has a reasonable 
aod audit risls knowledge of business and economic activities' (Para 
concepts in 2). 
cQod1.Haiog a □ audit, 
May 1992: 

Australian Materiality refers to the magnitude of an omission or 
Accounting Research misstatement of accounting information either 
Foundation [ 1 986] individually or in the aggregate that, in the light of 
Materialib'. aod audit surrounding circumstances, makes it probable that as 
mk ED 24: a result of the misstatement the judgment of a 

reasonable person relying on the information would 
have been changed or influenced or his decision 
affected (para. 5). 

77 



Australian Information shall be deemed material if its omission, 
Accounting Research non-disclosure or misstatement would cause the 
Foundation [1985] financial statements to mislead users of the 
AQQlic;;!!iQn Qf statement when making evaluations or decisions. 
Statement Qf Information may be material having regard to its 
Accounting nature, the amount involved, or both (para. 15). 
Staodards /!:.AS. 6 
- Materialit¥ in 
Financial 
Stiatements' bi 
Public Sector 
Beoortiog Entities 
Public Sector 
Accounting 
Standards Board ED 
4: 

Chartered Institute of The principle that financial statements should 
Management separately disclose items which are significant 
Accountants, enough to affect evaluation or decisions. The level of 
Maoagemeot significance is a matter for individual judgement. 
8ccounting Qffa~ial Thus, an entity may decide to treat all fixed assets 
Te[mioology:, CIMA, which cost less than, say, £500 as revenue 
London, UK, 1988 expenditure because the amounts are not material to 

the entity's financial statements as a whole, the 
balance sheet, the profit and loss account, or 
individual items within the financial statements. ln 
addition, depending upon the nature of the matter, 
materiality may be considered in relative or absolute 
terms (pp. 5&6). 

Australian An item must be regarded as material if its omission, 
Accounting Research non-disclosure or misstatement would result in 
Foundation [1974] distortion of, or some other shortcoming in, the 
Materialit¥ io information being presented in the financial 
Fioaocial Stateme □ ts statements, and thereby influence users of the 
AAS 5: statements when making evaluations or decisions 

(para. 6). 

The South African Materiality may be defined as the magnitude of an 
Institute of Chartered omission or misstatement of financial statements 
Accountants [ 1 984] that, in the light of surrounding circumstances, 
8udit [isls aod makes it likely that the judgment of a reasonable 
Materiality person relying on those statements would have been 
Discussion Paper 6: changed or influenced by the omission or 

misstatement (para. 89). 
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Government 

Audit Commission, 
Code of Local 
Government Audit 
Practice for England 
and Wales, 1983: 

In general terms, a matter should be judged to be 
material if knowledge of the matter would be likely 
to influence the general impression of the authority's 
financial position formed by the user of the 
statement. Materiality should be considered in the 
context of the statement as a whole, the balance 
sheets, revenue accounts and individual items within 
the statement (Chia, Singapore Accountant, 1987, 
p.11 l. 

Audit Commission, 
District Audit Service 
Audit Manual, 1992 

A matter would be material if knowledge of it would 
be likely to influence the user of the financial 
statements (para 20). 

Others 

Parker, MacMillan The threshold for recognition of an accounting item 
Dictionary of in a financial statement. The materiality of an item 
Accounting, 1984 depends upon its degree of importance to users in 

terms of its relevance to evaluation or decision 
making. Materiality is thus an impression of the legal 
maxim "de minimis non curat lex'. 

Pass, C., Lowes, B., 
Pendleton, A. and 
Chadwick, L. Collins 
dictiQnary of 

Materiality principle suggests that only data which 
are significant enough to be relevant need be 
disclosed, minor items being ignored in accounting 
reports (p. 7). 

business. Harper 
Collins Publishers, 
Glawgow, 1991 

Collin, P.H. and 
Joliffe, A. Dictionary 
Qf 6ccQuoting, Peter 

Something is an important item in the accounts, 
which would distort the accounts if it were left out 
or incorrectly stated (p .136). 

Collin Publishing, 
Middlesex, 1992 
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French, D. Dictionary 
of accounting terms, 
Croner Publications, 
Surrey, 2ed, 1991 

Garner, B.A. A 
dictionary of modern 
legal usage, Oxford 
University Press, 
New York, USA, 
1987 

Hay, D. (ed) Word 
and phrases legally 
defined, Butterworth, 
London, 3ed, 
Supplement 1993, 
December 1993 

Saunders, J.B. (ed) 
Word and phrases 
legally defined, 
Butterworth, 
London, 3ed, 1989 

The degree to which something is material, that is a 
transaction or event affecting an accounting entity, 
so large in size or effect that consideration must be 
given to whether it is corretly treated in accounting 
records and financial statements of the entity 
(p.178) 

Material is something having some logical connection 
with the facts of consequence (p.354). 

The law should recognise that a doctor has a duty to 
warn a patent of a material risk inherent in the 
proposed treatment, a risk is material if, in the 
circumstances of the particular case, a reasonable 
person in the patient's position, if warned of the risk, 
would be likely to attach significance to it or if the 
medical practitioner is or should reasonably be aware 
that the particular patient, if warned of the risk, 
would be likely to attach significance to it. This duty 
is subject to the therapeutic privilege (Roger v. 
Whitaker [1992] 175 CLR 479 at 490 per Mason CJ, 
Brennan, Dawxon, Tookey & McHugh JJ (p.77). 

A representation is material when its tendency, or its 
natural and probable result, is to induce the 
representee to act on the faith of it in the kind of 
way in which he is proved to have in fact acted (31 
Halsbury's Law (4th Ed) para 1075) (p .11 2). 

Canada: Every fact is material which would, if 
known, reasonably affect the minds of prudent, 
experienced insurers in deciding whether they will 
accept the risk (Stroschein v. Wawanesa Mutual 
Insurance Co [1943] 3 WWR 509 at 512 Alta SC, 
per Macdonald J. (p.112). 
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Black, H.B. Black's 
Law Dictionary, 
West Publishing Co, 
6th ed, USA, 1990 

Material fact is one which constitutes substantially 
the consideration of the contract, or without which it 
would not have been made (p.977). 

A fact which is communicated to the agent or 
insurer, would induce him either to decline the 
insurance altogether, or not accept it unless a higher 
premium is paid. A fact which increases the risk, or 
which if disclosed, would have been a fair reason for 
demandinq a hiqher premium (p.977). 
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Table 7: Opinions on the elements of materiality 

YEAR SOURCE REF might or 
would 

influence or 
important 

speculative 
or prudent 

type of 
user 

Truth and fair 

1933 Securities Exchange Act JU ought influence prudent investor 

1933 Gordon AC would influence prudent layman 

1943 Stroschein v. Wawanesa Mutual 
Insurance Co. (3 WWR, Canada 
509) 

JU would influence reasonable Layman 
(insurer) 

1950 Dohr AC would influence prudent layman 

1954 American Accounting Association AB would influence informed investor 

1955 Chetkovich AC true and fair 
view 

1963 Kohler v. Kohler Co ( Cir. 7, 1 31) JU would influence prudent layman 

1964 Hick AC would influence prudent investor 

1965 Study Group on Audit Techniques AC would affect intelligent layman 
(reader) 

1965 List v. Fashion Park (Cir. 2, 266) JU would influence prudent layman 

1968 Escott v. BarChris Corp. {S.D.N.Y., 
61) 

JU would influence prudent investor 
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1968 SEC v. Texas gulf Sulphur (S.Ct, JU would important speculative investor 
565) 

1968 Institute of Chartered Accountants AB true and fair 
in England and Wales view 

1970 Mills v. Electric Auto-Ute (S.Ct, JU would important prudent investor 
827) 

Ii 1970 Frishkoff AC important layman 

11 1973 Gerstle v. Gamble-Skogmo (Cir. 2, JU would influencet prudent investor 
143) 

1974 Herzfeld v. Laventhol, Krekstein, JU would important reasonable investor 
Horwath & Horwath (Fed. Sec. Law 
Reports, District Court, S.D. New 
York) 

1974 Smallwood v. Pearl Brewing Co {Cir. JU would important prudent layman 
5, 147) 

1974 Australian Accounting Research AB would influence layman 
Foundation 

1974 Accountants International Study AC true and fair 

Group view 

1976 TSC Industries v. Northway Inc JU would influence reasonable investor 
(CCH Federal Securities Law 
reports, US Supreme Court, 95615, 
June 14, 1976) 
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1980 Financial Accounting Standards 
Borad 

AB would influence reasonable layman 

1982 Brandt and Houle AC 

layman 

true and fair 
view 

1983 Audit Commission GO would influence 

1984 Parker AC important layman 

1984 Ghatalia AC true and fair 
view 

1984 The South African Institute of 
Chartered Accountants 

AB likely influence reasonable layman 

1985 New Zealand Society of 
Accountants 

AB would influence layman 

1985 Australian Accounting Research 
Foundation 

AB would layman 

1986 Australian Accounting Research 
Foundation 

AB would influence reasonable layman 

1987 Garner AC true and fair 
view 

1988 Chartered Institute of Management 
Accountants 

AB true and fair 
view 

1989 Saunders AC 'bad faith' 
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1990 Black AC inpact on 
insurance 
premium 

1991 French AC true and fair 
view 

1991 Pass, Lowes, Pendleton, and 
Chadwick 

AC true and fair 
view 

1992 Chong (MAJ) AC true and fair 
view 

1992 Collin and Joliffe AC true and fair 
view 

1992 Canadian Institute of Chartered 
Accountants 

AB would influence reasonable layman 

1992 Audit Commission, District Audit 
Service Audit Manual 

GO would influence layman 

1993 Audit Practices Board (UK) AB addressee 

'JU': Judicial decisions; 'AC': academics; 'GO' Government organisations; 'AB': Accounting bodies 

85 



APPENDIX 1: JUDICIAL SYSTEMS IN THE US AND THE UK 

The purpose of this Appendix is to examine the judiciary system of the US and 

the UK courts, and the implications of courts' decisions of other countries on the 

UK. 

A: US JUDICIAL SYSTEM 

According to the federal Constitution, the judicial power of the United States is 

vested in one Supreme Court and in inferior courts as the Congress may from time 

to time establish (Art. 111(1 )). The Supreme Court is the only federal court 

specifically guaranteed by the Constitution and not subject to legislative abolition. 

Inferior federal courts are created by statute. They may be abolished by 

legislation or be curtailed in their jurisdiction. Courts established by statute are 

considered 'Article Ill courts', that is, they must satisfy the conditions of Article 

Ill of the Constitution, which guarantees the independence of the courts. Appeals 

from decisions of the district courts are heard by a US Court of Appeals, which 

has jurisdiction over several states and their US district courts. The jurisdictional 

area of a Court of Appeals is called a 'circuit' (there are currently 11 circuits). 

US Supreme Court is the final appellate court. The Court will only grant appeal 

(or certiorari) if there is an affirmative vote of five (out of nine) justices. In granting 

certiorari, the Court is guided by a variety of considerations, many involving 

questions of policy. These include the urgency (and importance) of establishing a 

national rule for the questions in issue as well as the need to resolve conflicts 

between or among Courts of Appeal (Hay 1991, pp.35-52). 
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Summary:The levels of courts in the US 

Supreme Courts 

Courts of Appeals 

District Courts 

B: THE UK JUDICIAL SYSTEM 

In the UK, the doctrine of the authority of courts is hierarchical: a court which 

is inferior in authority to another court is obliged to follow a court of superior 

authority if require to decide upon facts, or similar to facts, already tried by the 

superior court. The House of Lords is the ultimate appeal court, the highest court 

in the UK. All decisions of the House are absolutely binding upon all other courts; 

this means that they must be followed by courts called upon to determine similar 

issues, whether they appear to them to be correct or not (Shears and Stephenson 

(1996), Weatherill (1996), and Marsh and Soulsby (1990). 

Summary:The levels of courts in the UK 

House of Lords 

Courts of Appeals 

Supreme Court of 
Judicature 

Inferior Courts 
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C: THE COURT OF JUSTICE OF THE EUROPEAN COMMUNITIES 

The United Kingdom became a member state of the European Community since 

January 1, 1973. The English Courts are now subject to the jurisdiction of the 

European Court. The Court sits in Luxembourg and it has juridiction to handle 

references from member states' national courts on the interpretation of points of 

Community law (Art 177 of the Treaty of Rome). It also deals with community 

based matters such as actions between the Commission and member states or 

between member states for failing to meet Treaty obligations. The European Court 

regards Community law as taking precedence over natioanl laws (Weatherill, 

1996). 

D: IMPLICATIONS OF THE OVERSEAS CASE LAWS ON THE UK LEGAL 

DECISIONS 

Common Law Countries, that is those countries which had English Law tradition 

(for examples, Commonwealth Countries, current and previous colonies, and US) 

could apply the principles of 'prayed in aid' in their legal decisions. This means 

that English judges could drop upon juridictions decided by courts of similar level 

(or lower if there is no similar situations took place), or a higher in authority from 

overseas. However, the overseas Courts' decisions will not bind the legal decisions 

of the UK courts (Marsh and Souls by 1990). 

This means that legal cases cited overseas have influential effects on the UK 

courts' decisions, while not binding on courts in the UK (Atiyah and Summers 

[1991], Hay [1991], Shears and Stephenson [1996], Weatherill [1996)). 

88 



References: 

Atiyah, P. S. and R. S. Summers [1991], Form and substance in Anglo-American 
law; Clarendon Paperbacks; Oxford, UK. 

Hay, P. [1991], An introduction to US Law; Butterworth Legal Publishers, UK; 2nd 
Edition. 

Marsh, S. B. and J. Soulsby [1990], Outlines of English Law; McGraw-Hill Book 
Company; Berkshire, UK; 5th Edition. 

Shears, P. and G. Stephenson [1996], James' introduction to English Law; 
Butterworth, UK; 13th Edition. 

Weatherill, S. [1996], Cases and materials on EC Law; Blackstone Press Limited, 
UK; 3rd Edition. 

89 



CHAPTER 3 

An analysis and discussion of the responses to ED220 on - Materiality and the 

audit' 

Abstract 

A review of thirty two comments on the exposure draft on materiality 

revealed that eight responses feel that the word 'user' should be replaced in the 

definition, while three responses supported the APB on the original version of the 

Exposure Draft. Six respondents called for specific mathematical measurements 

while two rejected the idea. The APB decided to leave the materiality measurement 

to auditors to exercise their professional judgements. 

Introduction 

The objective of standard setting is - to narrow the areas of difference and 

variety in accounting practice' (Glautier and Underdown [1997, p.59]), that is to 

encourage reasonable uniformity of decisions on accounting and auditing under 

similar circumstances and within the ambit of current legislations. This means that 

criteria have to be formulated in order to distinguish differently, but seemingly 

similar, situations 1 • In the absence of workable criteria, a guideline may lead only 

l In their respective books, both Blake (1997, p. 2) and 
Glautier and Underdown (1997, p. 59) cited an example 
of a set of accounts audited by two accounting firms 
have arrived at widely different results for the same 
year. In 1967, the General Electric Company (GEC) made 
a takeover bid for Associated Electric Industries 
(AEI). AEI produced a profit forecast for that year of 
£10 million, which was based on ten months' actual 
profit and two months' budgeted profit. The GEC 
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to an illusion of reasonable uniformity, and practitioners and preparers may be 

exposed to the danger of being unable to communicate effectively with users of 

financial statements because there may be so wide a variation of actual practices 

and needs which made comparability difficult2 • 

2 

takeover bid was successful, and afterwards GEC 
reported that, in fact, AEI has made a loss of £4.5 
million for that year. According to GEC auditors, £9.5 
million of the £14.5 million difference between the 
two calculations of profit for 1967 was due to a 
difference in judgement about such matters as the 
amounts written off stock and the provision for 
estimated losses. 

In view of this, the then Accounting Standards 
Steering Committee was set up by the ICAEW in December 
1969 to develop accounting standards for the 
accounting profession in the UK. 

In reviewing the 1995 financial reports of the RMC 
Group PLC (an engineering group), the Financial 
Reporting Review Panel (FRRP) investigated RMC's 
disclosure of £5 million in fine (including legal 
costs) imposed by the Restrictive Trade Practices 
Court. RMC had included the amount in its 1994 group 
accounts as a contingent liability and had disclosed 
the sum in the 1995 accounts of the relevant 
subsidiary (with profit before tax of £80 million or 
6.3% of net profit), but not in the 1995 consolidated 
group accounts with group profit of £337 million 
(2.37% of net profit) (checked to accounting package 
by Financial Accounting Made Easy) . The FRRP ruled 
that it should have done do, on the grounds that the 
amount was material because of the nature and 
circumstances of the fines ('News' column of the 
Accountancy June 1998, p.15). 

This ruling has surprised the accounting and auditing 
professions because materiality in these circumstances 
is normally judged on the grounds of quantitative 
rather than quantitative. Both Gerry Archer (technical 
partner of KPMG) and Ian Wright (technical partner of 
Price Waterhouse) disagreed with the decisions of the 
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There has been little guidance for accountants and auditors in determining 

what is, and the extent to which an item(s) or situation(s) is likely to be, materiai 3 • 

Hence, this could be a major and potential loophole which could undermine the 

effectiveness of the standards, and perhaps the standard-setting process as well. 

In the UK, the Auditing Practices Board's (APB) Statements of Auditing 

Standards on' Materiality and the audit' (SAS 220) published in March 1995 fall 

back on the vague notion of applying professional judgement in each audit 

situation rather than providing guidance to practitioners. Criteria need to be stated 

to enable practitioners to apply their 'professional judgements'. In addition, 

practitioners themselves need to be trained, and educated to make such 

judgements, and criteria have to be disclosed so that bases to arrive at decisions 

and judgements could be easily understood and justified by trainees, and users. 

One of the criteria is about 'decisions by users'. Others include the 

possibilities of legal liability towards clients, the need to respect client 

FRRP that as long as the disclosure is in the 
chairman's statement, it should be assumed adequate 
('News' column of the Accountancy June 1998, p.15, and 
Financial Reporting Update published by KPMG, May/June 
19 9 8 , pp. 2 &3) . 

This case shows that materiality should be determined 
in both the quantitative and qualitative aspects. 

3 Power (1997, pp.23-24) commented that materiality has 
been interpreted qualitatively in professional 
guidance as the degree of tolerance or acceptable 
error in financial statements, but like the term 
reasonable expectation, is not precisely specified 
beyond this. This is due to audit being a craft whose 
central concepts, such as materiality, resist precise 
codification (Hanlon, 1994, p.85) and providing 
comfort (Penland, 1993), rather than proof. 
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confidentiality regarding information, effects of various degree of disclosure on the 

cost of capital of reporting companies, and the considerations of cost-benefits. A 

guideline on judgemental areas of auditing is useful to both the auditing and 

accounting profession, and users of financial statements in decision making. 

However, the Statement on audit materiality (SAS 220) decided to leave out the 

mathematical measurement of materiality since ' ... materiality has both qualitative 

and quantitative aspects' [para. 3]. Having a guideline on mathematical 

measurement of materiality thresholds would not stop auditors from considering 

the qualitative aspects of an item(s) or situation(s). It merely serves as a tool to 

synchronise auditors' decision making, a defence mechanism in case of future 

litigation, and a timesaving device to agreeing with clients as to whether an item 

needs to be disclosed in the financial statements, or otherwise qualified in the 

audit report. Without adequately defined criteria, both auditors and their clients 

need to spend lots of resources to argue over the issue of relevance and extent 

of disclosure, and eventually confuse users; while qualifying audit reports might 

sour the client-auditor relationship. Any further confusion to users and clients 

would reduce the chances of narrowing the existing gulf of the expectation gap, 

and the possibilities of meeting the intriguing needs of the concept of 'true and 

fair view'. By contrast, a materiality guideline could bring adverse effects of 

rigidity in decision making by auditors, and restrict their decisions within the 

prescribed boundaries. Despite this, auditors are arguably the best people to 

exercise professional judgement with all the collected evidence. 
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Materiality in auditing 

Materiality is defined as ' ... an expression of the relative significance or 

importance of a particular matter in the context of financial statements as a 

whole .... a matter is material if its omission or misstatement would reasonably 

influence the decisions of a user of the financial statements' (SAS 220, para 3). 

This raises two serious implications. First, it gives an impression that a misleading 

view may be given by financial statements when an important and material fact, 

or the amount is not properly disclosed. It is perhaps less clear whether it supports 

the contention that too much disclosure would obscure the financial statements, 

and that this is equally unacceptable. Relevance of information to be disclosed 

needs to be balanced and well defined in the SAS (Brown et al [1991], Hatherly 

et al [ 1998], Innes et al [1997]). Secondly, to enable auditors to express 

materiality in 'relative significance', it should be measurable in a mathematical 

formula. In this respect, the SAS ignores the importance of the absolute effects 

of the items or situations while requiring auditors to concentrate on the 'relative 

terms' [para. 3]. There are instances where an item may not appear significant on 

a relative basis, but may significantly influence decisions of users, if it is to be 

considered on its absolute amount, either as an individual item, or on an aggregate 

basis. Despite the recommendations of measuring materiality in 'relative terms', 

nothing has been mentioned in the SAS on the criteria in which materiality could 

be used. These include4 

4 The following lists were compiled from Chandler 
(1985), Financial Accounting Standards Board (1981), 
Holstrum and Messier (1982) , Jennings, Reckers and 
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(a) intermediate or bottom-line result (for examples gross profit, net profit, 

sales, total assets, total liabilities, total equity, earnings per share), 

(b) average or normal result (for example the average net profit or losses of the 

past, say, five years), 

(cl corresponding amount of the previous year(s), 

(d) other item in a statement to which the item is related (for examples sales, 

stock, creditors}, 

(e) balance of the account to which the item belongs (for example the amount 

of debtor in comparison to the debtors' balance as a whole), and 

(f) effect of the item on particular ratios (for examples working ratio, returns 

on capital employed). 

Apart from assessing materiality on the quantitative perspective, paragraph 

7 of the Statement rightly mentions that materiality of items should be considered 

at 'both the overall financial statement level, and in relation to legal, and regulatory 

requirements'. However, auditors should not ignore all the other qualitative aspect 

of materiality in the process of an audit evaluation. These include5 

(a} nature of the item(s): tor examples ( 1) effects of items which fall under the 

category of discontinuing operations, (2) a small amount of illegal payment 

could lead to a material loss of business or a material contingent liability, (3) 

Kneer (1991), Robinson and Fertuck (1985), and Woolsey 
(1974). 

The following lists were compiled from Chandler 
(1985), Financial Accounting Standards Board (1981), 
Holstrum and Messier (1982), Jennings, Reckers and 
Kneer (1991), Robinson and Fertuck (1985), and Woolsey 
(1974). 
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a small error affecting working capital might conceal a default under a loan 

agreement, or (4) a relatively minor error in net income might be material, 

if it affects the trend of earnings, 

(b) disclosure of items for environmental, political, or economical reasons, 

(c) needs of users, 

(d) characteristics of the firm: nature of operation, cost/benefit analysis with 

regard to the gathering and presentation of financial data, 

(e) characteristics of the accounting system or policies in use: selection of 

liberal or conservative accounting policies, extent of disclosure of the 

selected policies, and 

(f) effects on the trends of profit (or losses). 

It is highly probable that some of these criteria are more appropriate for 

judging materiality as a whole, rather than the materiality threshold of a specific 

item. In practice, auditors may consider all, or a selection of these, on top of the 

quantitative threshold which might have been included in their respective firms' 

audit manual. Different audit manuals give different materiality thresholds as the 

normal firms' practices (Turley and Cooper, 1991 )6 • Auditors need to revise the 

6 A survey conducted by Turley and Cooper [1991) on the 
audit manuals of 20 accounting firms in the U.K. 
revealed that audit firms apply a combination of 
criteria to determine materiality (see Table 1). The 
materiality thresholds also vary between the planning 
stage (testing materiality) and the evaluation stage 
(overall materiality). 

This means auditors may use the same materiality 
judgements about a set of financial statements when 
presented with a particular set of audit results, but 
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materiality thresholds in the light of different audit environment and risk involved 

with clients, during the planning stage. These differences may again attract 

confusion to users, as auditors may arrive at different decisions in identical 

situations. Users could be enlightened through education, and having mandatory 

disclosure of materiality thresholds as part of the accounting policies of the 

financial statements. The latter needs support from the Accounting Standards 

Board. In the case of auditors, they are required to state in their audit reports 

whether the bases, and the materiality threshold adopted by clients are reasonable, 

or justifiable. If not, auditors need to consider the implications of the reports (Innes 

et al [1 997]). This includes the effects of departure of the 'materiality policy' 

adopted by the clients, and reasons for non justifications. This additional 

disclosure may mean additional work and responsibilities for the auditors. 

The Statement mentioned briefly that ' ... assessment of materiality during 

audit planning assists in the determination of an effective and efficient audit 

approach ... and help to decide ... what items to examine and whether to use 

statistical techniques ... (and to) reduce ... audit risk' [para. 8]. This does not seem 

to be helpful as it fails to offer any guidance on - how' best could auditors 

determine the materiality threshold in the preliminary stage of an audit. Previous 

years' experience of the client's internal control system and the environment in 

the range of testing levels employed by firms vary 
between auditors. This could be due to auditors not 
necessarily collecting the same amount of audit 
evidence in the first place. Similarly, an item, or a 
combination of items, may be considered material 
during the planning stage but not in the evaluation 

stage. 
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which the clients are operating are good reference to enable auditors to establish 

the preliminary materiality thresholds. In this case, audit risk should also be drawn 

in to arrive at the appropriate materiality threshold. However, the Statement did 

not mention the close relationship between materiality and audit risk. Comparing 

this with guidelines issued by other accounting bodies, this Statement does not 

offer a great deal of assistance to the audit profession (see Table 2). 

Accounting bodies in other countries, particularly in Canada, have not only 

extended the assessment of materiality thresholds for profit generating companies 

but also include nonprofit making enterprises (CICA [1992]). Net profit (or 

revenue) was identified as the main criterion for measurement. This notation was 

supported by academic researchers (Chong [1992] and also see Table 3). As far 

as the Statement is concerned, the content does not differ from the already a 

quarter-century old ICAEW Statement no. V10 "The interpretation of 'material' in 

relation to accounts" (1968), nor does it offer much assistance to preparers or 

auditors to arrive at uniform decisions given a similar situation. 

This Chapter looks at comments and discussion sent to the Auditing 

Practices Board (APB) in 1993 on the contents of the exposure draft (ED) issued 

by the APB on 'Materiality and the Audit' (ED 220). There is no systematic study 

on the responses on the content of this exposure draft to the APB. 

The ED was issued by the APB in March 1993, and comments on the 

content of the ED was due in by 31 December 1993. The ED eventually became 

Statement of Auditing Standards:' Materiality and the Audit' (SAS 220) in March 

1995, and auditors in the UK are promulgated to comply both the Auditing 
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Standards in respect of audits of financial statements for the period ending on or 

after 23 December 1995 (para 1 6 [SAS 220]). 

Methodology 

The ASB collated all the responses 7 and published them in five bound 

volumes8 • Each of these five volumes was eventually sent to the library of all the 

accounting bodies in the UK. The researcher visited the Library of the Institute of 

Chartered Accountants in England and Wales in London on May 29, 1996 and 

7 There were altogether fifteen exposure drafts due in 
on the same time (that is 31 December 1993) for 
comments from respondents, the APB compiled all the 
comments in five separate volumes. These exposure 
drafts were errors and fraud' (SAS 110), 
'consideration of law and regulations' (SAS 120), 'the 
going concern basis in financial statements' (SAS 
130), 'engagement letters' (SAS 140), 'subsequent 
events' (SAS 150), 'knowledge of business' (SAS 210), 
'materiality and the audit' (SAS 220), 'working 
papers' (SAS 230), 'quality control for audit work' 
(SAS 240), 'accounting and internal control systems 
and audit risk assessments' (SAS 300), 'analytical 
procedures' (SAS 410), 'audit sampling' (SAS 430), 
'management representations' (SAS 440), 'opening 
balances and comparatives' (SAS 450), and 'reports to 
directors and management' (SAS 610). 

8 Volume 1 records comments for SAS 110 to SAS 130, 
volume 2 for SAS 140 to SAS 210, volume 3 for SAS 220 
to SAS 240, volume 4 for SAS 300 to SAS 430, volume 5 
for SAS 440 to SAS 610. If a respondent comments more 
than one SAS, the APB will then photocopy the comments 
and file it under various sections of the bound 
volumes. For example, a respondent may comment on SAS 
110 and SAS 300, the relevant pages of the comments 
will be filed under both volumes 1 and 4. 
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access to the volume9 containing comments on ED 220 on materiality. Altogether 

the APB received thirty two responses. Responses were generated from a wide 

range of sources representing practitioners (20), business organisations (3), 

academics ( 1), accounting bodies {6), as well as the National Audit Office {1) and 

a representative body, the Law Society ( 1). 

This Chapter intends to identify issues raised by the respondents to ED 220. 

Responses received by the APB varied in style, length and depth to which the 

arguments were raised. Some responses, notably from big firms of accountants 

and academics, were lengthy10 and technical; others were much briefer11 and more 

general in either their acceptance or their condemnation of the SAS. 

The following were concerns and comments from the respondents on the 

exposure draft on audit materiality. Unless otherwise stated, all the references 

below are extracts from the thirty two responses. 

Definition of materiality 

The exposure draft defined materiality as 'a matter is material if its omission 

or misstatement would reasonably influence the decisions of a user of the financial 

9 The researcher also checked through all the other 
volumes to ensure that APB does not misfile comments 
on ED 220 (Materiality and the audit)into other 
volumes. 

10 The average length for accountants in practices is 3.2 
pages, for professional bodies, the average length is 
2, while the average length for others (including 
academics) is 4.4 pages (see Table 4 for details). 

11 Two respondents, both are sole practitioners, sent 
their comments hand written. 
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statements' (para 3). Instead of using the word 'user', six ( 1 9 %) respondents to 

the Exposure Draft generally feel that the needs of users vary from groups, and it 

is difficult to identify the actual needs of individual groups. The APB replaced the 

word 'user' by 'addressee' in the SAS. This means that auditors need to assess 

materiality of an item(s) in the light of needs of addressees, that is members of the 

company to whom auditors are reporting to. This is a useful suggestion by the 

APB, as auditors know exactly who the user group is, and this may assist to 

narrow the expectation gap of the eventual users of the financial statements. The 

definition of materiality by the International Standards of Auditing on 'audit 

materiality' (ISA 25, 1987) uses the word 'users' as the audience of financial 

reports, while in the USA, SAS 47 (1983) emphasised on 'a reasonable person' 

as the auditee (Colbert [1 996, p.33]). 

Other recommendations 

(a) BOO Binder Hamlyn called for an issuance of Practice Notes or having 

specific mathematical measurements similar to those issued by the Canadian 

Institute of Chartered Accountants 12 (Table 2). There are specific mathematical 

12 That is for financial statements of profit-oriented 
enterprises prepared for general purpose use, 
materiality might be considered in terms of a range 
between 5% and 10% of income before income taxes. 
Matters which individually or in the aggregate have 
the effect of altering income before income taxes by 
less than 5% might be considered to be immaterial, and 
by more than 10% 1 to be material. [para. 6 of CICA, 
19 87 and 1992 J 

When the income base is not considered to be 
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guidelines recommended by five other respondents. These recommendations range 

from a brief recommendation like 'to have relevant ratios for planning materiality, 

testing materiality and reporting materiality' (Institute of Chartered Accountants 

(Ireland) 13) to requests for 'having a specific mathematical measurement' (Chong 

and Vinten). Specific recommendations include 5-10% of assets or income or 

expenditure (Levy Gee), and for profit/loss items: based on 10% of profit on 

ordinary activities for current year, or average profits over recent years, or profit 

of an individual business segment, or turnover. For balance sheet items: 10% of 

balance sheet subtotal, total share capital plus reserve, net current assets, or total 

assets (Touche Ross), and 10% of net profits before tax (Chong and Vinten). In 

appropriate, such as when the ratio of pre-tax income 
to total sales volume or assets is so low that it 
provides an unrealistic low base for determining 
materiality for audit purposes, materiality might be 
expressed in terms of percentage ranges applied to 
another base such as assets, equity, revenue or gross 
profit. For example: 
(a) 0.5%-1% of assets; 
(b) 0.5%-5% of equity; 

© 0.5%-1% of revenue; 
(d) 0.5%-5% of gross profit. 

Alternatively, a blended method is sometimes used 
which combines the results of each of the foregoing 
bases and the income base, with a weighting for each 
[para 8] . 

In the case of non-profit entities, it appears to be 
quite common to measure materiality in terms of a 
range between 0.5% and 2% of total expenses or total 
revenues depending on the size of the entity. [para 9] 

13 spoke to J. Bowen-Walsh (Secretary) on July 2, 1996. 
The suggested materiality threshold is 10% of net 
profit before tax, and 5-10% of the balance sheet 
total for balance sheet items in all stages of audits. 
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responding to the content of the exposure draft that materiality is not capable of 

general mathematical definition, Warrener Stewart reckoned that ' we do not 

believe that this is strictly correct, and would be helpful to have some indications 

of a possible range of values for materiality, perhaps in an appendix of the 

Statement' 14• 

Recommendation on mathematical measurements serves as guidance to 

auditors, and auditors themselves may need to exercise their professional 

judgement and considering qualitative factors as well,. The APB did not respond to 

the requests of having specific mathematical measurements and the qualitative 

factors listed in the Statements. As indicated in the SAS, the APB reckoned that 

it is not feasible to have a general mathematical definition as materiality has both 

the quantitative and qualitative aspects (para 3). In view of this, auditors need to 

exercise their professional judgements in the course of an audit15 . 

(b) Discuss materiality decisions with the audit committee 

Standard Life (one of the respondents to the exposure draft) reckoned that 

there is a need for the external auditors to decide materiality thresholds for all the 

stages of an audit with audit committee of the clients. This is an interesting 

14 Spoke to D. Stewart (partner) on July 2, 1996, the 
possible range is 5-10% of net profit before tax. 

15 Telephone interviewed Professor D. Hatherly (academic 
spokeperson for the APB) on July 2, 1996. The purpose 
of issuing SAS 220 and 300 is to be in line with the 
content of the International Auditing Practices 
Standards, that is no specific mathematical 
measurements were recommended. 

103 



suggestion, as this means streamlining materiality thresholds applied by the audit 

committees and external auditors. However, it is important to note that emphasis 

of audits may differ between external auditors and the audit committees 16 . The 

external auditors have to express their opinions on the financial position of the 

company which they audited, rather than sharing and exchanging their views with 

the audit committee17 • The composition of an audit committee with varying 

background and expertise 18 may not necessarily be well versed with current 

16 Dunn (1996, p.274) reckoned that 'the most important 
difference is that the internal auditor is not bound 
by statutory duties and is, therefore, able to 
concentrate upon those aspects of the system which are 
considered most important by senior management or 
which appear to have the greatest audit significance.' 

17 There is no known systematic research on whether there 
is any differences in materiality thresholds applied 
by internal auditors and their external counterparts 
(checked to Anbar 1997, and Accounting and Business 
Index 1997). 

18 Keasey and Wright (1997) reported that the 'primary 
brief of audit committees is to review the financial 
statements and the findings of the external auditors. 
They can be seen as an attempt specifically to 
designate responsibility for accounting-related 
matters, to provide a non-confrontational reporting 
structure for insiders and to supervise relations with 
the external auditor in an independent manner' (p.4). 

The results of a survey carried out by Collier (1997) 
on 8 smaller listed companies (market capitalisation 
ranging from £10 millions to £100 millions, and number 
of employees ranging from 50 to 1000) revealed that 
each of these eight companies have at least three non 
executive directors. Six of these companies have non 
executives with accounting background, the other two 
companies none of the non executive directors have 
accounting background, but with business experiences, 
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legislative needs on disclosing statutorily required items 19 • Dialogues between the 

audit committee and external auditors are a good exercise on how each derived 

the materiality thresholds and dealt with material items in the financial statements. 

The external auditors, in consultations and discussions with their clients, have to 

decide for themselves, the appropriate materiality thresholds they intend to apply 

for the audit. 

(c) The ASB to issue a standard on accounting materiality 

Neville Russell (one of the respondents to the ED) suggested that ASS 

should consider having a mathematical measurement of materiality for preparers 

general management experience, engineering 
qualification, and one with city background (p.105). 

Collier (1997) suggested that at least 'one of the non 
executive directors with an accounting qualification 
was extremely useful' for all listed companies in the 
UK(p.105). 

19 The Cadbury Code of Best Practice (Cadbury Committee, 
1992) focused attention upon the importance of risk 
assessment, management and the internal control 
system. Mills (1997, p. 129) reckoned that internal 
control system should include materiality of the 
financial risks being incurred, the likelihood of such 
risk crystallising, and cost/benefit issues. 

Mills (1997) carried out a survey on 40 finance 
directors, 7 group internal auditors, 2 group chief 
accountants, an audit director, a finance director and 
a general manager, found that effectiveness of 
internal control is interpreted as having 'proper and 
timely accounting records' (31%), 'effective financial 
and business control' (27.7%), 'risk of material loss' 
(13.8%) etc. (p. 132). 

105 



of financial statements which is similar to audit materlality20 . However, materiality 

thresholds applied in the course of preparing financial statements may differ from 

audits. Preparers are interested to ensure that material items are properly disclosed 

in the financial statements while auditors' emphasis is to ensure that all material 

items are properly verified, and disclosed in the financial statements. 

Financial statements may be used by various users with varying needs and 

expectations. Preparers of financial statements need to ensure all material items 

are disclosed in the financial statements which meet the needs of different 

audiences. This differs from the auditors whereby the audience of the audit reports 

are the company and members of the auditees21 • If the ASB were to recommend 

a mathematical guideline on materiality, this means that the guideline would be 

useful for preparers in the course of preparing financial statements, and for 

references by auditors 22 . Again, the arguments for pros and cons of having a 

20 Telephone interviewed Sir Brian Carsberg (Secretary of 
the International Accounting Standards Committee) on 
July 4, 1996. There is no agenda for the ISAC on 
issuing a guideline on materiality in accounting. See 
Appendix 1 for the procedures to set up agendas for 
ISAC statements. 

21 The audit liability of the auditors has been reduced 
to the company and the company's shareholders as a 
body (not as an individual) in the decision of Caparo 
Industries PLC v. Dickman and Others (1 ALL ER 568 
[1990]; 2 AC 605 [1990]; 2 WLR 358, HL, reversing 
[1989] 1 ALL ER 798; [1989]). A duty of care is owed 
to third parties only when the tests of 
foreseeability, proximity and fairness are satisfied 
(Porter, Simon and Hatherly, 1996, p.321). 

22 Telephone interviewed Professor David Hatherly (the 
APB representative on academic), Mr. John Grant (the 
technical director of the APB) and Mr. Alan Cook (the 
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specific guideline will still apply. 

Limitations to the analysis 

Every study has its limitations. It is difficult to weight the responses from 

each of the respondents. The equality of importance of respondent is applied to 

emphasise the fact that no attempt has been made to • grade' the importance of 

the respondents, or the reliance that should be placed on one respondent's views 

compared with another (Wilkinson-Riddle and Holland (1997]). It might be argued 

that the views of a large firm, an accounting body, or a professional body (for 

example the Law Society) may hold more weight than, say a sole proprietor, an 

academic, or those from industries/commerce, or indeed the reverse 23 • This 

technical director of ASB) on March 30, 1998. All 
three have confirmed that regular consultations take 
place between the ASB and the APE on guidelines to be 
published. For example, on the issue of going concern, 
and goodwill measurement both the ASB and APB were 
fully consulted. Professor Hatherly admitted that 
there is a need of more consultations between the two 
bodies. Mr. Grant confirmed that there is no common 
member between the two bodies which he intends to 
address it in future meeting. 
Mr. Cook confirmed that an exposure draft on Statement 
of Principles on materiality was issued by the ASB in 
November 1995. Despite the Statement of Principles did 
not suggest any materiality threshold, the ASB 
received heavy criticism on its content in particular 
from practitioners. Practitioners prefer not to have 
any guidelines on materiality, in view of this, the 
ASB decided not to publish guidelines on materiality. 

23 Wilkinson-Riddle and Holland (1996) conducted a survey 
on 175 responses to the exposure draft on 'The 
Statement of Principles for financial reporting' (SOP, 
November 1995) encountered difficulties to weight each 
of the responses. In view of this, they decided to 
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criticism is a valid one, but it is difficult to be mitigated24 . Even if the views were 

expressed by a practising firm, it could be the view of the technical partner(s) or 

senior partners 25 of the firm, and this has no much in difference if the responses 

were from a small and medium practice. For example, on deciding whether there 

is a need for mathematical measurements in an audit, the numbers of responses 

are quite evenly split: six for, and two against, and three with no comments on the 

contents of the ED (this indirectly means support for not having a mathematical 

measurement). In view of this, rather than using an offsetting mechanism, all 

comments from individual respondents were included in the analysis (Wilkinson

Riddle and Holland 1996). 

The analysis covers comments from various headings (definitions of 

materiality, mathematical measurements and others), could mean that those 

responses with more lengthy and technical submissions which in general 

contributed more points to the analysis, mainly came from larger accounting firms, 

treat every response equally in importance. 

24 Mitchell and Sikka ( 1993) expressed the concern and 
power of Big Six firms in the UK in dominating the 
accounting bodies and decision processes of the ASB 
and APB. In view of this, one could argue that there 
is a need to place more weighting on responses from 
Big Six than non Big Six. 

25 Telephone interviewed on March 14, 1997 with five of 
the respondents from the big firms (Arthur Anderson, 
Cooper and Lybrand, KPMG, Price Waterhouse, Touche 
Ross) , they confirmed that a committee is normally 
establish within the firm to analyse the content of 
the ED, and the technical partner will take a stance 
to response to the APB (based on the majority views 
within the firm). 
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the UK accounting bodies and academic, and have a proportionately larger 

influence in the analysis than those submissions which expressed more general 

views or express no further comments on the content of the ED. 

Conclusions 

The Statement on 'Materiality and the audit' does not seem to offer great 

assistance to preparers, auditors, and users in deciding the extent to which items 

are considered material. What is material, and what is not, remains as vague as 

before. By issuing Statements without offering proper guidance, and request for 

exercising individuals' professional judgement could be tantamount to a question 

of whether there is a need for the existence of these two Statements in the first 

place. In this case, materiality will remain a judgemental area of audits, and will 

continue to cause confusion within and outside the accounting and auditing 

professions26 . Regrettably, it is sad to note that the APB fails to take this 

opportunity to unify the decision making process of all the parties involved. This 

latest failure has seen the chances of defining 'true and fair' view becoming 

remote, and the applications of materiality will remain both vague and 

judgemental. 

Without proper guidance for the auditing profession, it would not be a 

26 Chapter 2 (The evolution of the definitions of 
materiality in accounting and auditing) discusses how 
legal decisions were decided by judges in the UK 
without set rules. 
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surprise that the legal profession, through court cases, would decide the 

materiality thresholds on behalf of the auditing and accounting profession 27 . If this 

happens, this would be the most shameful episode for the auditing and accounting 

profession in the UK, and the credibility of the profession will be tarnished. 

27 A survey carried out by Chong and Vinten (1994b) on 28 
legal cases which contained financial information (out 
of a total of 236 cases) from the 1990/91 and 1991/92 
editions of British Companies Cases revealed that 
there is a lack of consistency in determining the 
materiality thresholds by UK judges, and the 
thresholds also varying in different levels of courts 
of justice (that is the Chancery Division, Courts of 
Appeal, and the House of Lords). Judges seem to decide 
materiality thresholds based on their own fiat 
(p.242). 
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TABLE 1: RESULTS OF SURVEYS OF A SAMPLE OF AUDIT MANUALS 

Overall materiality Testing materiality 

Turnover 0.4% - 2% 0.2% - 2.9% 

Net Profits 5% - 25% 3.3% - 36% 

Net Assets 0.7%- 3.3% 0.1 % - 4.8% 
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TABLE 2: GUIDELINES RECOMMENDED BY ACCOUNTING BODIES 

ACCOUNTING 
BODY 

MATERIALITY GUIDELINES RECOMMENDED 

Australian 
Accounting 
Research 
Foundation 
[1974] and 
New Zealand 
Society of 
Accountants 
[1985] 

'an item is: 
(a) material if it is > 10% of the appropriate base; 
(b) immaterial if it is < 5% of the appropriate base 

amount; and 
(cl subject to judgemental decisions if it lies between 

5-10% of the appropriate base amount. 

Appropriate base means: 
(a} for errors in profit and loss accounts: compared 

with: 
{ I l operating profit for the current year; or 
{ii) average operating profits for the last 5 

years; 
whichever is relevant; 
(b) for errors in balance sheet: lower of 

(I) total share capital plus reserves; and 
(ii) appropriate balance sheet class total.' 

The Canadian 
Institute of 
Chartered 
Accountants 
[1987] 

In normal circumstances, with respect to financial 
statements of profit-oriented enterprises prepared for 
general purpose use, matters which individually or in the 
aggregate would have an effect of altering income before 
income taxes and extraordinary items by less than five per 
cent might be considered to be immaterial, and by more 
than ten per cent to be material. Equivalent rules-of-thumb 
can also be expressed as appropriate percentages of: 
revenue; gross profit; total assets; shareholders' equity; 
account balances or by using a blended method that 
combines some or all of the above measures with a 
weiqhted for each [Appendix, p. 12] 
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The Canadian 
Institute of 
Chartered 
Accountants 
[ 1 992] 

The South 
African 
Institute of 
Chartered 
Accountants 
[1984] 

For financial statements of profit-oriented enterprises 
prepared for general purpose use, materiality might be 
considered in terms of a range between 5% and 10% of 
income before income taxes. Matters which individually or 
in the aggregate have the effect of altering income before 
income taxes by less than 5% might be considered to be 
immaterial, and by more than 10%, to be material. [para. 
6] 

When the income base is not considered to be appropriate, 
such as when the ratio of pre-tax income to total sales 
volume or assets is so low that it provides an unrealistic 
low base for determining materiality for audit purposes, 
materiality might be expressed in terms of percentage 
ranges applied to another base such as assets, equity, 
revenue or gross profit. For example: 
(a) 0. 5%-1 % of assets; 
(b) 0.5%-5% of equity; 
(c) 0.5%-1% of revenue; 
(d) 0.5%-5% of gross profit. 
Alternatively, a blended method is sometimes used which 
combines the results of each of the foregoing bases and 
the income base, with a weighting for each. [para 8] 

In the case of non-profit entities, it appears to be quite 
common to measure materiality in terms of a range 
between 0.5% and 2% of total expenses or total revenues 
depending on the size of the entity. [para 9] 

The possible range for determining planning materiality is: 

gross revenue 0.5-1 % 
total assets 1-2% 
gross profit 1-2% 
shareholders' equity: 2-5% 
net profit 5-10% 
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Anderson 
[1973] was 
commissioned 
by the 
Research and 
Publications 
Committee of 
the Institute of 
Chartered 
Accountants of 
Scotland to 
carry out 
research on 
materiality 
guideline. 

(a) a profit and loss item is considered material if it 
exceeds 10% of the standard net profits; 

(b) a statutorily-required disclosure profit and loss item 
is considered material if it exceeds 
(I) 5% of total expenses for an expense item; or 
(ii) 5% of total income for an income item; and 

(c) a balance sheet item is considered material if it 
exceeds 
(I) 5% of total assets; or 
(ii) 10% of the balance sheet caption. 

A standard profit is the average profits before tax for the 
preceding five years; but during a loss-making year or if the 
company is having an abnormally low profits for a number 
of years, then the standard profits should be based on the 
profit trend of the industry as a whole. 
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TABLE 3: SAMPLES OF ACADEMIC RESEARCH ON MATERIALITY 

PROFIT AND LOSS 
ITEMS 

(a) 0.2%-10% of 
turnover 

Plumhoff [1952]; Anderson [1977); Towers [1986]; 
Woolf [19941, Turley and Cooper [1991] 

(bl 0.5%-5% of 
gross profit 

Carmichael [1969] 

(cl 0.5%-36% of 
net profits 

Bernstein [1967, 1970); Copeland and Frederick 
[1968]; Frishkoff [1970]; Neumann [1968]; Messere 
[1976); Thomas [1978); Robinson and Fertuck 
[1985); Turley and Cooper [1991 ]; Chong [1992, 
1993] 

(d) 0.1 %-5% of 
total assets 

Woolf [1994]; Turley and Cooper [1991] 

BALANCE SHEET 
ITEMS 

(a) 10%-20% of 
related total 

Plumhoff [1952]; Mitchell [1972]; Towers [1986] 

(bl 0.5%-5% of 
gross profit 

Carmichael [1969] 

(cl 0.1%-10% of 
total assets 

Mitchell [1972]; Woolf [1994]; Turley and Cooper 
[1991] 

(dl 10% of total 
liabilities 

Mitchell [1972] 

(el 10% of equity Mitchell [1972] 

(f) 0.2%-10% of 
turnover 

Woolf [1994]; Turley and Cooper [1991] 

(g) 3.3%-36% of 
net profit 

Turley and Cooper [1991 ]; Chong [1 992, 1993] 
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Table 4: list of respondents to the exposure draft on materiality and audit risk 

In Practice (20 respondents) [pages of comments: total 64, average 3.2] 

Arthur Anderson (London) [1 5] 
Price Bailey (Bishop's Stortford) [2] 
BOO Binder Hamlyn (London) [5] 
Alan Bonham (Harpenden, Herts) [1] 
The Chartergroup Partnership Limited (Surrey) [1] 
Coopers and Lybrand (London) [6] 
Grant Thornton ( London) [ 4] 
Heathcote and Coleman (Edgbaston, Birmingham) [2] 
Kingston Smith (London} [1] 
KPMG Peat Marwick (London) [4] 
Levy Gee (London) [2] 
Moore Stephens (London) [1] 
Neville Russell (London} [31 
J. Nicholson and Company (Lincoln) [1] 

Pannell Kerr Forster (London) [2] 
Price Waterhouse (London) [4] 
W. B. Thomas (Oxford) [3] 
Touche Ross (London) [2] 
Warmer Stewart & Co (London) [2] 
N. C. White (Gurnsey) [3] 

Professional bodies (7 respondents) [pages of comments: total 16, average 2] 

The Association of Authorised Public Accountants (London) [2] 
The Audit Regulation Policy Coordinating Committee (London) [3] 
The Chartered Association of Certified Accountants (London) [3] 
The Chartered Institute of Public Finance Accountants (London) [2] 
The Chartered Institute of Accountants in England and Wales (London) [3] 
The Chartered Institute of Accountants in Ireland (Ireland) [2] 
The Law Society (London) [1] 

Others (5 respondents) [pages of comments: total 22, average 4.4] 

Gin Chong and Gerald Vinten (Southampton/London) [12] 
Mercia Group Ltd (London) [1] 
National Audit Office (London) [5] 
Standard Life (Edinburgh) [3] 
SWAT Ltd (London) [1] 

Notes 
(): denotes the office/location in which the letters were generated. 
[]: denotes the number of pages of comments. 
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Table 5: Effects of the comments on the ED to SAS 220 

ED 220 Comments SAS 220 

'A matter is 
material if its 
omission 
would 
reasonably 
influence the 
decisions of a 
user of the 
financial 
statements' 
(para 3) 

Request APB to define who the 'users' are 
((1) Cooper and Lybrand (2) Chartered 
Institute of Public Finance Accountancy (3) 
ACCA (should be on reflection of true and fair 
views) (4) KPMG Peat Marwick (should be on 
the reflection of true and fair view) (5) 
National Audit Office (6) Touche Ross) 
The definition of materiality is unclear 
(Thomas) 
This includes non-disclosure of material items 
(The Association of Authorised Public 
Accountants) 

'A matter is 
material if its 
omission 
would 
reasonably 
influence the 
decisions of 
an addressee 
of the 
auditors' 
report' (para 
3) 

'Materiality 
is not capable 
of general 
mathematical 
definition as 
it has both 
qualitative 
and 
quantitative 
aspects' 
(para. 3) 

Agreed not to have numerical measurement 
((1) Moore Stephens (2) Kingston Smith) 

Requests for a specific mathematical 
measurement ((1) BDO Binder Hamlyn 
(recommended a mathematical measurement 
similar to the Canadian Institute of Chartered 
Accountants, alternatively APB to issue a 
separate Practice Note) (2) Institute of 
Chartered Accountants (Ireland) (to have 
relevant ratios for planning materiality, testing 
materiality and reporting materiality) (3) Chong 
and Vinten (a need to have a specific 
mathematical measurement), (4) Levy Gee (5-
10% of assets or income or expenditure, the 
numerical guideline is not mandatory but 
recommendations), (5) Touche Ross (for 
profit/loss items: based on a certain % of 
profit on ordinary activities for current year, or 
average profits over recent years, or profit of 
an individual business segment, or turnover. 
For balance sheet items: balance sheet sub-
total, total share capital plus reserve, net 
current assets, or total assets), (6) Warmer 
Stewart (do not believe this is strictly correct, 
and would be helpful to have some indications 
nf ,:i nnc;!=iihle ranae of valuP.~ for matP.rialitv)) 

Same as ED 
(para. 3) 
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Others 

Need to distinguish between audit 
materiality and accounting materiality 

No comments on the draft or support 
the content of the ED 

Recommended that auditors should 
discuss their views on materiality 
with audit committee of the auditee 

Need to define whether the content 
of the Statement is appropriate for 
very small companies 

ASB to design a numerical 
measurement for materiality. 

(1 l Law Society, (2) Institute of 
Chartered Accountants in England 
and Wales, (3) Grant Thornton 

(1) SWAT Ltd (2) Price Bailey (3) 
The Audit Regulation Policy 
Coordinating Committee 

Standard Life 

White 

Neville Russell 

122 



APPENDIX 1 

The following details how agenda for its projects are initiated, and steps leading 
to the issuance of an International Accounting Standard Committee (IASC) 
Standard. These information were extracted from world wide web of IASC 
(http://www.iasc.an;i .uk) and International Accounting Standards (1 996): 

Agenda of IASC Projects 

At any point in time, the IASC Board normally has between six and ten projects 
on its agenda. Some deal with accounting matters not currently addressed in IASC 
Standards. Others involve revising existing Standards. 

Interested parties have opportunities to provide their views to IASC at several 
critical stages in the progress of each project, particularly: 

* when the project steering committee publishes its tentative views in a document 
known as a Draft Statement of Principles {DSOP); and 

* when the Board publishes a proposed Standard in a document known as an 
Exposure Draft. 

For some projects, in addition to the DSOP and the Exposure Draft, the Steering 
Committee will publish a neutral Issues Paper and invite comments that will help 
the Committee develop its tentative views. 

Each comment document has a comment deadline date. Comments are requested 
in writing. Copies are given to each Board Representative and Adviser. Written 
comments may be submitted by post or by fax. If by fax, a follow-up posted copy 
is requested to make photocopies more legible. Written comments are a matter of 
public record unless confidentiality is requested. 

The IASC publishes its work plan at least quarterly, so its constituents can monitor 
progress on the projects and be informed of important target dates. 

Detailed Description of the Steps Leading to an IASC Standard 

Board Representatives, Member Bodies, members of the Consultative Group, other 
organisations and individuals, and the IASC staff are encouraged to submit 
suggestions for new topics which might be dealt with in International Accounting 
Standards (IAS). 

IASC's due process ensures that IAS are high quality standards that require 
appropriate accounting practices in particular economic circumstances. The due 
process also ensures, through consultation with the Consultative Group, IASC's 
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Member Bodies, standard setting bodies, and other interested groups and 
individuals on a worldwide basis, that IAS are acceptable and valuable to the users 
and preparers of financial statements. 

The procedure for developing an International Accounting Standard is as follows: 

1. The Board sets up a Steering Committee Each Steering Committee is 
chaired by a Board Representative and usually includes representatives of 
the accountancy bodies in at least three other countries. Steering 
Committees may also include representatives of other organisations that 
are represented on the Board or the Consultative Group or that are expert 
in the particular topic; 

2. The Steering Committee identifies and reviews all the accounting issues 
associated with the topic. The Steering Committee considers the 
application of IASC's Framework for the Preparation and Presentation of 
Financial Statements to those accounting issues. The Steering Committee 
also studies national and regional accounting requirements and practice, 
including the different accounting treatments that may be appropriate in 
different circumstances. Having identified the issues involved, the Steering 
Committee submits to the Board an outlines of the detailed scope of the 
project; 

3. After receiving comments from the Board on the outlines, the Steering 
Committee prepares and publishes a Draft Statement of Principles (DSOP). 
The purpose of this DSOP is to propose for comment the underlying 
accounting principles that will form the basis for preparing the Exposure 
Draft. The DSOP also describes the alternative solutions considered and 
the reasons for recommending their acceptance or rejection. Comments 
are invited from all interested parties. The exposure period is usually 
around three months. For revisions to an existing International Accounting 
Standard, the Board may instruct the Steering Committee to prepare an 
Exposure Draft without first publishing a DSOP; 

4. The Steering Committee reviews the comments on the Draft Statement of 
Principles and agrees on a final Statement of Principles. The Statement of 
Principles is submitted to the Board for approval and then used as the 
basis for preparing an Exposure Draft of a proposed International 
Accounting Standard. The final Statement of Principles is available to the 
public on request but is not formally published; 

5. The Steering Committee prepares a draft Exposure Draft for approval by 
the Board. After revision, and with the approval of at least two-thirds of 
the Board, the Exposure Draft is published. Comments are invited from all 
interested parties during the exposure period, a minimum of one month 
and usually at least three months; and 
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6. The Steering Committee reviews the comments and prepares a draft 
International Accounting Standard for review by the Board. After revision, 
and with the approval of at least three-quarters of the Board, the Standard 
is published. 

Early in the process, the Board may decide that the needs of the subject under 
consideration warrant additional consultation or would be better served by issuing 
a Discussion Paper for comment. It may also be necessary to issue more than one 
Exposure Draft before developing an International Accounting Standard. 

125 



Chapter 4 

Justifications for research methodology on evaluation of materiality and audit risk 

Abstract 

There is no systematic study on the quantitative and qualitative aspects of 

materiality in accounting and auditing in the UK. The literature also shows that 

there is a wide range of criteria for measuring materiality. Most of the literature is 

from the USA. 

Mathematical measurement recommended by accounting bodies in Australia, 

Canada, Fiji, New Zealand, and South Africa indicate that items are not considered 

material unless they are equal to or more than 10% of net profits of the current 

year. The Auditing Standard no. 220 on • Materiality and the Audit' (1995), 

published by the UK Auditing Practices Board which is mandatory for financial 

statements published on or after December 1995, does not indicate the 

mathematical measurement of materiality. 

Introduction 

The study is concerned with the extent to which items or transactions, 

either on an individual or aggregate basis, upon disclosure in the financial 

statements, would be considered significant to affect decisions of users of 

financial statements. However, there is no specific mathematical measurement 

recommended in the UK for measuring materiality. 

Intensifying competition among accounting firms in the UK has forced 
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auditors to increase efficiency in discharging their duties while not neglecting their 

professional duty of care (Fearnley and Beattie (1994]). Auditors need to focus 

their attention on material items in their testing and disclosure. Materiality becomes 

an important yardstick to decide the extent of testing, and the basis of evaluating 

adequacy and relevance of available evidence, and its effect on the truth and 

fairness (Nobes & Parker [1991 ]; Parker & Nobes [1991) and Walton [1991 ]) 1 of 

the financial statements. Expressing an opinion on a set of financial statements 

implies that the concept of materiality has been complied with (Auditing Practices 

Committee, 1980). 

Statement of Auditing Standards number 220 on 'Materiality and the audit' 

issued by the Auditing Practices Board (1995), which is applicable to financial 

statements issued on or after December 1995, states that a matter is considered 

material if its - ... non disclosure, misstatement or omission would be likely to 

distort the view given by the accounts or other statement under consideration' 

(para 3) 2 . In the book on the Philosophy of Auditing, Flint {1988) pointed out that 

materiality should be considered in both the quantitative and qualitative aspects 

(p.129). 

However, SAS 220 did not define a materiality threshold for the accounting 

Refer to Chapter 2 (The evolution of the definition of 
materiality in accounting and auditing) under the sub 
heading of 'definitions of materiality' of this study 
for a summarised discussion on the concept of 'true 
and fair'. 

2 See Chapter 5 'Evolution of accounting and auditing in 
defining materiality' for the definitions of 
materiality by academics, accounting bodies, 
government bodies, and non-profit-making 
organisations. 
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and auditing profession or mention the extent to which non disclosure, 

misstatement or omissions of item(s) could lead to distortion of the truth and 

fairness of a financial statement, and affect users' decision making. This practice 

is in contrast to other accounting bodies {see Table 1) whereby materiality 

thresholds were spelt out to guide practitioners and users. 

A structured materiality guideline3 could offer confidence to both preparers 

and users of financial information (Bernstein, 1967). Preparers could feel 

confidence in the correctness of their decisions (Woolsey, 1968, 1974; Bernstein, 

1967); users could place reliance on the reported figures (Woolsey, 1968, 1974; 

Bernstein, 1967); teachers in accounting could have a better basis to teach 

(Woolsey, 1968, 1974; Bernstein, 1967); and financial statements would show a 

greater uniformity in the methods of preparing and presenting financial information 

(Woolsey, 1968, 1974; Bernstein, 1967; Hensley, 1974). 

In the auditing context, materiality guidelines would not only be useful in 

both the planning and evaluation stages, but would also facilitate comparability; 

act as a regulator of quality (Alcon, 1976), and assist auditors in decision making 

in situations where dilemmas arise as to whether to qualify an audit report and risk 

losing the client, or not to qualify the audit report and consequently risk a 

negligence action {Jennings et. al., 1985b). A standard materiality threshold could 

avoid these situations, and save valuable decision time and audit costs to both 

3 Examples of researchers who favoured a structured 
materiality guideline are: Mortimer (1968); Dyer 
(1973) ; Boatsman & Robertson {1974) ; Pattillo 
{1976) ;Hines (1979); Anderson {1980); Bates et. al. 
(1982); Krogstad et. al. (1984); Jennings et. al. 
(1985a); Kneer et. al. {1985). 
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preparers of financial statements and auditors. A structured guideline, if properly 

followed, could also serve as a defence in future negligence actions (Chong, 

1992). 

However, a standard mathematical measurement could bring rigidity and 

restraint to the auditors' decision making, and because it is easier to measure, 

auditors may tend to focus attention on quantitative rather than also considering 

the qualitative effects of the item(s) (FASB [1981], Holstrum & Messier [1982], 

Robinson & Fertuck [ 1 985]). In the book on Auditing as Verification of Financial 

Information, Ruud (1 989) concluded that there is 'very little guidance as how to 

use the concept of materiality in auditing' (p.57). In view of this, the following 

objectives are formulated. 

Objectives of this section of study 

The objectives of this study are: 

(1) to establish the absolute and relative mathematical measurements of 

materiality in accounting and auditing, 

(2) to assess the importance of qualitative factors in determining materiality 

thresholds, and 

(3) to assess the relationships between each of the components of audit risk, 

that is inherent risk, control risk and detection risk, and their relationships 

with the overall audit risk4 • 

4 Audit risk is being looked at in view of the 
relationships between materiality and risk. A lower 
materiality threshold could mean a higher audit risk, 
and vice versa. 
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Literature review and hypothesis 

To cover the above objectives, 2,000 questionnaires (1,000 from selected 

auditors, and the remaining from non-auditors in the UK) were first sent in early 

November, 1994 and reminders were then distributed in early December1 994. 

Each questionnaire contained a set of financial statements of a hypothetical 

company. Respondents were requested to indicate the absolute amount, criteria 

to determine materiality, and the materiality thresholds of each of the four cases. 

Detailed discussions on the questionnaires and the four cases are contained in 

Chapter 5 (Survey and results). 

These four cases are: 

(1) Case 1: unusual item: loss on discontinuation of a production line; 

(2) Case 2: accounting policies: change in stock valuation; 

(3) Case 3: contingent liabilities: pending litigation; and 

(4) Case 4: cash defalcation. 

This section of the chapter discusses reasons for choosing the above 

situations (or cases) for the study, with the support of current developments in 

accounting principles and literature. 

For each of the above cases, a general discussion on the implications and 

reasons for choosing the case will be carried out, it is then followed by the legal 

or regulatory requirements (that is Companies Acts, Stock Exchanges, or 

accounting and auditing standards and guidelines), and a review of the literature 

bearing upon the underlying hypothesis. 

Respondents to the questionnaires were requested to indicate the materiality 
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thresholds (the absolute amount and relative percentage) of each of the four 

judgements of a hypothetical company (ABC PLC). ABC PLC is a manufacturing 

company5 • 

Case 1: an unusual item: loss on discontinuation of a production line 

This case is based on the recent development and needs for separate 

disclosure of continuing and discontinuing operation of a reporting entity in view 

of the recommendations of the Financial Reporting Standards (FRS) 3 (issued in 

October 1992) 6 • Materiality is also one of the criteria in deciding separate 

5 The reason for choosing a manufacturing company in the 
case study is due to the main sources of income and 
expenditure of the UK coming from the manufacturing 
sector. A comparison of the receipt and expenditure of 
both the manufacturing (mafg) and the services (ser) 
industries for the past 5 years are as follows: 

Yr Exports Imports Overall 

Mafg 
(fM) 

Ser 
(£M) 

Total 
(£M) 

Mafg 
( £M) 

Ser 
( fM) 

Total 
(£M) 

Mafg 
( % ) 

Ser 
( % ) 

Total 
( % ) 

93 121398 
(75.6%) 

39066 
(24.4%) 

160464 
(100%) 

134858 
(80.0%) 

33550 
(20.0%) 

168408 
(100%) 

78 12 100 

94 134664 
(76.3%) 

41938 
(23.7%) 

176602 
(100%) 

145793 
(79.7%) 

37162 
(20.3%) 

182955 
(100%) 

78 12 100 

95 153077 
(76.7%) 

46598 
(23.3%) 

199675 
(100%) 

164659 
(80.6) 

39721 
(19.4%) 

204380 
(100%) 

79 11 100 

96 166921 
(76.9%) 

50156 
(23.1%) 

217077 
(100%) 

179578 
(80.6%) 

43186 
(19.4%) 

222764 
(100%) 

79 11 100 

97 170145 
(76.2%) 

53299 
(23.8%) 

223444 
(100%) 

183124 
(80.6%) 

44015 
(19.4%) 

227139 
(100%) 

78 12 100 

Source: 
p. T22] 

Off ice for National Statistics [1998, section 2 .14, 

Lewis and Pendrill (1994) reckoned that FRS 3 is based 
on the same principles as SSAP 6 (Extraordinary and 
prior year adjustments) but included three important 
changes: 
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disclosure for the results from discontinued operations. 

Requirements of FRS 3 

FRS 3 requires each of the statutory profit and loss headings between 

turnover and operating profit7 to be analysed between continuing operations, 

(1) It provides more precise and more useful 
definitions of the key terms and in particular 
limits drastically the circumstances under which 
an item can be classed as extraordinary; 

(2) It puts greater emphasis on reporting the effects 
of discontinued operations. This has led to a 
change in the format of the profit and loss 
accounts of enterprises which have discontinued 
operations during an accounting period; and 

(3) It requires the inclusion of three additional 
elements in the financial statements: 
(a) a statement of total recognised gains and 

losses; 
(b) a reconciliation of movements in 

shareholders' funds; and 
(c) a note, which would be of relevance to 

companies which had revalued assets, 
reconciling the profit or losses disclosed 
in the accounts with that figure which would 
have been disclosed had the companies not 
revalued assets. (p.137) 

The term •operating profit' is not used in the 
Companies Act formats, or not defined in the Companies 
Act itself (Creighton and Wild, 1992, p. 14). FRS 3 
overcomes this problem by defining operating profit 
for non-financial reporting entities as 'normally 
profit before income from shares in group 
undertakings' (para. 14). 

This is a curious interpretation of operating profit, 
since the distinction between operating and non
operating profit on the basis of the legal form of the 
income-earning vehicle, rather than on the basis of 
the nature of the income itself. For example, a hotel 
group which operates through both subsidiary and 
associated undertakings would regard all the profit 
flowing from its hotel operations as part of operating 
profit and will not, as suggested by FRS 3, omit from 
operating profit the share of profits from the 
associated undertakings. Therefore, companies should 
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acquisitions (as a component of continuing operations), and discontinued 

operations. Under FRS 3, one of the conditions8 to determine separate disclosure 

of discontinued operations of a reporting entity that are sold or terminated 9 , is the 

sale or termination has a material effect on the nature and focus of the reporting 

entity's operations, and it represents a material reduction in the operating facilities 

resulting either from its withdrawal from a particular market (whether class of 

business or geographical) or from a material reduction in turnover in the reporting 

entity's continuing markets. 

Operations not satisfying all these four conditions are classified as 

continuing. The operations must have been discontinued (that is either sold or 

establish a definition of operating profit which, in 
the opinion of management, is appropriate to their 
circumstances and best suited to show a true and fair 
view of their results from normal operating 
activities. The explanation section of FRS 3 does, in 
fact, concede that 'in certain cases income from 
associated undertakings or from other participating 
interests may be considered to be part of operating 
profit' (para. 39) which, since it does not explain 
what the 'certain cases' might be, tends to render the 
standard' s interpretation of 'operating profit' of 
little practical value. 

8 The other three conditions do not specially mention 
'materiality', but are included here for information 
purposes. A reporting entity is considered 
discontinued if: 
(a) the sale or termination of its operations is 

completed either in the period or before the 
earlier of three months after the commencement of 
the subsequent period and the date on which the 
financial statements are approved; 

(b) all its activities have ceased permanently; and 
(c) the assets, liabilities, results of operations 

and activities are clearly distinguishable, 
physically, operationally and for financial 
reporting purposes. 

FRS 3, para 4. 
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ceased permanentiy1°) within the financial year or shortly after the year end. 

Meaning of 'material effect on the nature and focus' 

To be included in the category of discontinued operations, a sale or 

termination must have a material effect on the nature and focus of the reporting 

entity's operations and represent a material reduction in its operating facilities 

resulting either from its withdrawal from a particular market (whether class of 

business or geographical) or from a material reduction in turnover in the reporting 

entity's continuing markets (para 40, emphasis added). In the explanatory section 

of FRS 3, the ASB states that the phrase 'nature and focus of the reporting 

entity's operations' refers to the positioning of its products or services in their 

markets including aspects on both the quality and location (para 2). It then cites 

the example of a hotel company selling a chain of hotels in the lower end of the 

market and replacing it with a chain in the luxury end of the market; whilst 

remaining in the business of operating hotels, this exercise represents the group 

is changing the nature and focus of its operations. Similarly, if a company sells its 

10 In illustrating the meaning of ceased permanently for 
a company which has wound down an operation while 
retains the building and factory in which it has 
carried out, Wild and Goodhead (1993) argued that such 
an operation may be considered ceased permanently 
depending on the fungibility of the building or 
factory. If the building or factory can be used for 
variety purposes, the operation will then be 
considered discontinued. However, if the property was 
specifically designed for a purpose, and the operation 
has been ~mothballed' , then the operation is 
considered not discontinued. On the other hand, if the 
building is to be disposed of as a consequence of 
ceasing the activity, then the activity cannot be 
treated as fully discontinued until the property is 
sold. 
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hotels in the US and bought hotels in Europe, that sale would constitute 

discontinuation. Conversely, if the sale and purchase of hotels are within the same 

market sector and similar locations, then this would be treated as continuing 

operations 11 . 

The issue should not confused with downsizing12 and material reduction in 

operating facilities 13 (Creighton and Wild, 1992, p. 22). The only point that is 

clarified is that the sale or termination of a component of a reporting entity's 

operations which is undertaken primarily in order to achieve productivity 

improvements or other cost savings is a part of the entity's continuing operations 

and the effects of the sale or termination should be included under that heading 

(para 43, FRS 3). 

Literature on Case 1: discontinuation of a production line 

In an attempt to establish the absolute amount, criteria, and materiality 

threshold on the effects due to discontinuation of a production line, Pattillo (1976) 

sent 1,500 questionnaires to (1) financial executives in 'Fortune 500' companies 

(from Financial Executives Institute}, (2} financial executives not in 'Fortune 500' 

companies {from Financial Executives Institute), (3) bankers (from Robert Morris 

11 FRS 3, para 42. 

12 A downsizing can only be classified as a discontinued 
operation where the sale or termination has a material 
effect on the nature and focus of the reporting 
entity's operations (Creighton and Wild, 1992, p. 23). 

1J That is if a company withdraws either from a 
particular market (whether a class of business or 
geographical) or from a material reduction in turnover 
in its continuing markets (para 44}. 
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Associates), (4) financial analysts {from the Financial Analysts Federation), (5) 

Certified Public Accountants (from the AICPA membership lists), and (6) 

accounting academia (from the American Accounting Association membership 

lists). Altogether 684 (45.6%) responses were received. However, there was no 

indication of how the sub-samples were selected, the basis of allocating of the 

1500 questionnaires to each of the target groups, or breakdowns of the response 

rate of each group in Pattillo's study. 

Pattillo's questionnaire contains a set of financial statements of a 

hypothetical company. Respondents to the questionnaires were requested (1) to 

indicate the possible effects, in absolute amounts (on a given scale of $0 to 

$153,000 at the intervals of $18,000), of the unusual abandonment of a 

production facility (the judgement item in this case) upon current year's income 

(which is $900,000), and (2) to rank the importance of a list of criteria in 

determining materiality of the case of abandoning a production facility in terms of 

'high importance', 'moderate', 'low' or 'no importance' (in the tabulation, 

Pattillo indicates these as '1 ', '2', '3' and · 4' respectively). These criteria, and 

the results of the weighting are (1) nature of the judgement item (1.9 which is 

slightly above moderate), (2) dollar amounts of the judgement item {1.8 which is 

slightly above moderate), (3) percentage of the judgement item to sales (3.1 which 

is slightly below low), (4) percentage of the judgement item to net income (1.2 

which is slightly below high), (5) percentage of the judgement item to assets (2. 7 

which is almost low), (6) percentage of the judgement item to liabilities (3.4 which 

is somewhat below low), (7) percentage of the judgement item to stockholder 
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equity (2.6 which is approaching low), (8) dollar effect of the judgement item upon 

earnings per share (1 .6 which is approaching moderate), and (9) any others in 

which respondents feel important (there is no indication of the results in Pattillo's 

study). 

Pattillo concludes that net income (1.2 in terms of weighting for importance) 

is the most popular criterion to determine the effects of materiality on losses due 

to discontinuation of a production facility (p.49). The study also indicates that the 

absolute amount and relative effect of the amount of abandonment of a production 

facility (to net income) are as follows: 

Types of respondents 

financial executives in 

'Fortune 500' companies 

financial executives not in 

'Fortune 500' companies 

bankers 

financial analysts 

certified public accountants 

accounting academia 

Average (overall) 

absolute amount ($'000) 

69 

66 

72 

48 

53 

63 

64 

% of net income 

7.7% 

7.3% 

8% 

5.3% 

5.9% 

7% 

7.1 % 

Respondents of the above study were given a range of absolute amounts, 

rather than state the amount which they would consider material in view of the 

circumstances surrounding the decision making. Rather than requesting 

respondents to state the relative amount of materiality on net income, Pattillo 

derived the relative amount by dividing the absolute amount by net income before 
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the extraordinary item 14 • 

There is no other source in the literature available on this area of testing of 

absolute amount and materiality thresholds. Based on results of Pattillo's survey 

and the FRS, it tends to support the following hypothesis. 

H1 : Net income is the main criterion to determine materiality for 

discontinuation of a production facility, and if the amount arising due to the 

discontinuation is more than 7% of net income, it is considered material. 

Case 2: Change of accounting policies: change of stock valuation 

This case involves changes in accounting policies due to changes in the 

method of stock valuation. it is required by both the SSAP 9 (Stock and work in 

progress) and the Companies Act 1985 (under Schedule 4) to disclose the effects, 

if material, arising from such changes. However, there is no indication as to the 

extent to which the changes will constitute materiality. 

Requirements of SSAP 9 

There are four main methods of valuing stock and work in progress: First-in 

14 An absolute amount is the estimated amount in which an 
item{s) will be considered material, irrespective of 
the circumstances. A relative amount represents the 
effect of the judgement item in relation to the a 
determinant (in this case net income). 

Pattillo assumes that absolute amount in this case 
will also be the relative amount. This may not true in 
many situations. 

This study, however, requested respondents to indicate 
the amount of absolute amount, and the relative 
effects of an item. Please refer to Chapter 3 for 
discussion. 
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First-out (FIFO), Weighted Average (WA), Last-in First-out (LIFO), and base stock. 

A reporting entity could choose any of the above method of stock valuation as 

long as the stock valued reflects the actual cost of the stock (para 17, SSAP 915). 

The SSAP 9 also mentioned the need to disclose the reasons and effects, as long 

as it is material, of the change of method of valuing stock and work in progress 

(para 18) 16 . However, nothing has been mentioned about the materiality threshold 

This Statement was first issued in May 1975. Part 6 of 
the Statement was added in August 1980; and the latest 
revision was in September 1988. 

The revision made in September 1988 was in respect of 
the definitions of long-term contracts and was 
intended to remove the problems associated with the 
arbitrariness of the twelve month rule within the 
definition in the original standard. The revision does 
not affect the concept of materiality. 

The following is an extract of the financial 
statements of Cookson Group Plc (1993) on separate 
disclosure of stock and work in progress due to 
changes in accounting policies: 

Notes to the accounts 

20 Prior year adjustments 

(c) Stock valuation 

In previous years the valuation of certain stocks for the Group 
profit and loss account differed from that required by Statement of 
Standard Accounting Practice No. 9 ( SSAP 9). These stocks were 
valued in the profit and loss account on the Base Stock or, for 
certain overseas subsidiaries, the Last In First Out (LIFO) method. 
As the market prices of the materials in question could fluctuate 
widely over a period, and because these companies were processors 
and not traders, the effects of such variations in stock values were 
not operating profits or losses. The use of the Base stock and LIFO 
methods, together with covering arrangements for quantities in 
excess of Base Stock level, caused the profit and loss account to 
be charged with the current costs of the materials consumed. 

In recent years, as a result of the combined effects of changes in 
some of the products concerned, in procurement and also in the 
composition of the Group, the Directors believe that it is no longer 
warranted to apply policies for these stocks which differ from that 
required by SSAP 9. Accordingly all Group s.to~ks are now valued on 
the basis explained in the Accounting Policies in Note I and in 
accordance with SSAP 9. 

The results for 1992 have been restated in the Group profit and loss 
account, reducing the operating profit for that year by £3.7m. Had 
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which a particular company needs to observe in the event of the change of the 

methods of stock valuation. 

A brief discussion on each of the methods of valuing stocks is as follows: 

FIFO (first-in, first-out} 

It is difficult to keep track of stock cost on an individual unit basis; 

nevertheless, the objective of stock measurement is still to match costs and 

revenues. The FIFO method probably gives the closest approximation to actual 

cost because it is assumed that oldest stocks are sold or used first in a production 

process (Blake [1997, p.135]). The stock balance at any point represents the most 

recent purchases or production since the earliest goods will be disposed of before 

replacements. Therefore, by allocating the earliest costs incurred against revenue, 

actual cost flows are being matched with the physical flow of goods with 

reasonable accuracy. Consequently, in practice where it is not possible to value 

stock on an actual cost basis, FIFO method is generally used since it is most likely 

to approximate the physical flow of goods sold, resulting in a more accurate 

measurement of cost flows (Glautier and Underdown [1997, p.167]}. 

Weighted average 

This method, which is suitable where stock units are identical or near 

identical, involves the computation of an average unit cost by dividing the total 

cost of units by the number of units. The average unit cost then has to be revised 

the previous policy been applied for 1993, the effect on the results 
would have been negligible. 
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with every receipt of stock. The justification for this approach is that 'it is illogical 

to distinguish between similar stock items merely because different levels of cost 

existed at the time they were purchased or produced' 17 • Weighted average method 

is not widely used compared to FIFO as the former involves more clerical effort, 

even though its results are not very different from FIFO in times of relatively low 

inflation, or where stock turnover is relatively quick (Dyson (1997, p.298]). 

However, weighted average method of stock valuation is more appropriate for 

businesses which hold large quantities of relatively homogeneous stock (Davies et 

al (1994, p.695]). 

LIFO (Last-in First-out) 

This method assumes that the latest goods to be produced or purchased will 

be the first to be sold. LIFO makes the opposite assumption to FIFO. LIFO attempts 

to match current cost with current revenues so that the profit and loss account 

excludes the effects of holding gains (Glautier and Underdown [1997, p.167)). 

LIFO attempts to arrive at the replacement cost accounting for profit and loss 

account. Consequently, the period end balance of stock on hand represents the 

earliest purchases of items, resulting in stock being stated in the balance sheet at 

amounts which has little relationship to recent cost levels. In view of this, LIFO is 

not permitted to be used by SSAP 9 despite being allowed under para 27, 

Schedule 4 of the Companies Act 1985 (Dyson [1997, p. 298), A trill and Mclaney 

17 Accountants Digest no. 158, 'A guide to accounting 
standards: valuation of stocks and work in progress', 
Summer 1984, p. 7 
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[1997, p.73]). 

Base Stock 

Under this method, a fixed quantity of stock is stated at a fixed price, and 

any amount over the fixed quantity is valued using other stock valuation methods 

(for example, FIFO, WA, or LIFO). This method of valuation is allowed by the 

Companies Act 1985 (paragraph 25(2), Schedule 4) but not the SSAP 9 (para 12). 

In view of this, base stock are treated as fixed assets rather than stock to be sold 

or consumed (Davies et al [1994, p.696]}. This method of valuation is only 

permitted by the Companies Act 1985 in the case of 'assets of a kind which are 

constantly being replaced where: 

(a) their overall value is not material to assessing the company's state of 

affairs; and 

(b) their quantity, value and composition are not subject to material 

variation' (para 25(2), Schedule 4, emphasis added). 

Paragraph 25 of Schedule 4 provides that stocks of raw materials and 

consumables which are constantly being replaced may be included at a fixed 

quantity and value provided that the overall value of such stocks is not material 

to the company's balance sheet and that their quantity, value and composition are 

not subject to material variation. However, the Act did not explain the extent to 

which the variation would constitute material. 
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Materiality 

The Companies Act 1985 allows departure from detailed accounting rules 

if this is necessary to give a true and fair view and if full details of the departure, 

including its effect, were given in a note to the accounts18 (para 15, Schedule 4). 

Paragraph 27 of Schedule 4 provides that stocks may be stated using FIFO, LIFO, 

weighted average or any other method similar to any of those, but whichever 

method is chosen, it must be appropriate to the circumstances of the company. 

However, where any item of stock is valued by one of these methods rather than 

at actual cost, the difference between the amount at which it is included in the 

financial statements and its replacement cost or most recent actual purchase price 

or production cost is required to be disclosed if that difference is material (Berry 

and Jarvis [1997, p.124]). A strict interpretation of the paragraph could require 

some meaningless disclosures to be given. However, in practice, if an amount is 

disclosed, it is usually the total replacement cost of stocks (Davies et al [1994, 

p.701]). 

literature on Case 2: Change of stock valuation 

Net income seems to be the favourite to measure the materiality threshold 

18 This means the 'true and fair' concept overrides in 
these controversial situations. The true and fair 
concept has been described as 'mystical concept' by 
Mitchell and Sikka (1993, p.36). Also refer to Chapter 
2 on discussions of the concept on true and fair by 
Nobes and Parker (1991), Parker and Nobes (1991), and 
Walton (1991) in the accounting and auditing context. 
McGee (1991) discusses the legal perspective of the 
concept, while Alexander (1993), Ordelheide (1993), 
and Walton (1993) touch on the European context. 
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for stock obsolescence, and changes in accounting policies on methods of stock 

valuation. From the results of questionnaires19 , Leith and Williams (1975) found 

that if the amount of writing off obsolete inventory is equal to or more than 10% 

of net profit before extraordinary items, then the amount written off is considered 

material20 • From a review of 11 821 financial statements included in the Accounting 

Trend and Techniques for the periods 1980-1983 to determine the most frequent 

causes of consistency modifications22 , Chewning et. al. (1989) study also found 

19 Leith and Williams (1975) did not mention the total 
numbers of the questionnaires sent, the percentage of 
responses, or any breakdowns in results analysis. The 
researchers requested respondents to indicate 
materiality thresholds on write off of obsolete 
inventory, gain (loss) on disposal of capital assets, 
and gain from sales of securities. 

20 The other results from Leith and William's study 
include the following items are considered material 
if! 
(1) the amount of gains on disposal of capital assets 

is 14% of net profit before extraordinary items, 
(2) the amount of losses on disposal of capital 

assets is 6% of net profit before extraordinary 
items, and 

( 3) the amount of gain from sale of securities is 6% 
of net profit before extraordinary items. 

21 Altogether, the researchers reviewed 284 sets of 
financial statements, while 118 related to variation 
of methods of stock valuation (LIFO). Out of the 118, 
113 financial statements contain modified reports, and 
5 unqualified reports. 

22 The AICPA's Professional Standards Statement number AU 
420.06 requires that CPAs modify their audit report to 
disclose any material change in accounting principles. 
If an accounting change has no material effect on the 
financial statements in the current year, but the 
change is reasonably certain to have substantial 
effect in later years, footnote disclosure is 
required, but the audit report need not be modified. 
Further, the Statement states that the nature of the 
accounting change, discretionary or non-discretionary. 
should not affect auditors' decisions on materiality 
(AICPA (1987, para. 9420. 390]) . 
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that net income is the main determinant for materiality, and if the effects of the 

change of the method of stock valuation (from LIFO to others, or vice versa) 

represent 10% of net income, 96% of the audit reports were modified. If the 

change falls between 4-10% category, 89% of the audit reports were modified, 

and in a low income effect category (0-4%) they found that there is still a high 

frequency of modified opinions (61 %) (pp.88-89). These results suggest that net 

income is the main criterion to measure effects of changes in methods of stock 

valuation by auditors, and the extent of conservatism on the part of the auditors 

(p.89). 

The level of materiality thresholds is lower than Pattillo (1976) which was 

based on the results of 1,500 questionnaires23 • In Pattillo's study, questionnaires 

were sent to respondents to state the absolute amount, and to rank the 

importance of a list of criteria in determining materiality of the case 24 • These 

criteria are: 

(1) the nature of the judgement item ( 1. 5), 

(2) the dollar amounts of the judgement item (2.2), 

(3) the percentage of the judgement item to sales (3.4), 

23 There is no breakdowns in the numbers sent, the % 
responded from each of the categories of the 
respondents, or any statistical analysis on the 
results. 

Altogether 684 (45.6%) responded. However, there is no 
break downs available on the composition of each of 
the sub-groups. 

24 Respondents were asked to rank the given factors on a 
scale of 'high importance' (assigned as '1 1 weight), 
'moderate importance' (assigned as '2') , 'low 
importance' (assigned '3'), and 'no importance 1 

(assigned '4'). 
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(4) the percentage of the judgement item to net income ( 1 . 7), 

(5) the percentage of the judgement item to assets (3.0), 

(6) the percentage of the judgement item to liabilities (3. 7), 

(7) the percentage of the judgement item to stockholder equity (3.1}, 

(8) . the dollar effect of the judgement item upon earnings per share (2.1), and 

(9) any others in which respondents feel important (no results were analysed). 

The case is based on information of a hypothetical company which decided 

to change its accounting policy on valuing raw material from FIFO to average cost 

method. The current year effect on net income is 10% and the retroactive effect 

is 90%. The effects of the change in the current year were to decrease the income 

before extraordinary items under what has been under the FIFO method, and to 

include in the final earnings figure an adjustment (decrease the net income) to 

apply the new method retroactively. 

Pattillo concluded that net income is the most popular criterion for 

determining materiality. Results of Pattillo's survey are expressed in absolute 

amounts, percentages of net income and the amount of abandonment of a 

production facility as follow: 
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Types of respondents 

financial executives in 
· Fortune 500' companies 

financial executives not in 
· Fortune 500' companies 

bankers 

financial analysts 

Certified Public Accountants 

accounting academia 

Averaqe (overall) 

absolute amount 
($'000) 

1098 

935 

886 

648 

753 

919 

933 

% of net 
income 

7.3% 

6.2% 

5.9% 

4.3% 

5% 

6.1 % 

6.2% 

% of stock ($20 
million) 25 

5.5% 

4.7% 

4.4% 

3.2% 

3.7% 

4.6% 

4.7% 

Respondents of Pattillo's study were given a range of absolute amounts 

from $0 to $2,550,000 (at the interval of $300,000) to indicate the point in which 

the item is considered material. Pattillo then compared the mean of the absolute 

amount with net income before the extraordinary item of $1 5 million to arrive at 

the percentage of the item with net income before the extraordinary item. In this 

case, the amount of inventory at the year end was $20 million. 

Based on the above literature, it tends to support the following hypothesis: 

H2 : that net income is the main determinant for changes in accounting 

policies on stock valuation, and if the amount arising from the change is 

more than 10% of net income, the amount is considered material, if it is 

less than 5% of net income, it is immaterial. 

25 Despite the importance of the nature of the judgement 
item itself, Pattillo did not offer the reasons for 
using net income as the measurement of materiality 
(net income is ranked second in the importance listing 
by respondents) . The value of stock at the balance 
sheet date for the hypothetical company was $20 
million. 
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Case 3: Contingent liabilities: pending litigation 

This hypothetical case assesses the extent to which an item would be 

considered material to be disclosed in the financial statements, and be subject to 

verification in the course of an audit. This case looks at the requirements of both 

SSAP 1 8 (Accounting for Contingencies) and the Companies Act 1985. 

Requirements of SSAP 18 

SSAP 18 (August 1980) defined a contingency as 'a condition which exists 

at the balance sheet date, where the outcome will be confirmed only on the 

occurrence or non-occurrence of one or more uncertain future events. A 

contingent gain or loss is a gain or loss dependant on a contingency' (para. 14). 

SSAP 1 8 notes that 'a material contingent loss should be accrued in the financial 

statements where it is probable that a future event will confirm a loss which can 

be estimated with reasonable accuracy at the date on which the financial 

statements are approved by the board of directors' {emphasis added, para 15). 

Disclosure may cause conflicting interests. Preparers of financial statements may 

be interested to provide details of contingencies in order to make the financial 

statements more meaningful; however, this may not have been done fully, due to 

a reluctance to divulge confidential and sensitive information (Hussey [1995)). 

Thus, details of the amounts involved and the likelihood of an event may not 

always been sufficiently disclosed to enable users to assess the most likely 

financial effect on a company. The adequacy of disclosure also affects the 

auditors' opinion as to whether the financial statements show a true and fair view 
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on the disclosure of contingencies 26 . 

SSAP 1 8 requires 'a material contingent gain should be disclosed in 

financial statements only if it is probable that the gain will be realised' (para. 17). 

However, the statement does not indicate the extent to which a contingent gain 

will be classified as material 27 • 

An example of disclosure of the potential amounts 
involved, as illustrated in the following extracts: 

Berisford International plc (1993) 

26 Contingent liabilities [extract] 

b Litigation: 
in relation to each contingency detailed below, the outcome of which 
is uncertain, the Group has, following legal advice and in 
accordance with standard accounting practice, made provisions where 
considered necessary and prudent by the Directors: 

(I) The Company was, through certain subsidiaries, interested with 
the Lonray Coffee International and Rayner Coffee international 
partnerships which, with others, were the plaintiffs in actions for 
the recovery of insured losses in respect of coffee destroyed in 
warehouse fires. The said subsidiaries (and other plaintiffs) have 
decided not to continue with these actions. In one of the actions, 
the insurers counterclaimed for the sum of £1. 6m p] us interest. 
Liability has been admitted but the amount is strongly contested. 
The Court awarded costs against the plantiffs. Security has been 
provided in the sum of approximately £1.3m. 

(ii) A second amended complaint has been served by Sierra Rutile 
Limited ( 'SRL') against the Company, Berisford Inc., Erlanger 
Mineral & Metals Inc., Berisford Metals Corporation, certain former 
officers and directors and other alleged former subsidiaries of the 
Berisford Group pertaining to Bomar Resources, Inc. ("Bomar") . SRL 
claims against certain Group companies for aiding and abetting fraud 
and breach of fiduciary duty, and piercing the corporate veil with 
respect to an arbitration award previously obtained by SRL against 
Bomar, and an alleged guarantee of certain obligations of Bomar. 
The sum of approximately US$5Om is claimed. Since the litigation was 
commenced in 1990, several defendants have settled with SRL. One of 
these defendants, a former Bomar officer, has also filed a third
party complaint that alleged affiliates of the Company are liable 
to him for his liability to SRL. Discovery, including depositions, 
is currently being conducted in the litigation. It is anticipated 
that Bomar Resources Holdings Inc., parent company of Bomar, may 
seek to enforce an alleged indemnity by the Company in respect of 
litigation expenses and potential judgments contained in the 
agreement for the sale and purchase of Bomar dated 30 September 
1988. US legal advice indicates that the Berisford Group companies 
have substantial and meritorious defences to both the litigation 
instituted by SRL and the alleged indemnity claims. 

It is not within the remit of this study to examine 
types of contingencies. The SSAP 18 does not explain 
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The Companies Act 1985 

Paragraph 50 (2), Schedule 4 of The Companies Act 1985 requires the 

following information to be disclosed in the financial statements in respect of · any 

material contingent liability not provided for: 

(a) the amount or estimated amounts of the liability; 

or provide guidance as to circumstances leading to 
different types of contingencies. However, in the us, 
SFAS 5 (Accounting for Contingencies, FASB, March 
1975, para 3) classifies contingencies into three 
categories: 
(a) probable: the future event (s) are likely to 

occur; 

(b) reasonably possible: the chance of the future 
event(s) occurring is more than remote but less 
than likely; and 

(c) remote: the chance of the future event(s) 
occurring is slight. 

The above could be illustrated by the following 
-scale' : 

Likely to occur unlikely to occur 

Probable Reasonably possible Remote 

In the UK, both Cabourn-Smith and Cohen (1981, 
p.5), and Davies et al (1994, p.1278) argued that 
contingent liabilities which are considered remote 
should be excluded from disclosure. They reckoned that 
'this legal requirement (both the 1948 and 1967 
Companies Acts) is unlikely to cover contingent losses 
which do not give rise to a specific liability, these 
should not be disclosed if their likelihood of 
crystallisation is remote. Examples of such 
contingencies are: 

(a) product liabilities and warranties in excess of 
that for which provision has been made; 

(b) potential losses due to under insurance, which no 
losses has yet occurred; and 

( C) losses due to closure of operation not 
comtemplated at the time the accounts are 
approved.' (emphasis added) 
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(b) its legal nature; and 

(cl whether any valuable security has been provided by the company in 

connection with that liability and if so, what' (emphasis added). 

Consequently, because of this apparent overriding Companies Act 

requirement to disclose all material contingent liabilities not provided for, it would 

appear that companies may sometimes include information in their financial 

statements on contingencies which tend to be remote 28 . 

The US AND IASC Pronouncements 

Both the SFAS 5 (Accounting for Contingencies, FASS, March 197 5) and 

IAS 1 0 (Contingencies and Events Occurring After the Balance Sheet Date) include 

requirements which are similar to those of SSAP 18. Disclosure requirements of 

!AS 10 in respect of the estimated financial effect of a contingent loss are less 

28 The following is an extract which illustrates 
disclosure of contingencies which might be considered 
remote, but disclosed in compliance with the Companies 
Act requirements: 

Marley plc (1993) 

29. Contingent liabilities 

Borrowing related contingent liabilities of the parent company 
include guarantees in respect of the US $50 million unsecured Loan 
Notes 9.79% 1996/2001 and the US $40 million unsecured Loan Notes 
7.75 96 1997/2002. 

In addition to the above there are contingent liabilities in respect 
of certain claims and litigation. In the opinion of the directors 
these are not expected to give rise to any significant liability. 

Other examples of disclosures which may constitute 
remote are as follows: 
(a) guarantees of subsidiary company liabilities; 
(b) bills discounted with recourse; 
(c) membership of VAT groups; and 
(d) performance bonds. 
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detailed that those of SSAP 18, in that IAS 10 does not require disclosure of the 

taxation implications of a contingency crystallising (SSAP 18, para 20). 

literature on Case 3: Pending litigation 

Bates et. al. (1982) sent questionnaires to 67 CPAs29 about a lawsuit 

contingency disclosure. The researchers divided the targeted respondents into 3 

groups. The first group assumed the role of the partner in charge of the audit of 

a new client. The second assumed the role of the partner in charge for the first 

time of the audit of a continuing client that had been audited by the CPA firm for 

the past 5 years. Group 3 assumed the role of the partner in charge for 5 years of 

the audit of a continuing client. The respondents were told to indicate (1) the 

absolute amount of the contingent loss to be disclosed in the account, and (2) to 

rank the importance of 8 determinants given to them. For the absolute amount, 

Bates et al found that the average level of materiality for group 1 is $201,000, 

group 2 is $167,000 while in group 3, the average is $365,00030 • The overall 

average is $244,000. The results show that potential needs for rotation to mitigate 

the psychological effect developed from long term auditor-client relationships. That 

is the longer the relationship that an auditor has with the client, the higher the 

materiality thresholds (p.63). 

All the three groups viewed the percentage of net income as the most 

These respondents had at least 5-year experience from 
locations throughout the US. Among the respondents, 4 
are from national, 2 regional, and 2 local CPA firms. 

JO The averages for these three groups are significantly 
different at a probability level of 0.02. 
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important factor31 to determine materiality levels for a contingent loss situation. 

The amount of net income given in the hypothetical company was $900,000. 

Using net income as the determinant for materiality, the results of the study show 

that materiality threshold for contingent loss for group 1 (that is partners in charge 

of an audit of a new client) is 22 %, 19% for group 2 (that is partners in charge 

for the first time of a continuing client), and group 3 (that is partners in charge of 

a client for the last five years) is 41 % of net income. The materiality threshold is 

comparatively higher than Pattillo's study (5.9%). From the results of the 

questionnaires32 , which requested respondents to state the absolute amount in 

which the outcome of a legal suit against a company is considered material33 , 

Pattillo concluded that net income (without indicating how and why net income is 

the determinant for this case) is the most popular criterion for determining 

materiality {p.82). Results of Pattillo's survey on the materiality level of the amount 

31 The ranking for other determinants of materiality are 
percentage of equity, third is the absolute amount, 
forth is percentage effect on earnings per share, 
fifth is nature of the item, sixth is percentage of 
assets, seventh is percentage of liabilities and 
eighth is percentage of sales. 

J2 Received 684 (45.6%) responses (no breakdown was 
available on the composition of each of the target 
groups nor any indications of the response rate of 
each group) . 

33 The case regarded a hypothetical manufacturing company 
named as a defendant in a suit infringing the patent 
of another company. Several product lines were based 
upon the patents currently being contested. If the 
hypothetical company were to lose the case, there 
would be a substantial long run adverse impact upon 
the earning power of the company, and there would also 
be a one time loss that would be incurred from the 
adjudication. The company's counsel advised that the 
suit had legal merit, but made no prediction about the 
final outcome. 
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of abandonment of a production facility are summarised below: 

Types of respondents absolute amount ($'000) % of net income (of $1 50 
millions) 

financial executives in 10543 7% 
· Fortune 500' companies 

financial executives not in 7775 5.2% 
· Fortune 500' companies 

bankers 10301 6.9% 

financial analysts 6010 4% 

Certified Public Accountants 9237 6.2% 

accounting academia 7347 4.9% 

Average (overall) 8854 5.9% 

Respondents in Pattillo's study were given a range of absolute amounts from 

$0 to $25.5 millions {at the interval of $3 million) to indicate the point at which 

the item was considered material. The researcher then used the mean of the 

absolute amount which is considered material to compare with net income before 

the extraordinary item of $1 50 million to arrive at the percentage of the item with 

net income before the extraordinary item. There is no indication of the amount of 

possible losses due to litigation. 

Based on the above, it is intended to establish the materiality level on 

contingent liabilities and the following hypothesis is thereby formulated: 

H3 : that net income is the main determinant for contingent liabilities, and if 

the amount of contingent liability is more than 10% of net income, it is 

considered material. 
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Case 4: Cash defalcation 

Cash is the most important and liquid asset to a company. It is vulnerable 

to defalcation by employees and directors (Woolf [1997], Porter, Simon and 

Hatherly [ 1996)). It is the responsibility of the management to ensure that a proper 

internal control system is installed to minimise defalcation (Woolf 1997, p390). 

However, there is no guideline on materiality level on disclosure of cash 

defalcation in the financial statements34 . This case study attempts to assess the 

extent to which cash defalcation needs to be disclosed in the financial statements 

and/or subject to audit verifications in the course of an audit. 

The Companies Act (Schedule 9) requires cash (both in hand and at banks) 

to be disclosed as a separate item in the balance sheet, but did not request for 

disclosure of defalcation, or state materiality levels to justify separate disclosure 

of defalcation. 

literature on Case 4: Cash defalcation 

In Mayper et. al. (1989) study, a hypothetical case study (a dental supply 

company) containing internal accounting control weaknesses (IACW) was given 

34 FRS 3 (Reporting Financial Performance, 1992) requires 
all expectional items to be separately disclosed. 
Exceptional items are 'material items which derived 
from events or transactions that fall within the 
ordinary activities fo the reporting entity and which 
individually or, if of a similar type, in aggregate 
need to be disclosed by virtue of their size or 
incidence if the financial statements are to give a 
true and fair view' (para 6). In view of this, if the 
defalcation is material, the amount should be 
disclosed separately as an exceptional item in the 
financial statements. 
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to 38 audit seniors 35 • The respondents were requested to indicate, on a 7 point 

scale (from 1 as the least important to 7), the importance of the following type of 

assets attributing to weaknesses in internal control: cash, dental supplies, and 

dental equipment. Mayper et al found that IACWs that involve lack of authorisation 

are relatively more material if the IACW affects supplies or equipment rather than 

cash (p.80). The Maypers' study also found that IACWs often result where there 

is lack of segregation of duties. Where cash rather than non-cash assets are 

involved, IACWs are relatively more material (p. 80). However, the study did not 

identify the extent of weaknesses of internal control leads to cash defalcation, or 

specify the amount of cash defalcation which leads to additional audit works to be 

carried out. There is no known systematic study on materiality levels which 

recommends disclosure of defalcation of cash by employees and directors36 . 

The following hypothesis is thereby formulated: 

H4 : that the materiality level on cash defalcation differs between employees 

and directors at 5% level of significance. 

35 Each respondents had at least 2 years experience, from 
S Big Eight. 

36 Checked to the Accounting and Business Index (ABI) and 
Ann Bar for 1995-1997 using key words and combinations 
thereof: 'defalcation', 'fraud', 'cheat' and 'errors'. 
Also checked to indices of the Journal of Financial 
Crime (from 1994, date of inception to 1997). 
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Materiality and audit risk 

The Mayper et al (1989) study also requested respondents (the auditors 

group only37 ) to indicate audit risk relating to each of the above four cases. Audit 

risk is included in view of the publication of the SAS 300 (Accounting and internal 

control systems and audit risk assessments, 1995). The Statement identified three 

categories of risk: detection risk, control risk and inherent risk. However, nothing 

has been mentioned about the relationships between these categories of risk. 

In the past fifteen years audit risk models have been mentioned in auditing 

standards and guidelines (e.g. C.I.C.A. [1980]; A.I.C.P.A. [1981, 1983]; A.P.B. 

[1987]), auditing literature (e.g. Warren [1979]; Cushing and Loebbecke (1983); 

Aldersley [1989]; Kinney [1989]; Sennetti [1990]; Walz [1991 ]; Skerratt and 

Woodhead [1992]; Woodhead [1992]), and audit manuals (e.g. Gwilliam and 

Macve [1982]; Cushing and Loebbecke [1983); Grobstein and Craig [1984]; 

Mullarkey [1984]; Pickett and Vinten [1997], Sullivan [1984]; Turley and Cooper 

[1991 ]) . The audit risk model is also widely applied in the practical world. Turley 

and Cooper's review of selected audit manuals in the U. K. noted that '(t)he most 

common approach ... (of these firms), involves reference to the audit model which 

is contained in the U.S. Statement of Auditing Standards no. 47 (A.I.C.P.A. 

[1983]) and ... the U.K. (draft) Auditing Guidelines on Sampling (A.P.C. [1987]}' 

(1991, p. 60). A similar trend of practice is noted in the U.S.A. (Cushing and 

Loebbecke [1983]). There have been models constructed by Leslie et. al. [1979], 

37 Audit risk is normally faced by auditors in the course 
of their audits. In view of this, the questionnaires 
for the non auditors' group excluded the audit risk 
element. 
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Kinney [1989], Sennetti [1990], and extended by Skerratt and Woodhead [1992] 

based on the definition of audit risk by the AICPA [1989]. That is audit risk 

includes: 

(1) risk that material errors exist (IR); and 

(2) risk that these material errors are not detected by auditors. That is 

risk which is not detected or prevented by the entity's internal control 

structure (CR); and risk which is not detected by analytical 

procedures and other relevant substantive tests (DR). 

Audit risk (AR) is thus equal to IR x CR x DR where IR is inherent risk that 

a given account balance or class of transactions contains material errors in the 

absence of internal control (Leslie [1984]; Colbert [1988]; Peters et. al. [1989]; 

Dirsmith and Haskins [1991 ]). Dirsmith and Haskins [1991] note that inherent risk 

is the extent auditors have • ... an understanding of a client's business and its 

environment' (p. 71). CR is control risk that auditors' assessment of the internal 

control structure fails to prevent or detect a material error that has occurred (Fields 

et. al. [1989); Brown and Solomon [1990)). DR is the detection risk whereby 

auditors' assessment of the risk that analytical procedures and other relevant 

substantive tests would fail to detect errors that occur and are not prevented or 

detected by the internal control structure {SAS 300). However, the Statement of 

Auditing Standards 300 (Accounting and internal control systems and audit risk 

assessment) does not address the relationships, if there is any, between AR, IR, 

DR, and CR. 

The model outlined in SAS 47 and (draft) Auditing Guidelines on Sampling 
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(A.P.C. [1987]) has been criticised on several points. Cushing and Loebbecke 

[1983] questioned the assumption that the risk factors are independent of each 

other and proposed that inherent risk, analytical review risk, and substantive-test 

risk all depend on internal control. They also criticised the model for not providing 

any guidance for aggregating the risk assessments made at the component level 

to the risk for the financial statements as a whole. Leslie [1984) expressed 

concern on the assumption that the risk factors are independent of each other and 

the model in SAS 47 may result in an unjustifiable reduction in substantive tests. 

These views were supported by Kinney [1989] that it is difficult to decompose the 

audit risk into components, and quantify each of them (Chesney [1978, 1980], 

Daniel [1988]). 

Literature for audit risk 

Jiambalvo and Waller [1984) requested 13 auditors from one of the Big 8 

firms to assess audit risk from case information about four hypothetical clients' 

accounts receivable. The subjects were assigned to two groups. Group 1 was 

asked to make a direct holistic assessment of audit risk (AR1). Group 2 was asked 

first to consider and quantify audit risk for DR, IR, and CR, and then provide an 

assessment of AR (AR2). Jiambalvo and Waller [1984] found that there is no 

significant difference between AR1 and AR2, but there is a significant relationship 

between AR2 and DRxlRxCR. This indicates the multiplicative formula suggested 

by the SAS 39 was probably not being strictly applied by the auditors. 

In replicating Jiambalvo and Wailer's [1984] experiment, Daniels [1988) sent 
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questionnaires to randomly selected thirty three audit managers from 9 of the 10 

largest accounting firms in Oklahoma city. 

The experiment shows that respondents are not following the literal 

interpretation 38 of any of these three risk models in assessing audit risk for 

accounts receivable. 15 (45%) respondents assessed audit risk at 5%, while the 

multiplications of CR, DR and IR did not arrive at 5% (but at 7 .5 %) . The result is 

consistent with Jiambalvo and Wailer's [1984] experiment. This could be due to 

38 Daniel(l988) used the word 'literal' in the article to 
imply that respondents did not follow the rules laid 
down by the AICPA in assessing audit risk, as well as 
components of the audit risk (AR) (that is control 
risk, detection risk and inherent risk) . The AICPA 
postulated that the probability of AR is equal to the 
probabilities of CR X DR X IR. 

The legal interpretation of the word 'literal' is 
discussed below. 

It is the ordinary function of the courts to interpret 
statutory provisions and apply them. This arises when 
statutory words are unclear, or are not instantly 
susceptible of a clear interpretation, and the courts 
must resolve uncertainties and ambiguities in the 
language used. 

The approach of the judiciary can be classified by 
referenced to three rules of statutory 
interpretations: 

(1) literal rule: that is follow the words of an act 
even though they lead to a manifest absurdity, 

(2) the golden rule: that is words in a statute must 
be interpreted according to their natural, 
ordinary and grammatical meaning, so far as 
possible, but only to the extent that such an 
interpretation does not produce a manifestly 
absurd result, and 

(3) the mischief rule: where a statute was passed to 
remedy a mischief the court will, if possible, 
adopt the interpretation of the statute which 
will have the effect of correcting the mischief 
in question. (Henry [1994, pp.63-68], walker and 
Ward [1994, pp. 34-41]). 
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auditors tend to assess the overall audit risk for audit assignments rather than 

looking into the components of each of the audit risk in separations (all these 

respondents' firms do not have a guideline on audit risk) (Daniel [1988, p.180]). 

With the above, the following hypothesis was arrived at based on the US 

auditing standards and professional literature, but not supported by academic 

research in the US. The intention to include this hypothesis is to assess whether 

there exists relationships between components of audit risks. The following 

hypothesis is thereby formulated: 

H5 : that there are no relationships between AR, DR, IR and CR. 

The above five hypotheses were tested by sending questionaries to 2000 

respondents in the UK. Out of these 2000 respondents, 1000 were auditors and 

the remaining were non auditors. Non auditors included accountants in industry, 

lawyers, bankers, internal auditors, finance directors. Details of the results of the 

experiment are reported in Chapter 5 (Experiment and results}. 
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TABLE 1: GUIDELINES RECOMMENDED BY ACCOUNTING BODIES 

ACCOUNTING 
BODY 

Australian 
Accounting 
Research 
Foundation 
[197 4] and 
New Zealand 
Society of 
Accountants 
(1 985] 

The Canadian 
Institute of 
Chartered 
Accountants 
[1987] 

The South 
African Institute 
of Chartered 
Accountants 
[1984] 

MATERIALITY GUIDELINES RECOMMENDED 

- an item is: 
{a) material if it is > 10% of the appropriate base; 
(b) immaterial if it is < 5% of the appropriate base 

amount; and 
(c) subject to judgemental decisions if it lies between 

5-10% of the appropriate base amount. 

Appropriate base means: 
{a) for errors in profit and loss accounts: compared 

with: 
(i) operating profit for the current year; or 
(ii) average operating profits for the last 5 

years; 
whichever is relevant; 
{b) for errors in balance sheet: lower of 

(i) total share capital plus reserves; and 
{ii) appropriate balance sheet class total.' 

In normal circumstances, with respect to financial 
statements of profit-oriented enterprises prepared for 
general purpose use, matters which individually or in the 
aggregate would have an effect of altering income before 
income taxes and extraordinary items by less than five per 
cent might be considered to be immaterial, and by more 
than ten per cent to be material. Equivalent rules-of-thumb 
can also be expressed as appropriate percentages of: 
revenue; gross profit; total assets; shareholders' equity; 
account balances or by using a blended method that 
combines some or all of the above measures with a 
weiQhted for each [Appendix, p. 12) 

The possible range for determining planning materiality is: 

gross revenue 0.5-1 % 
total assets 1-2% 
gross profit 1-2% 
shareholders' equity 2-5% 
net orofit 5-10% 
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Anderson 
[1973] was 
commissioned 
by the 
Research and 
Publications 
Committee of 
the Institute of 
Chartered 
Accountants of 
Scotland to 
carry out 
research on 
materiality 
guideline. 

(a) a profit and loss item is considered material if it 
exceeds 10% of the standard net profits; 

(b) a statutorily-required disclosure profit and loss item 
is considered material if it exceeds 
(i) 5% of total expenses for an expense item; or 
(ii) 5% of total income for an income item; and 

(c) a balance sheet item is considered material if it 
exceeds 
(i) 5% of total assets; or 
(ii) 10% of the balance sheet caption. 

A standard profit is the average profits before tax for 
the preceding five years; but during a loss-making year or 
if the company is having an abnormally low profits for a 
number of years, then the standard profits should be based 
on the profit trend of the industry as a whole. 

168 



Chapter 5 

Survey and results 

Abstract 

Results of the 2,000 questionnaires (25 .6% responses rate) sent to auditors 

and non auditors in the UK are: (1) the absolute amount of materiality thresholds 

for non cash items is £50 million, and £2 million for cash or cash related items, 

and (2) the relative amount of materiality threshold for non cash items is 10% of 

net profit, while the threshold for cash or cash related items are 2 % of the cash 

balance. 

These results are consistent with previous research. There is a need to 

review the justifications of having a mathematical guideline for materiality for the 

auditing and accounting professions in the UK. 

Introduction 

This Chapter records the processes and results of an empirical study, 

through sending 2,000 questionnaires (with 25.6% response rate) to auditors and 

non auditors in the UK. The aim of the empirical study is to test the hypotheses 

discussed in Chapter two (on' Justifications for research methodology on 

evaluation of materiality and audit risk'). 

Triangulation 

There are sound reasons for using several different methods in the same 
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study. Abrahamson ( 1 983) points out that this approach prevents the research 

becoming method-bound: the strength of almost every measure is flawed in some 

way or other, and therefore research designs and strategies can be offset by 

counterbalancing strengths from one to another. The use of multiple, but 

independent, measures is known as triangulation, a term borrowed from navigation 

and surveying where a minimum of three reference points are taken to check an 

object's location (Smith [1975]). There are four categories: data, theoretical, 

investigator and methodological triangulation. 

Triangulation of theories involves borrowing models from one discipline and 

using them to explain situations in another discipline. This can frequently reveal 

insights into data which had previously appeared not to have much importance. 

Data triangulation refers to research when data is collected over different 

time frames or from different sources. Many cross-sectional designs adopt this 

type of research. Triangulation by investigators is where different people collect 

data on the same situation, and the results are then compared. This is one of the 

advantages of a multi-disciplinary research team as it provides the opportunity for 

researchers to examine the same situation and to compare, develop and refine 

themes using insights gained from different perspectives. 

Todd (1979) advocates methodological triangulation where both quantitative 

and qualitative methods of data collections were carried out. These include 

questionnaires, interviews, telephone surveys and field studies. Todd (1 979) 

argued that triangulation is not an end to itself, but an imaginative way of 

maximising the amount of data collected. This thesis follows methodological 
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triangulation. 

Survey instruments 

When it comes to surveys, Baker ( 1 994) argued that there are two primary 

modes. These are questionnaires and giving interviews (p.173). Both methods are 

based on a set of questions. In the questionnaire, these questions are written 

down and the respondent reads them and gives written answers. In an interview, 

the interviewer asks the questions as they are written in an interview schedule and 

then records the respondents' answers either by writing them down or recording 

them electronically. Interviews may be face to face or they may be carried out on 

the telephone (p .174). 

Both Hussey and Hussey (1997, p.162), and Saunders, Lewis and Thornhill 

(1997, p. 244) argued that questionnaires are popular methods to collect data, and 

'capture a wider range of responses at a relatively cheaper mean than conducting 

interviews' (Zikmund [1994, p. 211], Baker [1994, p. 174)). Both questionnaires 

and telephone interviews were used in this study. The questionnaires were used 

to capture a wider responses (results are reported in this Chapter), and the 

telephone surveys were conducted on those non respondents and selected 

interviewees (reported in Chapter 6). 

Precedents for research in materiality 

Both Holstrum and Messier (1982) and Chewning, Pany and Wheeler (1989} 

argued that methodologies adopted by researchers on materiality can be divided 
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into two main categories. These are questionnaire and laboratory experiments, and 

archival research. For those questionnaires and laboratory experiments, 

researchers obtained research evidence through either questionnaire surveys or 

judgment-capture laboratory experiments 1 . The size and range of samples of the 

laboratory experiments are small and normally confined to an identical group of 

respondents (Chewning, Pany and Wheeler [1989]) . Examples of the laboratory 

experiments are questionnaires for 121 MBA students (Rose et al [1970]), 20 

portfolio managers (Sweeney [1980]), 15 audit partners of one of the Big Eight 

firms of accountants (Moriarity and Barron [1976]). The advantage of this exercise 

is researchers could access the returns of the surveys almost instantly, but the 

responses may not reflect the views of the population or the community (for 

examples auditors, portfolio managers). 

The archival studies of materiality judgements basically utilises published 

data. Neumann (1968) examined the impact of 300 annual reports on changes in 

accounting policies on depreciation on auditors' opinions. The results showed that 

auditors tend to qualify audit reports if there is no disclosure of the accounting 

changes and if the changes affect 10% of net income before tax {p.1 5). Chong 

( 1993) conducted a survey on the past ten years of the extent to which 

extraordinary and exceptional items were reported in the annual reports of 100 of 

the Times Top 1000 (93/94) companies in the UK. This means 1000 (100 x 10) 

This method of experiment is not discussed separately 
in the books on research methodologies referenced 
above. Laboratory experiments are separately 
classified (from questionnaire surveys) by Holstrum 
and Messier (1982) due to 'the size of samples is 
small and this method normally involves one identical 
group of respondents.' (p. 53) 
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observations were analysed. The results showed that these companies tend to 

report extraordinary and exceptional items in the annual reports even though they 

are 2% of net profit before tax. This method of survey has its limitations of (1) the 

sample size selected is relatively small (compared to questionnaire surveys) and is 

limited to a certain period of time, and (2) the results of the surveys depend upon 

occurrence (or non occurrence) of events. For example, in the case of Chong's 

study ( 1 993) disclosures of extraordinary items in the financial statements are due 

to the nature of the events, and the amount thereof. There could be occasions 

when an event occurs, but the amount does not warrant disclosure. In view of 

this, the results of the surveys could be skewed. 

In view of the above, this study uses a questionnaire survey in an attempt 

to capture a wide range of responses. Telephone surveys were carried out as a 

follow up on those non responses and selected individuals (see Chapter 6). 

Hypothesis 

The hypotheses, discussed in Chapter two, are: 

Case 1: an unusual item: loss on discontinuation of a production line 

H,: Net income is the main criterion to determine materiality for 

discontinuation of a production facility, and if the amount arising due to the 

discontinuation is more than 7% of net income, it is considered material. 

Case 2: Change of accounting policies: change of stock valuation 

H2 : that net income is the main determinant for changes in accounting 
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policies on stock valuation, and if the amount arising from the change is 

more than 10% of net income, the amount is considered material, if it is 

less than 5% of net income, it is immaterial. 

Case 3: Contingent liabilities: pending litigations 

H3 : that net income is the main determinant for contingent liabilities, and if 

the amount of contingent liability is more than 10% of net income, it is 

considered material. 

Case 4: Cash defalcation 

H4 : that the materiality level on cash defalcation differs between employees 

and directors at 5% level of significance. 

Materiality and audit risk 

H5 : that no relationships exist between AR, DR, IR and CR. 

The last hypothesis was designed for the auditors' group of respondents. 

This is because auditors not only need to consider the materiality of an item in the 

course of an audit, but also to assess the risk which may arise due to non audit 

or non reporting. Respondents of the survey were requested to indicate, on the 

scale of 1 to 10 { 1 being the lowest, and 10 the highest level of risk), on the 

control risk, planning risk, detection risk, and audit risk of each of the four 

hypothetical cases. The purpose of the exercise is to establish the audit risk 
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involved in each of the cases, and to assess whether there is any relationship 

between planning risk, control risk, detection risk, and audit risk. 

This Chapter is divided into three parts. First, the methodology applied for 

the study (together with the design and process of selecting the populations and 

samples). In the second part of the Chapter, results of the survey are tabulated 

and discussed, while in part three, the results are analysed. 

Methodology 

Questionnaire design 

The instrument for this research is a questionnaire. Each questionnaire 

contains four cases of a hypothetical company (ABC PLC}. These are losses on 

discontinuation of a production line, a change in stock valuation, a pending 

litigation, and cash defalcation. 

For each of the cases, respondents were requested (1} to judge the absolute 

amount of materiality for each situation, (2) to state the criterion/criteria in 

entering the judgements, and (3) to indicate the percentage relationships between 

the amount of the item and the amount for the materiality criterion for each of the 

cases 2 • Each set of the instruments contains a copy of the questionnaire, an 

The questionnaires for both the auditors and non
auditors groups are identical except the auditors were 
requested: 

(1) to assess the materiality thresholds for each 
judgement at various stages of an audit (that is 
at the planning stage, the testing stage, 
evaluation stage and disclosure in the financial 
statements), and 

(2) to indicate the 'risk' element of the cases. 
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accompanying letter, a copy of instructions to complete the questionnaire, and a 

self-addressed post free envelope for replies (see Appendix 1 for a sample letter 

to the auditors and instructions to complete the questionnaire, and Appendix 2 for 

a copy of the letter to the non auditors and instructions to complete the 

questionnaire). 

The questionnaires sent to both the auditors' and non auditors' groups are 

identical, that is both sets of questionnaires contained four cases, and respondents 

were requested to respond based on financial information of the hypothetical 

company (ABC PLC). 

The individual respondent was requested to indicate (for each of the four 

cases}: 

(a) the absolute amount of materiality, the criterion for determining 

materiality3 and the percentage thereof4 for the non auditors' group, 

and 

(b) the absolute amount of materiality, the criterion of determining 

materiality and the percentage of the items at the four stages of the 

audit5 , and the audit risk6 involved for respondents from the auditors' 

group. 

For example, sales, profits, share capital, total 
assets, and any other criterion the respondents think 
fit. 

That is a percentage of the criterion. For example, 5% 
of net profit before tax, 10% of sales etc. 

That is the planning stage, testing stage, evaluation 
stage, and disclosure stage of an audit. 

That is at the planning stage, testing stage, 
evaluation stage, and the overall risk to an audit. 
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Pilot study 

A pilot study was carried out in September 1994. The purpose was to 

receive feedback on the design and content of the questionnaires. Both types of 

questionnaires (that is for the auditors' group, and the other for the non auditors' 

group) were sent. For the non-auditors' group, two copies of the questionnaires 

were sent (both replied) to finance directors7 of two PLCs. For the auditors' group, 

ten8 (five responded) copies of questionnaires were sent to the technical partner 

of a Big Six firm in Southampton. Out of the total of seven questionnaires 

received, six were useable9 . 

The results of the pilot study show that the absolute amount of materiality 

7 The two finance directors were targeted because the 
researcher met them at the British Accounting 
Association workshop organised by the British 
Accounting Association Research Summer School at the 
University of Bath, Bath (September 19-23, 1994). The 
theme of the workshop was ~Everyday finance directors 
and studying their reality'. 

Selection of respondents for the pilot study for the 
auditor group was done by the technical audit partner 
of the Big Six firm in Southampton. The researcher 
discussed and agreed with him that the basis of 
selection reflects the proportion of the number and 
level of responsibilities of individuals (that is 
between partners and managers) making audit decisions 
on materiality at the Southampton branch. Three audit 
partners and seven audit managers were selected. One 
partner and 4 audit managers responded (50% response 
rate) . 

The unusable questionnaire was from a partner of the 
Big Six whereby the questionnaire needs to indicate 
whether the materiality threshold is at the planning, 
testing, evaluation or disclosure stage of an audit. 
In view of this, the questionnaires for the auditors' 
group were updated to include this comment. 
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for non cash items is £50 million 10, and £2 million for cash items 11 .1 0% of net 

profit is the main criterion for determining non cash items, and 1% of cash balance 

is the relative term for cash items. 

Selection of samples 

Altogether 2,000 samples12 were selected from the total population 13 • 1,000 

10 That is based on the results of the cases on ABC PLC 
on (1) loss on discontinuation of a production line, 
(2) changes in stock valuation, and (3) effects of a 
pending litigation. All these cases are primarily non
cash transactions. 

11 That is defalcation of cash by employees and directors 
of ABC PLC. 

The sample size is determined by the following 
formula: 

where 
N= number of items in sample 
Z 2 = square of the confidence interval in standard 

error units 
p= estimated proportion of successes 
q= estimated proportion of failures 
E 2 = square of the maximum allowance for error between 

the true proportion and square proportion (Zikmund 
1994, pp495-496 and Table 17 .11 on 'selected 
tables for determining sample size when the 
characteristic of interest is a proportion' 
p497). Also see Berenson and Levine (1992, pp. 
346-348) for illustration and explanations. 

Both Zikmund (1994) and Berenson and Levine (1992) 
support the view that to arrive at an optimum sample 
size of a population which has a parameter (that is 
the variable or measured characteristic of a 
population) assumed to be 70% or over, at a 95% 
confidence level, and the allowance for sampling error 
will not be greater than 2%, then the number of 
samples is 

N=(l.96) 2 (0.7) (0.3)/(0.02) 2 

=2016.75 
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were allocated to the auditors' group, while the remaining to non auditors. 

Auditors are those who are in practice and residing in the UK, either as a sole 

proprietor or in partnership, while the non-auditors' group includes both preparers 

and users of financial statements. Preparers are qualified accountants employed 

in commerce and industry, and involved in decision making on materiality in the 

normal course of preparing financial statements 14; while users15 of financial 

statements include bankers, directors, financial analysts, internal auditors, judges, 

and solicitors. 

Table 1 sets out the bases of selecting samples from the memberships of 

various professional bodies. A detailed listing of the professional bodies was 

extracted from the Yellow Pages (under the headings of 'Associations', and 

'Professional Bodies'). The membership secretary of each of the professional 

bodies was then contacted by telephone. The purposes of the survey and content 

of the questionnaires were explained to the secretaries. These telephone contacts 

were made in late September and early October 1994. Normally, the secretaries 

A round up sample size of 2000 was selected. 

13 Sources of the population are indicated in Table 2 of 
this Chapter. 

14 In view of this, members of the Association of 
Accounting Technicians were excluded, while members of 
the accountancy bodies like ICAEW, ACCA, ICSA, ICAI, 
CIMA, CIFPA were included in the study. 

15 Despite the Corporate Report (1976) listing seven 
groups of users, namely shareholders, business 
contacts, lenders, the general public, government, 
financial analysts, and employees, it is difficult to 
obtain sensible responses from all the groups due to 
extent of knowledge and appreciation of the content of 
the financial statements, which may also differ from 
a group to another. 
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requested a copy of the questionnaires for review to ensure that the content is 

appropriate to its members. 

A follow up telephone call was made two days after the questionnaire was 

sent to ensure that it arrived, and to check upon decisions on its appropriateness. 

Decisions made by these professional bodies, whether to accept or decline to 

participate (together with reasons) in the survey are noted in Tables 1 and 216 . 

Professional bodies which agreed to take part in the survey were then asked for 

the actual number (if it is not readily available, the estimated number) of members 

who are active (that is non-retired members), and currently residing in the UK17 • 

From the information obtained over the telephone, the total number of individuals 

belonging to the non auditors' group is 178,853, while the auditors' group is 

47, 78018 . 

16 For the non auditors' group, out of nineteen 
professional bodies, six declined to take part in the 
survey. As indicated by the respective Secretary 
General of the professional bodies, the content of the 
survey is not appropriate for their members. These are 
the Association of International Accountants, The 
Association of Corporate Treasurers, The Finance and 
Leasing Association, The Future and Options 
Association, The Institute of Company Accountants, and 
The Institute of Chartered Secretaries and 
Administrators (see Table 1). 

For the auditors', all the existing five professional 
bodies were prepared to take part in the survey (Table 
2) . 

17 The researcher has to rely upon information supplied 
by the secretaries of each of the professional bodies 
on their total number of active members. It is 
difficult to check the accuracy of these numbers due 
to inaccessibility. Refer to Tables 1 and 2 for 
professional bodies which refused to release 
membership lists. 

18 There is a possibility that an individual could belong 
to more than one professional bodies. It is again 
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The total number of members from each of the professional bodies were 

then scaled down to 1,00019 . For example, in Table 1 (for the auditors' group) 147 

have been allocated to the Chartered Association of Certified Accountants (ACCA). 

From the membership lists, all the non eligible members20 were first identified and 

then deleted from the lists, and a selection is made on every 178th eligible 

member. Once selected, the number is properly sequenced, and a set of the 

questionnaire is then sent to the respondents. 

Process 

The selected individual is then sent a set of the questionnaire 21 . These 

questionnaires were despatched on Thursday and Friday November 3 and 4, 

difficult to avoid this double counting. 

To avoid this happening, the researcher has included 
a note in the instructions to complete the 
questionnaires that if a respondent receives duplicate 
copies of the questionnaire, he/she is requested to 
return the questionnaire marked 'duplicate'. In this 
study, there is no indication of a duplication. 

19 As before, the number of samples is 

N=(l.96) 2 (0.7) (0.3)/(0.02) 2 

=2016.75 

A round up sample size of 2000 was selected. 

In view of the survey consists of auditors and non 
auditors groups, the sample size of 2000 is divided 
equally between the two groups. 

20 These are members who are either non-UK residence 
(based on the address) members or in practice. 

21 Respondents identified were sent an accompanying 
letter, a set of questionnaire, instructions to 
complete the questionnaire, and a self-addressed 
postage free envelope. 
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199422 and respondents were requested to respond within two weeks (that is by 

November 18) 23 • A follow up was made 24 for those non responses on Friday 

December 2, 1994, and respondents were expected to return the responses by 

December 16, 199425 . 

Respondents were told, in the letter accompanying the questionnaires, the 

latest date to respond to the questionnaire, and the importance of responding to 

the survey since the results could affect and contribute towards both the 

accounting and auditing professions. No pre-notifications of the sending of the 

questionnaires was made, as this will not greatly enhance the response rate and 

due to large sample size and impact on the costs {Haggett and Vincent-Wayne 

[1994, p.108] 26). 

22 The questionnaires were sent, by first class mail, on 
two separate days due to the large volume (altogether 
there were 2000 envelopes). 

23 A total of 249 (97.3% of the total of 256 responded) 
from the auditors' group and 256 (97% out of the total 
264 responded) from the non auditors' group responded 
in the first request. 

24 A separate covering letter was included in the follow
up exercise, to remind respondents the importance of 
their responses to the survey. 

25 Additional 15 responses were received ( 7 from the 
auditors, and 8 from non auditors). 

26 The authors reviewed a wide range of literature on 
mail surveys in the consumer field. They found that 
'overall, pre notification increase an average of 6% 
with telephone being the most enhancing (16%), 
followed by letter (6%) and postcards (2.5%). In 
general, pre notification reduces response days by 
one, but has little effect on response quality, which 
may have impact on costs' (p.108). 
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Results 

Response rates 

Tables 3 and 4 set out the response rates from the selected members of 

each of the professional bodies. For the auditors' group (see Table 3), altogether 

268 (26.8%) questionnaires were received from both requests 27 . Out of 268 

responses, 256 (25.6%) were usable28 • For the non auditors' group (see Table 4), 

altogether 271 (27. 1 %) questionnaires were received from both requests 29 . Out 

of 271 responses, 264 (26.4%) were usable30 . 

Statistical tests and non responses 

SPSS31 was used to analyse the results of this study. Analysis of variance 

27 A total of 249 (97.3% out of the total 256 responded) 
from the auditors' group responded in the first 
request. 

28 Twelve (1.2%) responses were unusable. These included 
change of profession (from public practice to 
academic) (1), in charge of insolvency matters in the 
firm (2), a tax partner (4), an information system 
partner (1), returned to sender (2), materiality is in 
audit manual (1) , and too time consuming ( 1) . As 
regards the response on ~materiality is in audit 
manual', a follow up was made through a phone call 
requesting a copy of the page which contained 
reference to materiality in the audit manual; 10% of 
net profit before tax was the recommended threshold. 

29 A total of 256 (97% out of the total 264 responded) 
from the non auditors' group responded to the first 
request. 

30 Seven (0.7%) responses were unusable, with reasons 
returned to sender (3) , nothing to add ( 2) , and 
materiality needs to be considered on qualitative 
matters only (1). 

-11 SPSS is a comprehensive and flexible statistical 
analysis and data management system. It can take data 
from almost any type of file and use them to generate 

183 



(A NOVA), the statistical technique which is used to test the null hypothesis that 

several population means are equal was used. The ANOVA examines variances of 

the observations within each group as well as variances between the groups of 

respondents. In this study, a one-way ANOVA was used throughout because all 

groups are mutually exclusive to each other, that is responses of one group is 

independent of another. 

The Bonferroni Test was also used throughout the analysis of the results. 

The test establishes whether the responses of any particular group(s) significantly 

differ from the others, and identifies which particular group(s) of respondents have 

significant means from the others (SPSS [1993, p.273]). 

A further test (called 'last wave' method) was carried out to assess any 

variations in responses between the first wave and the second, that is whether 

there exists any significant differences between the first and the second 

responses, and any variations between responses and non responses (Filion 

[1975/76], and Lankford et al [1995]). Results of a series of Chi-square tests show 

that there exists no significant differences between both waves of responses32 , or 

suggest any indications of samples in this study suffer from any significant bias 

from non responses (Filion [1976], and Lankford et al [1995, p.9]). 

Return rates and non response bias issues in mail questionnaires have been 

the focus of numerous research studies (Choi et al [1992], Dolsen and Machlis 

tabulated reports, charts, and plots of distributions 
and trends, descriptive statistics, and complex 
statistical analyses (SPSS [1993, Preface p.iii]). 

32 For examples: firm 1 s turnover is X2=0.77 at p~0.05, 
geographic locations of X2 =0. 67 at p~O. 05, and number 
of employees of X2 =0. 73 at p~O. 05. 
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[1991], Woodside and Ronkainen [1984], Hammitt and McDonald [1982], Wellman 

et al [1 980]). Babbie (1986) notes a demonstrated lack of response bias is more 

important than a high response rate, while both Hammitt and McDonald (1982), 

and Shaw and Ling ( 1 992) found that there were no important differences in the 

early and late respondents, and no or little differences existed between 

respondents and non respondents. However, Lankford et al (1995) concluded that 

'the rate of return should be acceptable once the waves do not differ from each 

other. In addition, the respondents will not differ significantly from non 

respondents' (p.12). 

The results of this study show that there exist no significant differences 

(p~0.05) for both waves of responses, no bias exists between responses and non 

responses, and 'that the possibility exists that a third wave of surveys was not 

necessary, nor need to concern with the impact of non responses.' (Lankford 

[1995, p.11 ]). 

Analysis 

The results of the survey are analysed and presented in accordance with the 

sequence of the questionnaire (see Appendices 1 and 2). The analysis will first be 

based on responses from the auditors' group, and then the non auditors' group. 
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Auditors' group (see Appendix 3) 

Part A of the questionnaire: Personal details 

The average time taken to complete the questions was 27 minutes33 . Out 

of the total 256 (26%) respondents, 117 (46%) are audit partners, 69 (27%) are 

audit managers, and 70 (27%) are sole proprietors34 • 

Part B of the questionnaire 

Summarised results of the responses from the auditors' group are: 

The mode is 20 minutes (19%-) and the next is 30 
minutes (18%-). 

34 Part A of Appendix 1 shows other information of the 
respondents as follow: 
(1) 38% have an undergraduate degree (Q3), 
(2) 79% are male (Q6), 
(3) 15% worked in London (Q7), and 
(4) 13% are currently employed by one of the Big 6 

( Q13) . 

The average age group of the respondents is 41-45 (Q5) . 
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Cases/Judgements Results 

Absolute amount Relative measurement 
(£million) 

mode x 0 mode 0 
(%) 

1. Loss on discontinuation of production line 

1 A: effects of the loss is on this year's income 

For disclosure in the financial statements 50 41.7 22.6 10% NPBT 66 0.94 

At the planning stage of an audit 50 41.5 23.4 10% NPBT 71 0.98 

At the testing stage of an audit 50 40.6 23.2 10% NPBT 65.6 0.88 

At the evaluation stage of an audit 50 40.3 23.2 10% NPBT 64 0.92 

1B: effects of the loss is on this year's and future income 

For disclosure in the financial statements 50 39.7 19.3 10% NPBT 67.3 1.17 

At the planning stage of an audit 50 39. 1 18.1 10% NPBT 71.2 0.87 

At the testing stage of an audit 50 38.2 1 8 .1 10% NPBT 68.8 0.87 

At the evaluation stage of an audit 50 37.7 18.5 10% NPBT 64 1.0 

1C: effects of the loss would have a positive effect on the 
company's future income 

For disclosure in the financial statements 50 39.8 19.3 10% NPBT 65.6 0.90 

At the planning stage of an audit 50 40.1 29.4 10% NPBT 71.5 0.89 

At the testing stage of an audit 50 39.2 29.1 10% NPBT 67.5 0.89 

At the evaluation stage of an audit 50 39.0 29.2 10% NPBT 65.5 0.89 

~- ~-·······-··· 

2. Changes in stock valuation 

2A: P/E ratio of company and industry are the same, the extent of 
the change is considered material 

For disclosure in the financial statements 50 30.5 20.1 10% NPBT 52.2 0.82 

At the planning stage of an audit 50 30.3 19.8 10% NPBT 55.4 0.84 

At the testing stage of an audit 50 29.8 19.8 10% NPBT 53.4 0.84 

At the evaluation stage of an audit 50 29.8 20.0 10% NPBT 52.2 0.85 

2B: P/E ratio is higher than industry, the extent to which the 
change is considered material 

For disclosure in the financial statements 50 32.5 19.6 10% NPBT 55.LI 0.98 

At the planning stage of an audit 50 30.6 19.3 10% NPBT 55.4 1 .01 

At the testing stage of an audit 50 31.3 19.5 10% NPBT 53.4 0.95 

At the evaluation stage of an audit 50 29.7 19.7 10% NPBT 51.0 1.03 

2C: P/E ratio is lower than the industry, the extent to which the 
change is considered material 
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For disclosure in the financial statements 50 31.4 19.5 10% NPBT 53.0 

At the planning stage of an audit 50 31.5 19.2 10% NPBT 53,6 

At the testing stage of an audit 50 30.8 19.2 10% NPBT 53.2 

At the evaluation stage of an audit 50 30.9 19.2 10% NPBT 54,0 

3. Pending litigation 

3A: P/E ratio of company and industry are the same, the extent of 
the change is considered material 

For disclosure in the financial statements 50 38.0 21.3 10% NPBT 70.3 

At the planning stage of an audit 50 37.7 21, 1 10% NPBT 70.4 

At the testing stage of an audit 50 37,3 21.4 10% NPBT 68,8 

At the evaluation stage of an audit 50 37.0 21, 1 10% NPBT 63.6 

3B: P/E ratio is higher than industry, the extent to which the 
change is considered material 

For disclosure in the financial statements 50 37,6 20,3 10% NPBT 71.9 

At the planning stage of an audit 50 37.7 20,5 10% NPBT 73.7 

At the testing stage of an audit 50 37.0 20.6 10% NPBT 68.8 

At the evaluation stage of an audit 50 36.5 20,5 10% NPBT 62.3 

3C: P/E ratio is lower than the industry, the extent to which the 
change is considered material 

For disclosure in the financial statements 50 38.1 20.8 10% NPBT 69.5 

At the planning stage of an audit 50 37,8 20.9 10% NPBT 70.0 

At the testing stage of an audit 50 37.5 20.8 10% NPBT 68.8 

At the evaluation stage of an audit 50 36.9 20.9 10% NPBT 65.2 

4. Cash defalcation 

4A: Employee's defalcation 

For disclosure in the financial statements 1 2.2 4.5 10% NPBT 41.2 

At the planning stage of an audit 1 2.0 3.7 10% NPBT 41.0 

At the testing stage of an audit 1 1.9 3.5 10% NPBT 41.4 

At the evaluation stage of an audit 1 1.8 3.2 10% NPBT 42.2 

4B: Director's defalcation 

For disclosure in the financial statements 0 0.9 2.6 10% NPBT 61.3 

At the planning stage of an audit 0 1.0 3.9 10% NPBT 63.5 

At the testing stage of an audit 0 1.2 6.7 10% NPBT 64.7 

At the evaluation stage of an audit 0 0.8 2.4 10% NPBT 64.7 

0.82 

0.84 

0.84 

0.85 

1.01 

1.01 

1.12 

0.97 

1.03 

0.97 

1.1 2 

0.97 

1.1 7 

1.06 

0.97 

1.01 

0.74 

0. 75 

0.75 

0.75 

0.60 

0.62 

0.61 

0.62 

Notes: x means mean; i5 means standard deviation; 10% NPBT means 10% of net profits before tax. All means are 
significant at the 0.05 significance level (p,.Q.05). 
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Judgement 1A: effects of discontinuation loss on current year's income 

The absolute amount of materiality for disclosing the above effects in the 

financial statements is £41. 7 million35 • From the survey, the means of the absolute 

amount on the effects of discontinuation loss at the planning stage of an audit is 

£41. 5 million36 , while the materiality threshold is slightly lower at the testing 

(£40.6 million) 37 and evaluation (£40.3 million) 38 stages of an audit. This shows 

auditors tend to set a higher materiality threshold at the planning stage, and are 

prepared to lower the threshold at the testing and evaluation stages eventually 

when disclosing the items in the financial statements. The threshold is quite similar 

when the auditors start the audit, and at disclosure, despite 10% of net profit 

before tax39 being the favourite determinant for materiality at all stages of an audit. 

This implies that auditors tend to increase their confidence on the reliability and 

JS The mode is £50 million (20% of response rates). 

_16 The mode is £50 million (20% of response rates) . 

.n The mode is £50 million (20.7% of response rates) 

J8 The mode is £50 million (21% of response rates) . 

39 The numbers (and % in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

167 ( 66%) for disclosure of financial statements 

177 (71%) at the planning stage of an audit 

164 (65. 6%) at the testing stage of the audit 

160 (64%) at the evaluation stage. 

Results of the Bonferroni Test (p:o:O. 05) showed that 
there is no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
there exists no significant differences within each 
group. 
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accuracy of the system of internal control as well as the auditees, thereby 

reducing the extent of testing in the testing and evaluation stages. There is no 

known prior studies on the behavioural aspect of external auditors at various 

stages of auditing40 • 

Judgement 1B: effects of discontinuation loss on current and future income 

The absolute amount in this case is slightly lower than Judgement 1 A ( that 

is if the effects of discontinuation loss is solely on current year's income) of £41 . 7 

million. In Judgement 1B, the average amount of materiality for the disclosure 

stage is £39. 7 million41 • The amount is lower at the planning (£39.1 million) 42 , 

testing (which is £38.2 million) 43 , and evaluation stages (£37. 7 million) 44 • Again, 

this shows that auditors tend to set a higher materiality threshold at the planning 

and disclosure stages than at the testing and evaluation stages of an audit. 

Auditors tend to relax at the early stages of an audit, and increase the threshold 

at the actual operational stages of an audit. Again, 10% of net profit before tax45 

40 Checked to CD ROMS on Anbar, and Accounting and 
Business Index for 1995-1997. 

41 Mode of £50 million (22% of responded) . 

42 Mode of £50 million (23.5% of responded) . 

43 Mode of £50 million (23.1% of responded) . 

44 Mode of £50 million (21.5% of responded) . 

45 The numbers (and % in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

169 (67.3%) for disclosure of financial statements 

178 (71.2%) at the planning stage of an audit 

172 (68.8%) at the testing stage of the audit 
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remains the favourite determinant for materiality at all levels of an audit. 

Judgement 1 C: current discontinuation loss will have positive effects on current 

and future income 

The absolute amount in this case is quite similar to if the effects of 

discontinued loss affect both current year's and future year's income. The mean 

value of absolute amount for both disclosure and planning stages of an audit seem 

to be the same at £40 million46 , however it declines at the testing (which is £39.2 

million) 47 and evaluation stage (£39 million) 48 • Again, this is quite similar to 

Judgements 1 A and 1 B that auditors tend to start off with a higher level of 

materiality thresholds at the planning stage of an audit, then lower it at both 

testing and evaluation stages, and return to the level at the start of an audit when 

it comes to disclosing material items in the financial statements. 10% of net profit 

before tax49 remains the favourite determinant for materiality at all levels of an 

160 (64%) at the evaluation stage. 

Results of the Bonferroni Test (p~O.OS)showed that 
there is no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
there exists no significant differences within each 
group. 

46 The mode of materiality thresholds for both the 
disclosure and planning stages are at £50 million 
(this represents 56% and 21. 9% of responded 
respectively) . 

47 Mode of £50 million (23.1% of responded). 

48 Mode of £50 million (21.5% of responded). 

49 The numbers (and% in brackets) in favour of 10% of 
net profit before tax as the criterion are: 
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audit. 

In view of this, the hypothesis on 

H1 : Net income is the main criterion to determine materiality for 

discontinuation of a production facility, and if the amount arising due to the 

discontinuation is more than 7% of net income, it is considered material 

is accepted, and the materiality threshold is suggested to be at 10%. 

Judgement 2A: effects of change in the stock valuation method, and the 

company's P/E is 10: 1 (same as the industry's) 

The absolute amount of materiality at both the disclosure and planning 

stages of an audit is quite similar at £30.5 million50 , while it declines slightly at 

both the testing and evaluation (£29.8 million) 51 stages. The absolute amount 

164 (65.6%) for disclosure of financial statements 

178 (71.5%) at the planning stage of an audit 

168 (67.5%) at the testing stage of the audit 

163 (65.5%) at the evaluation stage. 

Results of the Bonferroni Test (p~O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and no 
significant differences within each group. 

50 The mode of materiality thresholds for both the 
disclosure and planning stages are at £5 O million 
(this represents 56% and 21. 9% of the respondents 
respectively) . 

51 The mode of materiality thresholds for both the 
testing and evaluation stages are at £50 million 
(this represents 21.5% and 23.1% of the respondents 
respectively) . 
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throughout the stages seems to be quite similar, and 10% of net profit before tax52 

is the favourite determinant for materiality at all stages of an audit. 

Judgement 28: effects of change in the stock valuation method, and the 

company's P/E is 25:1, while the industry's is 10:1 

The absolute amount in this case is the highest (£32. 5 million) 53 compared 

to all the other stages of an audit (of £30 million) 54 • This shows that auditors tend 

to relax in the course of an audit when it comes to material items, but quite 

stringent when these items are disclosed in the financial statements. Again, 10% 

52 The 
net 

numbers (and 
profit before 

% in brackets) in favour of 
tax as the criterion are: 

10% of 

130 (52.2%-) for disclosure of financial statements 

138 (55.4%) at the planning stage of an audit 

133 (53 .4%) at the testing stage of the audit 

130 (52.2%-) at the evaluation stage. 

Results of the Bonferroni Test (p:s; O. OS) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
no significant differences within each group. 

S3 The mode of materiality threshold is £50 
(this represents 21% of the respondents). 

million 

54 The average materiality threshold at planning stage is 
£30. 6 million (mode is £50 million or 22. 3% of the 
respondents), testing stage is £31.3 million (with a 
mode of £50 million or 21. 5%) , and the evaluation 
stage at £29.7 million (with the mode of £50 million 
or 22.7%). 
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of net profit before tax55 is the favourite determinant for materiality at all levels of 

an audit. 

Judgement 2C: effects of change in the stock valuation method, and the 

company's P/E is 5: 1, while the industry's is 10: 1 

The absolute amount in this case is quite similar at both the disclosure and 

planning stages of an audit (£31.5 million) 56 , and lower at both the testing and 

evaluation stages (£30.9 million) 57 • This shows that auditors tend not to disclose 

many material items in the financial statements compared to the audit processes 

55 The nurr~ers (and% in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

138 (55.4%) for disclosure of financial statements 

138 (55.4%) at the planning stage of an audit 

133 (53.4%) at the testing stage of the audit 

127 (51%) at the evaluation stage. 

Results of the Bonferroni Test (p::; O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and no 
significant differences within each group. 

56 The modes of materiality threshold for both the 
disclosure and planning stages are at £50 million 
(this represents 20. 6% and 24% of the respondents 
respectively) . 

57 The modes of materiality threshold for both the 
testing and evaluation stages are at £50 million 
(this represents 22.8% and 23.3% of the respondents 
respectively) . 
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(both the testing and evaluation stages). 10% of net profit before tax58 remains the 

favourite determinant for materiality at all levels of an audit. 

In view of this, the hypothesis on 

H2 : that net income is the main determinant for changes in accounting 

policies on stock valuation, and if the amount arising from the change is 

more than 10% of net income, the amount is considered material, if it is 

less than 5% of net income, it is immaterial 

is accepted. 

Judgement 3A: effects of a pending litigation if the company's P/E is 10:1 (same 

as the industry's) 

Despite the mean level of the absolute amount of materiality at all the stages 

of an audit looking similar, auditors tend to have a higher materiality threshold at 

both the disclosure and planning stages of an audit (£37 .9 million compared to 

58 The numbers (and% in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

132 (53%) for disclosure of financial statements 

133 (53.6%) at the planning stage of an audit 

132 (53.2%) at the testing stage of the audit 

134 (54%) at the evaluation stage. 

Results of the Bonferroni Test (p~O. 05) showed that 
there is no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
there exists no significant differences within each 
group. 
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£36.9 million at the evaluation stage) 59 • This shows that auditors tend to be more 

cautious in the disclosure of material items in the financial statements compared 

to at the operational stages. 10% of net profit before tax60 is the favourite 

determinant for materiality at all stages of an audit. 

Judgement 3B: effects of change in the stock valuation method, and the 

company's P/E is 25: 1, while the industry's is 10: 1 

Again, the mean value of the absolute amount at the disclosure and planning 

stages (of £37 million) is slightly higher than the mean value at the testing and 

evaluation stages of an audit (£37 million compared to £36.5 million) 61 • This 

results show that auditors tend to increase their testing on material items in the 

59 The modes of materiality threshold at all stages of an 
audit are £50 million. This represents 19.1% of the 
respondents at the disclosure stage, 20. 4% at the 
planning stage, 22% at the testing stage, and 20% at 
the evaluation stage of an audit. 

60 The numbers (and % in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

175 (70.3%) for disclosure of financial statements 

174 (70.4%) at the planning stage of an audit 

180 (68.8%) at the testing stage of the audit 

157 (63.6%) at the evaluation stage. 

Results of the Bonferroni Test (p~0.05)showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
no significant differences within each group. 

61 The mode of materiality threshold is £50 million at 
both stages of the audit. This represents 22.4% of the 
respondents at the testing stage, and 21.2% of the 
response rate at the evaluation stage of an audit. 
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operational stages of an audit. The threshold for disclosure is raised so as the 

number of items to be disclosed in the financial statements has been reduced. 

10% of net profit before tax62 is the favourite determinant for materiality at all 

levels of an audit. 

Judgement 3C: effects of change in the stock valuation method, and the 

company's P/E is 5:1, while the industry's is 10:1 

The results of this case are not dis-similar to Judgements 3A and 3B. The 

absolute amount at both the disclosure and planning stages of an audit (£38 

million) 63 remains the highest compared to the testing and evaluation stages (£37 

million) 64 . This shows that auditors tend not to disclose too many material items 

in the financial statements compared to the audit processes (both the testing and 

62 The numbers (and 2- in brackets) in favour of 10% of0 

net profit before tax as the criterion are: 

179 (71.9%) for disclosure of financial statements 

182 (73.7%) at the planning stage of an audit 

170 (68.8%) at the testing stage of the audit 

154 (62.2%) at the evaluation stage. 

Results of the Bonferroni Test (p:;;O.OS)showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
no significant differences within each group. 

63 The mode of materiality threshold is £50 million at 
both stages of the audit. This represents 19.9% of the 
respondents at the disclosure ptage, and 21.2% of the 
response rate at the planning stage of an audit. 

64 The mode of materiality threshold is £50 million at 
both stages of the audit. This represents 22.4% of the 
respondents at the testing stage, and 20.8% at the 
evaluation stage of an audit. 
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evaluation stages). 10% of net profit before tax65 remains the favourite 

determinant for materiality at all levels of an audit. 

Results of the Bonferroni Test (p:'.'s0.05)showed that there are no significant 

differences in deciding the materiality threshold and the length of time the 

individuals have with the existing clients. This result differs from Bates et al (1982) 

who found that the longer the relationship that an auditor has with the client, the 

higher the materiality thresholds {p.63) 66 . 

In view of the above results, the hypothesis on 

H3 : that net income is the main determinant for contingent liabilities, and if 

the amount of contingent liability is more than 10% of net income, it is 

considered material 

is accepted. 

6 ~/ g..The numbers (and in brackets) in favour of 10% of 
net profit before tax as the criterion are: 

0 

173 (69.4%) for disclosure of financial statements 

173 (70%) at the planning stage of an audit 

170 ( 69%) at the testing stage of the audit 

161 (65%-) at the evaluation stage. 

Results of the Bonferroni Test (p.:,'.; O. 05) showed that 
there is no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
there exists no significant differences within each 
group. 

See Chapter 2 under the sub-heading 'Literature on 
case 3: pending litigation'. 
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Judgement 4A: cash defalcation by an employee 

This judgement involves a cash-related transaction. The results of the survey 

show that the mean level of the absolute amount for cash defalcations by 

employees to be disclosed in the financial statements is £2.4 million67 • Auditors 

seem to be more stringent in the verification process (where the materiality 

thresholds are around £2 million 68 at the planning, testing and evaluation stages 

of an audit). For cash defalcation cases by employees, 1% of cash balance69 is the 

norm for materiality guidelines both for disclosure purposes and the audit 

processes. 

Judgement 48: cash defalcation by a director 

This seems to be a much serious crime compared to defalcation by an 

ti7 The mode of materiality threshold is £1 million (40.5% 
of the responses). 

68 The mode of materiality threshold is £1 million at the 
planning stage of the audit (or 42.2% of the 
responses), testing stage (or 44% of the responses), 
and at the evaluation stage of an audit (or 45% of the 
responses). 

69 The numbers (and 9- in brackets) in favour of 10% of0 

net profit before tax as the criterion are: 

101 (41%) for disclosure of financial statements 

100 (41%) at the planning stage of an audit 

101 (41%) at the testing stage of the audit 

103 (42%) at the evaluation stage. 

Results of the Bonferroni Test (psO. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
no significant differences within each group. 
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employee. The materiality threshold of cash defalcation by a director is half the 

amount of defalcation by an employee (£1 million compared to £2 million) 70 for all 

stages of an audit. This shows the concern of auditors over defalcations by a 

director and 0% of cash balance 71 is the norm for audit considerations (compared 

to 1% of cash balance for the case of employees' defalcation). 

In view of the above results, the hypothesis on 

H4 : that the materiality level on cash defalcation differs between employees 

and directors at 5% level of significance. 

is accepted as the materiality threshold for cash defalcations by employees is 

higher than directors of a company. 

Part C: Audit risk 

Respondents were requested to indicate the control risk (CR), detection risk 

(DR), inherent risk (IR), and audit risk (AR) of each of the judgements, for all the 

70 The mode of materiality threshold is Nil at all stages 
of an audit. This represents 54% of the responses at 
the disclosure stage, 55% at each of the planning, 
testing, evaluation stages of an audit. 

71 The numbers (and !1-- in brackets) in favour of 10% of0 

net profit before tax as the criterion are: 

147 ( 61%) for disclosure of financial statements 

153 (63.5%) at the planning stage of an audit 

156 (61. 7%) at the testing stage of the audit 

156 (64.7%) at the evaluation stage. 

Results of the Bonferroni Test (p~O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between audit 
partners, audit managers, and sole proprietors, and 
no significant differences within each group. 
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four cases. The purpose of this exercise is to evaluate the formula stipulated by 

the AICPA (1981) that AR= CR x DR x IR. The literature on audit risk (see Chapter 

2 for discussions) indicates that there is no relationships between the elements of 

audit risk. 

Result of the surveys is summarised as follows: 
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Cases/Judgements Results 

CR DR IR CRxDRxlR AR 

1. Loss on discontinuation of production line 

1A: effects of the loss is on this year's income 0.65 0.68 0.69 0.30 0.72 

18: effects of the loss is on this year's and future income 0.70 0.68 0.69 0.33 0.71 

1C: effects of the loss would have a positive effect on the company's future 

income 

0.70 0.66 0.69 0.32 0.71 

2. Changes in stock valuation 

2A: P/E ratio of company and industry are the same, the extent of the 

change is considered material 

0.69 0.65 0.69 0.31 0.69 

28: P/E ratio is higher than industry, the extent to which the change is 

considered material 

0.72 0.66 0.70 0.33 0.72 

2C: P/E ratio is lower than the industry, the extent to which the change is 

considered material 

0.70 0.65 0.69 0.32 0.70 

3. Pending litigation 

3A: P/E ratio of company and industry are the same, the extent of the 

change is considered material 

0.72 0.67 0.73 0.35 0.74 

38: P/E ratio is higher than industry, the extent to which the change is 

considered material 

0.75 0.67 0.70 0.35 0.72 

3C: P/E ratio is lower than the industry, the extent to which the change is 

considered material 

0.71 0.67 0.71 0.34 0.73 

4. Cash defalcation 

4A: Employee's defalcation , 0.73 0.69 0.70 0.35 0.73 

4B: Director's defalcation 0.79 0.73 0.73 0.42 0.79 

Notes: CR = Control Risk 

DR = Detection Risk 

IR = Inherent Risk 

The above are the probability of risk. The column on CR x DR x IR is based on the probability of CR multiplied by probability 

of DR multiplied by the probability of IR. The results show that there is a significant difference between CR x DR x IR and 

AR at p <0.05 at two-tailed tests. 
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The above results show that: 

(1) non cash transactions: The means of control risk, detection risk and 

inherent risk (which is less than 70%) is lower than the overall audit 

risk (of 72 %) . The overall mean of CR x DR x IR is 0. 39 is lower than 

the audit risk of 0. 72. This shows that the formula on AR = CR x DR 

x IR is not applicable in these cases. This is in line with the 

conclusions arrived by Jiambalvo and Waller (1984), and Daniel 

( 1 988), while 

(2) for cash related transactions: The means of the control risk, detection 

risk, and inherent risk is 70% which is quite similar to the audit risk 

of 70%. The audit risk for defalcation by directors (judgement 4B) is 

80% which is higher than the risk on employees' defalcation of 73%. 

Once again, the computation on the probability of CR x DR x IR does 

not equal to the probability of AR, that is AR * CR x DR x IR (similar 

to conclusions arrived by Jiambalvo and Waller [1984], and Daniel 

[1988]). 

The above results supports the hypothesis 

H5 : that no relationships exist between AR, DR, IR and CR. 

Part D: Qualitative aspect of materiality 

Respondents were requested to indicate on a scale of 1 to 5 (' 1' is no, and 

'5' means absolutely 'yes') as to whether there is a need to publish an 
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accounting standard on materiality in the UK. There is a strong indication that 

there is a need to have a standard72 • Having a standard on materiality would mean 

more rigidity in deciding the materiality threshold, but will improve consistency in 

disclosing material items in the financial statements. Respondents who favoured 

the issuance of materiality guidelines suggested Accounting Standards Board and 

the Auditing Practices Board be responsible for drafting the guidelines73 , and the 

guideline is preferred in a relative basis than in absolute amount74 • Those who are 

not in favour of having a guideline75 indicated that the nature of each case differs76 

and there is a need to decide the materiality threshold based on each situation. 

It is interesting to note that if corporate management were to decide upon 

the materiality threshold, respondents would like to see that these were disclosed 

72 Mean of the respond is 4, mode of 5 (42.5% responded), 
and a standard deviation of 1.014 (for the scale from 
'1 1 to ... 5') . 

73 Respondents could select as many options as they wish 
as to who should be responsible to issue materiality 
guidelines. These include the Auditing Practices Board 
(with the support of 85.9% of the respondents), the 
Accounting Standards Board (85.2%), corporate 
management (82. 8%) , International Federation of 
Accounting Committee (51.6%), and the International 
Federation of Auditing Committee (49. 2%), judicial 
precedents and courts' decisions (3.5%). 211 (or 
82.4%) of the respondents opted both APB and ASB to be 
responsible for the design of guidelines. 

74 10% of pretax profit is the favourite (88.4% of the 
respondents). Only 0.4% of the respondents favoured an 
absolute amount be the criterion for materiality (but 
not recommending the level of materiality). 

75 12 respondents (4.7%) indicated not in favour of 
having a guideline. Follow-up telephone calls were 
made to four of these respondents, they were concerned 
about the rigidity of materiality decisions. 

76 Equivalent to 88% of those not in favour. 
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in the notes to the accounts77 of the financial statements. When respondents were 

requested to indicate the events or items which they would like to be disclosed, 

irrespective of the amount involved, illegal acts by directors (93.4%) 78 ranked the 

highest, followed by statutory required disclosure items (like depreciation and 

director's fees) (with 90.2%), and contingent liability on the possible outcome of 

a lawsuit (87.5%) 79 . 

Out of the total 253 responses, 15 (6%} indicated that there is a materiality 

guideline in the work place80 • 

77 Respondents were allowed to indicate more than one 
choices on whereabout to disclose materiality 
threshold. 95. 7% in favoured of disclosure in the 
notes to the accounts, while 14.1% on director's 
report. 85% opted solely for the disclosure of 
threshold in the notes to the accounts. 

78 Respondents were allowed to indicate more than one 
choices on events or situations which means there is 
a possibility of a respondent may select more than an 
item/event in the study. 

79 221 (or 87.4%) respondents ticked for the following 
two items as options: illegal acts of the directors 
and illegal acts of the employees, while 215 (or 
87 .4%) respondents opted the following two items: 
illegal acts of the directors and contingent 
liabilities on the possible outcome of a lawsuit. 

80 10% pretax profit is the top preference. 
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Non Auditors' group {see Appendix 4) 

Part A of the questionnaire: Personal details 

The average time taken to complete the questions was 24 minutes81 • This 

was relatively shorter than the auditors' group (27 minutes) in view of the items 

required of the respondents being less. The following table shows an analysis of 

the 264 (26%) responses82 : 

81 Mode of the responses is 20 minutes (or 19.5% of the 
responses). 

82 Other information relating to the respondents are: 
(1) 34% have an undergraduate degree (Q3), 
(2) 81.7% are male (Q6), 
(3) 25.4% worked in London, 6.1% in South East 

England (Q7) , 
(4) on average there are 46 employees within the 

functional areas of the respondents (QB), 
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CLASSIFI SOUR SENT RECEIVED 
CATIONS CES (%) 

Acad Acco Audit Bank Finan Inter Law Legal Man. Total 
emics untan Mana Mana Direct nal part Assist Direc (%) 

ts gers gers ors audi ners ants tor 
tors 

ACEA 10 (1) 1 1 2 (1) 

CIMA 138 32 1 2 5 40 
(14) (15) 

Accounta 
nts ACCA 112 17 2 1 6 2 7 35 

(11 ) (1 3) 

CIPFA 55 (5) 6 3 9 (31 

ICAEW 196 21 26 4 1 1 7 60 
(20) (23) 

!CAI 30 (3) 1 5 1 7 (3) 

!CSA 21 (2) 4 1 1 1 7 (3) 

Bankers CIB 84 (8) 1 20 21 
(8) 

Directors !OD 7 (1) 0 (0) 

Internal IIA 12 (1) 2 2 (1) 
Auditors 

Lawyers Law 335 57 24 81 
Society (34) (30) 

TOTAL 1000 1 83 34 26 10 8 57 24 21 264 
(%) (100) ( 1) (31) (12) (10) (4) (3) (22) (9) (8) (100) 

Part B of the questionnaire 

The following table summaries the responses of the non auditors group: 

Cases/Judgements Results 

Absolute amount 
(£million) 

Relative measurement 

mode x 0 mode(%) 0 

1. Loss on discontinu11tion of production line 

1 A: effects of the loss is on this year's income 

For disclosure in the financial statements 50 49.5 38.0 10% NPBT 46.7 1.57 

1B: effects of the loss is on this year's and future income 

For disclosure in the financial statements 50 47.3 27.7 10% NPBT 44.4 1.54 

1C: effects of the loss would have a positive effect on the 
company's future income 

For disclosure in the financial statements 50 48.9 38.7 10% NPBT 45.9 1.88 
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2. Changes in stock valuation 

2A: P/E ratio of company and industry are the same, the 
extent of the change is considered material 

For disclosure in the financial statements 50 39.8 21.9 10% NPBT 

2B: P/E ratio is higher than industry, the extent to which 
the change is considered material 

For disclosure in the financial statements 50 40.0 22.2 10% NPBT 

2C: P/E ratio is lower than the industry, the extent to which 
the change is considered material 

For disclosure in the financial statements 50 39.3 22.5 10% NPBT 

3. Pending litigation 

3A: P/E ratio of company and industry are the same, the 
extent of the change is considered material 

For disclosure in the financial statements 50 44.7 30.7 10% NPBT 

3B: P/E ratio is higher than industry, the extent to which 
the change is considered material 

For disclosure in the financial statements 50 45.4 43.3 10% NPBT 

3C: P/E ratio is lower than the industry, the extent to which 
the change is considered material 

For disclosure in the financial statements 50 42.2 22.6 10% NPBT 

4. Cash defalcation 

4A: Employee's defalcation 

For disclosure in the financial statements 1 2.7 3.37 1 % cash 

48: Director's defalcation 

For disclosure in the financial statements 1 1.2 2.55 0.1 % cash 

43.5 

39.0 

42.1 

49.6 

47.8 

48.0 

47.2 

47.2 

1.25 

1.38 

1.43 

1.50 

1 .43 

1.26 

1.26 

1.19 

Notes: ~ means mean; o means standard deviation; 10% NPBT means 10% of net profits before tax 
All means are significant at the 0.05 significance level (p.,.0.05). 

Judgement 1 A: effects of discontinuation loss on current year's income 

The mean value of the absolute amount of materiality for disclosing the 

above items in the financial statements is £49.5 million83 . Despite this, the mean 

The mode of the materiality level is £50 million 
(which represents 21.4% of the response rate). 
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level of the materiality threshold is comparable to the auditors' group of £41. 7 

million. This means that auditors tend to set a lower materiality threshold than its 

non auditors counterpart, and auditors tend to be more pessimistic than non 

auditors when disclosing material items in the financial statements. 10% of pre 

tax profit84 is the most favourite materiality threshold among the non auditors. This 

implies that both the auditors and non auditors groups believe that items 

representing 10% or more of pre tax profit need to be disclosed in the financial 

statements. 

Judgement 1B: effects of discontinuation loss on current and future income 

The mean of the absolute amount in this case for the non auditors' group 

is £47 .3 million85 which is slightly higher than the auditors' group (of £39. 7 

million) if the effects of discontinuation loss is solely on current year's income. 

This shows that auditors tend to be more pessimistic when disclosing these items 

compared to non auditors. Again, 10% of net profit before tax86 remains the 

The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 122 (46.7% of 
the responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:::;O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

The next favourite measurement for materiality is 12% 
pre tax profit (with 43 respondents, or 16.5%). 

s:, The mode of the materiality level is £50 million 
(which represents 21.9% of the response rate). 

oG The mode of the respondents in favour of 10% of net 
profit before tax as the criteri?n is_ 114 (44.4% of 
the responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:::;O. 05) showed that 
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favourite determinant for materiality for both auditors and non auditors. 

Judgement 1C: current discontinuation loss will have positive effects on current 

and future income 

The decisions, by both auditors' and non auditors' groups, on the mean of 

the absolute amount in this case is quite similar to Judgement IB, that is if the 

effects of discontinued loss affect both current year's and future year's income. 

The mean value of absolute amount is £48.9 million87 which is slightly higher than 

the auditor's decision of £40 million. This result is quite similar to Judgements 1A 

and 1 B that the non auditors' group has a higher level of absolute amount for 

disclosing these items compared to the auditors' group. This could due to auditors' 

tendency to be more pessimistic than non auditors, when deciding the extent of 

disclosure of these items in the financial statements. Despite this, 10% of net 

profit before tax88 remains the favourite determinant for materiality for both the 

non auditors' and the auditors' groups. 

there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

87 The mode of the materiality level is £50 million 
(which represents 22.8% of the response rate). 

88 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 118 (45.9% of 
the responses) for disclosure of financial statements. 
Results of the Bonferroni Test (ps;O. 05) showed that 
there is no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 
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In view of the above results, the hypothesis on 

H1: Net income is the main criterion to determine materiality for 

discontinuation of a production facility, and if the amount arising due to the 

discontinuation is more than 7% of net income, it is considered material 

is supported. The materiality threshold is found to be at 10% of net profit. 

Judgement 2A: effects of change in the stock valuation method, and the 

company's P/E is 10:1 (same as the industry's) 

The mean of the absolute amount of materiality is £39.8 million89 • This level 

of materiality threshold is quite similar to the decision arrived by the auditors' 

group of £30.5 million. Again, the auditors' group tend to have a lower materiality 

threshold than the non auditors' group. This could be due to auditors tending to 

be more pessimistic than non auditors in disclosing items in the financial 

statements. Despite this, 10% of net profit before tax90 is the favourite 

determinant for materiality for both the auditors' and non auditors' groups. 

89 The mode of the materiality level is £50 million 
(which represents 20.4% of the response rate). 

90 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 111 (43.5% of 
the responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:s;O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 
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Judgement 2B: effects of change in the stock valuation method, and the 

company's P/E is 25: 1, while the industry's is 10: 1 

The mean level of the absolute amount in this case is £40 million91 for the 

non auditors group. This threshold is slightly higher than the auditors' group of 

£32.5 million. This means that auditors tend not to disclose as many items as the 

non auditors. Again, 10% of net profit before tax92 is the favourite determinant for 

materiality for both auditors' and non auditors' groups. 

Judgement 2C: effects of change in the stock valuation method, and the 

company's P/E is 5: 1, while the industry's is 10: 1 

The mean value of the absolute amount in this case is £39.3 million 93 for the 

non auditors group compared to £31.5 million for the auditors. This difference in 

the mean level of materiality threshold shows that auditors tend to be more 

pessimistic in disclosing materiality items in the financial statements than their non 

auditors' counterpart. 10% of net profit before tax94 is the favourite determinant 

91 The mode of the materiality level is £50 million 
(which represents 21.3% of the response rate). 

92 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 99 (39% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:s::O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

93 The mode of the materiality level is £50 million 
(which represents 20.6% of the response rate). 

94 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 107(42.1% of the 
responses) for disclosure of financial statements. 
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for materiality for the auditors and non auditors. 

In view of the above results, the hypothesis on 

H2 : that net income is the main determinant for changes in accounting 

policies on stock valuation, and if the amount arising from the change is 

more than 10% of net income, the amount is considered material, if it is 

less than 5% of net income, it is immaterial 

is supported. 

Judgement 3A: effects of a pending litigation if the company's P/E is 10:1 (same 

as the industry's) 

The non auditors' group tends to set a higher materiality threshold of £44. 7 

million95 compared to the auditors' group of £37 .9 million. This indicates that 

auditors tend to be more cautious in disclosing material items in the financial 

statements than non auditors. 10% of net profit before tax96 is the favourite 

determinant for materiality for both groups of auditors and non auditors. 

Results of the Bonferroni Test (p~ O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

95 The mode of the materiality level is £50 million 
(which represents 24.7% of the response rate). 

96 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 126(49.6% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p~O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 
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Judgement 3B: effects of change in the stock valuation method, and the 

company's P/E is 25:1, while the industry's is 10:1 

Again, the mean level of the absolute amount in disclosing the above item 

is higher for the non auditors' group (£45.4 million) 97 than the auditors98 . This 

result shows that auditors tend to be more reluctant to disclose items in the 

financial statements than their non-auditor counterpart. 10% of net profit before 

tax99 is the favourite determinant for materiality for both groups of respondents 

(both auditors and non auditors). 

Judgement 3C: effects of change in the stock valuation method, and the 

company's P/E is 5:1, while the industry's is 10:1 

The materiality threshold in disclosing the above is £42.2 million 100 for the 

non auditors' group. This amount is relatively higher than the mean level of 

absolute amount decided by the auditors' group of £38 million. This shows that 

97 The mode of the materiality level is £50 million 
(which represents 23.2% of the response rate). 

98 The mean level of disclosing materiality items is 
£37.6 million. The mode of disclosure is the same for 
both auditors and non auditors, which is at £50 
million (this represents 20.3% of the response rate 
for the non auditors group). 

99 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 121(47.8% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (ps O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

100 The mode of the materiality level is £50 million 
(which represents 22.4% of the response rate). 
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auditors tend not to disclose too many material items in the financial statements 

compared to non auditors. 10% of net profit before tax101 is the favourite 

determinant for materiality for both auditors and non auditors. 

In view of the above results, the following hypothesis 

H3 : that net income is the main determinant for contingent liabilities, and if 

the amount of contingent liability is more than 10% of net income, it is 

considered material 

is supported. 

Judgement 4A: cash defalcation by an employee 

This is judgement involving cash-related transactions. Despite the absolute 

amount being lower than all the above judgements, £2.65 million102 is the mean 

of the absolute amount of materiality threshold for the non auditors (£2.4 million 

for auditors) in disclosing material cash defalcation cases by employees. For the 

relative value, 1% of cash balance 103 is the norm for materiality guidelines by both 

101 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 121(48% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (ps0.05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 

102 The mode of the materiality level is £1 million (which 
represents 34% of the response rate). 

103 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 117(47.2% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:s:O. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
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the auditors and non auditors. 

Judgement 4B: cash defalcation by a director 

This is a much more serious crime compared to defalcation by an employee. 

The materiality threshold is half the amount of defalcation by an employee (£1 

million for both auditors104 and non auditors). This shows the concerns of the 

respondents over the seriousness of defalcations by a director, and 0% of cash 

balance105 is considered the norm by both auditors and non auditors (compared to 

1% of cash balance for the case of employees' defalcation). 

In view of the above results, the following hypothesis 

H4 : that the materiality level on cash defalcation differs between employees 

and directors at 5% level of significance 

is supported. The materiality threshold on cash defalcation for employees is higher 

than the directors. 

Part C: Qualitative aspect of materiality 

Respondents were requested to indicate on a scale of 1 to 5 (' 1' is no, and 

significant differences within each of the groups. 

104 The mode of the materiality level is £1 million (which 
represents 42% of the response rate). 

105 The mode of the respondents in favour of 10% of net 
profit before tax as the criterion is 109(47.2% of the 
responses) for disclosure of financial statements. 
Results of the Bonferroni Test (p:s:0. 05) showed that 
there are no significant differences in deciding the 
materiality threshold and the criterion between each 
group of users of the financial statements, nor any 
significant differences within each of the groups. 
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'5' means absolutely 'yes') as to whether there is a need to publish an 

accounting standard on materiality in the UK. There is a strong indication that 

there is a need to have a standard 106 • Having a standard on materiality would mean 

more rigidity in deciding the materiality threshold, but will improve consistency in 

disclosing material items in the financial statements. Respondents who favoured 

the issuance of materiality guidelines suggested Accounting Standards Board and 

the Auditing Practices Board be responsible for drafting the guidelines 107 , and the 

guideline is preferred in a relative basis than in absolute amount1°8 . Those who are 

not in favour of having a guideline109 indicated that the nature of each case 

differs110 and there is a need to decide the materiality threshold based on each 

situation. 

It is interesting to note that if corporate management were to decide upon 

106 Mean of the respond is 3.9, mode of 4 (52.3% 
responded), and a standard deviation of 1.014. 

107 Respondents could select as many options as they wish 
on who should be responsible to issue materiality 
guidelines. These include the Accounting Standards 
Board (with the support of 72.3% of the respondents), 
the Auditing Practices Board (78.4%), corporate 
management (48.9%), judicial precedents and courts' 
decisions (34.1%), International Federation of 
Accounting Committee (19.3%), and the International 
Federation of Auditing Committee (18.2%). 178 (69.5%) 
respondents opted for both the APB and the ASB. 

108 10% of pretax profit is the favour (67. 6% of the 
respondents), and 5% pre tax profit ranked the second 
(18. 5%) . Only 1. 5% of the respondents favoured an 
absolute amount be the criterion for materiality (but 
not mentioning the amount). 

109 10 respondents (3.8%) indicated not in favour having 
a guideline. Follow-up telephone calls were made to 
four of these respondents, they concerned on rigidity 
of materiality decisions. 

110 Equivalent to 78% of those are not in favour. 
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the materiality threshold, respondents would like to see that these were disclosed 

in the notes to the accounts 111 of the financial statements. When respondents 

were requested to indicate the events or items which they would like to be 

disclosed, irrespective of the amount involved, illegal acts by directors (76.1 %) 112 

ranked the highest, followed by statutory required disclosure items (like 

depreciation and director's fees) (with 65.9%), and illegal acts by 

employees(62.5 %) 113 . 

Out of the total 264 responded, 7 (3%) indicated that there is a materiality 

guideline in the work place 114 . 

Conclusions 

The results of the survey 115 show that both auditors and non auditors tend 

to arrive at similar decision on materiality thresholds, that is 10% of net profit 

before tax seems to be a popular choice to determine materiality. For cash related 

111 Respondents were allowed to indicate more than one 
choices on whereabout to disclose materiality 
threshold. 93. 9% in favoured of disclosure in the 
notes to the accounts, 38.6% on director's report. 

112 Respondents were allowed to indicate more than one 
choices on events or situations which means there is 
a possibility of a respondent may select more than an 
item/event in the study. 

113 162 (or 61.4%) respondents ticked for the following 
two items as options: illegal acts of the directors 
and illegal acts of the employees, while 110 (or 
41. 7%) respondents opted the following two i terns: 
illegal acts of the directors and contingent 
liabilities on the possible outcome of a lawsuit. 

114 10% pretax profit is the top preference. 

115 256 (26% responded) respondents from the auditors' 
group and 264 (26%) from non auditors' group. 
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items, respondents decided that 2% of cash balance is the norm116 • This could due 

to recommendations from accounting literature117 , auditing textbooks 118 ,various 

116 These results were included as question number 1 in 
the interviews to selected interviewees (reported in 
Chapter 6). 

117 For example, Bernstein (1969, 1970), Chong (1992, 
1993), Copeland and Fredericks (1968), Frishkoff 
(1970), Messere (1976), Neumann (1968), Robinson and 
Fertuck (1985), and Thomas (1978), They concluded 
that 10% of net profit before tax is the favourable 
criterion to determine materiality. 

118 For example, Porter, Simon and Hatherly (1996) 
mentioned that 'although SAS 200 does not provide 
numerical guidelines or endorse their use, in practice 
the following percentage limit guidelines are widely 
used: a variation of 10% or more of the relevant base 
amount may be presumed to be material unless there is 
evidence to the contrary, a variation of 5% or less of 
the relevant base amount may be presumed to be 
immaterial, unless there is evidence to the contrary, 
and variations which lie between 5% and 10% of the 
relevant base amount, determination of materiality (or 
otherwise) depends on the particular circumstances 1 

(pp.146 & 147). An appropriate base amount is 'profit 
and loss statement items may be compared with profit 
before tax and exceptional items for the current year 
or the average pre tax profit for the last three years 
(including current year)' (p.146). 
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accounting bodies119 , and auditing manuals120 . 

This also supports the conclusions of the need to have a guideline for 

materiality in the UK. After all, the choice of materiality threshold seems to be 

consistent between the groups and within the group. However, if the APB or the 

ASS decides to have a guideline for the profession, it will not be difficult to arrive 

at the recommendations of having 10% pre tax profit be the possible choice. 

The audit risk formula suggested by the Al CPA ( 1981) on the multiplications 

of the probability of control risk, detection risk and inherent risk to arrive at the 

119 The following accounting statements recommended that 
items which are equivalent to 10% of profit before tax 
will be considered material: 
(1) Statement of Accounting Standards no. 5 

(Australian Accounting Research Foundation, 1974, 
pp.531-533), 

(2) Statement of Standard Accounting Practice No. 6 
(New Zealand Institute of Chartered Accountants, 
1985), 

(3) Materiality and audit risk in conducting an audit 
(Canadian Institute of Chartered Accountants, 
1987, Appendix, p.12), 

(4) Applying materiality and audit risk concepts in 
conducting an audit(Canadian Institute of 
Chartered Accountants, 1992, para 6), 

(5) Audit risk and materiality (South African 
Institute of Chartered Accountants, 1984), and 

(6) Institute of Chartered Accountants in Scotland 
(commissioned research by Anderson, 1973) 

120 Turley and Cooper (1991) conducted a survey on the 
audit manuals of 20 UK accounting firms (Big 6 are 
included), and concluded that the materiality 
thresholds adopted by these firms is 10% net profit 
before tax (p. 75) . This is similar to an earlier 
survey conducted by Chandler (1985) on audit manuals 
in the UK (sample size of 5 of the Big 6 and 2 from 
non Big 6). Pratt (1990) surveyed audit manuals of the 
Big 7 in New Zealand and found that three firms 
considered 10% of net profit before tax is the 
threshold, two considered items more than 5% of net 
profit before tax, while two considered 10% net profit 
after tax as materiality thresholds (p .13 9) (Arthur 
Andersen was not included in the study as this firm 
was not represented in New Zealand at the time of the 
study (1990)). 
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overall audit risk is not supported by the results of the survey. This conclusion is 

consistent with results of research conducted by Jiambalvo and Waller ( 1984), and 

Daniel (1988). The conclusion drawn from this survey also shows that probability 

of control risk, detection risk, and inherent risk is lower than the audit risk. This 

is again consistent with conclusions of Jiambalvo and Waller (1984), and Daniel 

(1988). 

The probability of risk on non-cash items is slightly lower (about 70%) 

compared to cash-related transactions (about 80%). 

The survey shows that there are some consistencies in the decisions (by 

both auditors and non auditors} on materiality threshold in the UK. If the APB 

decides to incorporate a specific guideline in SAS 220 (Audit Materiality) rather 

than leave the decisions on materiality thresholds to practitioners in the course of 

the audits, there may not be much disapproval from the auditing and accounting 

professions. The inclusion of materiality thresholds would mean transparency in 

the guidelines and practice. This will hopefully enhance communications and trust 

between auditors and users, and would be a possible step to narrowing the gulf 

of the expectation gaps in the UK. 
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Appendix 1: A sample letter and instructions sent to the auditors' group 

Dear sir/madam, November 14, 1 994 

Your name has been chosen as part of a random sample of individuals who 
would be able to make valuable contributions to a research of importance to the 
auditing profession. 

Financial statements aim to provide reliable information useful for decision 
making. Decisions as to the presentation of data in the financial statements hinge 
upon whether the information is judged material. Failure to detect material items 
will attract risk. Your responses to the enclosed questionnaire will provide 
important insight into materiality and audit risk decision making processes by 
auditors. 

The research attempts to probe into the decisions on materiality and to 
provide an explicit framework within which materiality thresholds could be 
developed. Despite the amount of attention from commentators about the 
difficulties in evaluating and measuring both materiality and audit risk, there is still 
lack of guidelines for these two ill-defined concepts. Lack of guidelines mean you 
have to decide whether item(s) in the financial statements justify separate 
disclosure and/or to be qualified (if not properly disclosed). Inconsistency in 
judgements leads to inconsistency in disclosure. This can undoubtedly affect the 
process of decision making of users. 

This study attempts to assess your decision on the materiality thresholds of 
four different cases based on a set of financial statements of a hypothetical 
company. The element of risk is also built in throughout the study. 

It is estimated that the questionnaire will take about half an hour to 
complete. Please read the instructions accompanying the questionnaire before you 
start. The completed questionnaire should be returned using the enclosed 
business-reply envelope. Anonymity for both yourself and your business will be 
preserved. Thank you for your help in this important study. 

Yours faithfully, 

H. Gin Chong 
Reader, Accountancy Division 
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[AUDITORS' GROUP] INSTRUCTIONS FOR COMPLETING THE QUESTIONNAIRE 

Introduction 

The purpose of this questionnaire is to gather information about how accounting and auditing 
materiality and risk are assessed by accounting, auditing, legal and other professions. 

Definitions and assumptions 

Materiality is · an expression of the relative significance or importance of a particular matter in 
the context of the financial statements as a whole. A matter is considered material if its omission 
or misstatement would reasonably influence the decisions of a user of the financial statements' 
(Exposure Draft, Statement of Auditing Standard 220, para 3, 1993). 

Control risk is • the risk that material misstatement could occur in an account balance or class 
of transactions, either individually or when aggregated in other balances or classes, and not be 
prevented or detected on timely basis by the accounting and internal control systems' {Exposure 
Draft, SAS 300, para 5, 1993). 

Detection risk is • the risk that auditors' substantive procedures do not detect a material 
misstatement that exists in an account balance or class of transactions either individually or 
aggregated with misstatements in other balances or classes' (Exposure Draft, SAS 300, para 6, 
1993). 

Inherent risk is · the susceptibility of an account balance or class of transactions to material 
misstatement, either individually or when aggregated with misstatements in other balances or 
classes, while assuming no related internal controls' (Exposure Draft, SAS 300, para 4, 1993). 

Audit risk is · the risk that auditors may give an improper audit opinion on financial statements' 
{Exposure Draft, SAS 300, para 3, 1993). 

You are to assume that if the item is deemed material, it will be appropriately disclosed in the 
published financial statements. 

General 

This questionnaire contains three parts. 

Part A: Your personal details 

Part B: Your judgement of materiality levels for various situations/cases. 

Part C: Further information regarding non-quantitative aspects of materiality. 

Please complete all parts of the questionnaire. Parts A and Care self-explanatory. Part B requests 
your judgements about materiality and risk of selected financial accounting items, the criterion entering 
into the judgements, and the percentage relationship between the amount of the item and the amount 
for the materiality criterion. Your materiality judgements will be made for four independent scenarios 
based on a set of financial statements for a hypothetical company. The following areas are contained in 
the cases: 
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Case Financial accounting area Subject areas 

1 Unusual items Loss on discontinuation of a 
production line 

2 Accountinq policies Chanqe in stock valuation 

3 Contingent liabilities Pending litigation 

4 Cash Cash defalcation 

The cases are independent from each other. In considering the each of the cases, you are asked 
to evaluate only the data given. 

Recording your judgements 

The judgements you make should be your own, not those of your firm/organisation. 

This is not a test of your accounting/auditing knowledge. As far as the study is 
concerned. there is no right or wrong answer. The only interest is your perception of 
materiality and risk in the context of the above cases and the decisions within the cases. 

The analysis of the results will not reveal either your identity or the name of the firm/organisation 
with which you are associated. The data you provide will remain strictly anonymous; they will be 
combined with data from other participants and reported only in summarised form. 

Choice of response 

Each case reflects a unique situation which ABC PLC is facing. Within each situation there are 
three (except for case number 4 which contains two) different sets of circumstances. For each 
circumstance, you are asked to specify an amount at which the item under consideration would become 
material. Each case contains the following tables: 

For disclosure in the financial 
statements 

At the planning stage of an audit 

At the testing staqe of an audit 

At the evaluation stage of an 
audit 

Absolute 
Amount 
(£ml 

Materiality threshold 

MC' %" 

Materiality criterion. Materiality could be expressed in absolute amount or relative term (that is 
the amount in comparison to a criterion). You need to decide a criterion which serves as the 
appropriate basis to compare the effects of the item. Examples of these criteria include, among 
others, net profit before tax, net profit after tax, turnover, balance sheet total. 

The estimated percentage of the item in comparison with the criterion you had selected. 
Please complete all the columns of the tables. Please use the following abbreviations if you 
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cannot arrive at a decision: 

N/A: Not applicable 

0/K: Don't know 

The following illustration is given to assist you in completing the questionnaire. The details of 
the illustration do not relate to ABC PLC. 

For example: 

A certain portion of the company's stock is in danger of becoming obsolete. At what amount 
would a loss in stock from obsolescence constitute material? 

A possible answer is £50 million. 

Entering £50 million would indicate that this amount is the lowest amount in which you feel 
would be material to affect decision making processes of users of financial statements, and this amount 
should be properly disclosed in the financial statements of the company. 

After establishing the amount of materiality, you are next asked to list the criteria which may 
have influenced your judgement. Some of the commonly used criteria for measuring materiality are: 

0 Sales 
0 Operating costs 
0 Profit on ordinary activities before taxation 
0 Profit attributable to ordinary shareholders 
0 Retained profit 
0 Earnings per share 
0 Individual category of fixed asset (eg. plant and machinery, motor vehicles etc.) 
0 Total amount of fixed assets 
0 Total amount of the balance sheet category (eg. current assets, current liabilities, shareholders' 

fund) 
0 Share capital 

Once you have decided the criterion for deciding the materiality level, the amount of this criterion 
should be used as the denominator for your comparison to the absolute amount of the item (which you 
stated in the column of 'absolute amount'). This comparison should be expressed in a percentage. 

If you reckon that the total stock level of say, £250 million should be the criterion to measure 
materiality, then you need to complete the information as follows: 
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For disclosure in the financial 
statements 

At the planninq staqe of an audit 

At the testing stage of an audit 

At the evaluation stage of an 
audit 

Absolute 
Amount 
(£m) 

50 

Materiality threshold 

MC' 

Total stock balance 

%'' 

20 

Audit risk: Please also indicate ( by tick) the extent of control risk, detection risk, inherent risk, 
and audit risk, at the evaluation stage of the audit, for each of the judgement based on the details of the 
case situation: 

Control risk 

Detection risk 

Inherent risk 

Audit risk 

0-
10 
% 

11 -
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-
70 
% 

71-
80 
% 

81-
90 
% 

91-
100 
% 

Please note: 

Please could you insert your completed questionnaire in the enclosed pre-paid self-addressed 
envelope and return it to me no later than Monday November 28, 1994. Thank you for your cooperation. 

If you receive a duplicate copy of the questionnaire, please could you return one of them to me, 
marked ·duplicate'. 

My address is: 

H. Gin Chong, 
Reader, 
Accountancy Division, 
Southampton Institute, 
East Park Terrace, Tel: (0703) 319609 
Southampton SO 14 OYN Fax: (0703) 332627 
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Appendix 2: A sample letter and instructions sent to the non auditors' group 

November 14, 1994 
Dear sir/madam, 

Your name has been chosen as part of a random sample of individuals who 
would be able to make valuable contributions to a research of equally importance 
to users of accounts and the auditing profession. 

Financial statements aim to provide reliable information useful for decision 
making. Decisions as to the presentation of data in the financial statements hinge 
upon whether the information is judged material. Your response to the enclosed 
questionnaire will provide important insight into the materiality decision making 
processes by various groups of users of financial statements. 

There is still lack of a guideline for this ill-defined concept. This means 
preparers and auditors will decide on items to be disclosed and/or to be qualified 
(if not properly disclosed), and inconsistency in judgement leads to inconsistency 
in disclosure. This will undoubtedly affect the process of decision making. 

This study attempts to assess your decision on the materiality thresholds of 
five different cases based on a set of financial statements of a hypothetical 
company. You are invited to participate in this important study. 

It is estimated that the questionnaire will take about half an hour to 
complete. Please read the instructions accompanying the questionnaire before you 
start. The completed questionnaire should be returned using the enclosed 
business-reply enveloped. Anonymity for both yourself and your business will be 
preserved. Thank you for your help in this important research. 

Yours faithfully, 

H. Gin Chong 
Reader, Accountancy Division 
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[Non Auditors' Group]INSTRUCTIONS FOR COMPLETING THE QUESTIONNAIRE 

Introduction 

The purpose of this questionnaire is to gather information about how accounting materiality is 
assessed by accounting, auditing, legal and other professions. 

Definition and assumption 

Materiality is 'an expression of the relative significance or importance of a particular matter in 
the context of the financial statements as a whole. A matter is considered material if its omission 
or misstatement would reasonably influence the decisions of a user of the financial statements' 
(Exposure Draft, Statement of Auditing Standard 220, para 3, 1993). 

You are to assume that if the item is deemed material, it will be appropriately disclosed in the 
published financial statements. 

General 

This questionnaire contains three parts. 

Part A: Your personal details. 

Part B: Your judgement of materiality levels for various situations/cases. 

Part C: Further information regarding non-quantitative aspects of materiality. 

Please complete all parts of the questionnaire. Parts A and Care self-explanatory. Part B requests 
your judgements about materiality of selected financial accounting items, the criterion entering into the 
judgements, and the percentage relationship between the amount of the item and the amount for the 
materiality criterion. Your materiality judgements will be made for four independent scenarios based on 
a set of financial statements for a hypothetical company. The following areas are contained in the cases: 

Case Financial accounting area Subject areas 

1 Unusual items Loss on discontinuation of a 
production line 

2 Accounting policies Change in stock valuation 

3 Continqent liabilities PendinQ litigation 

4 Cash Cash defalcation 

The cases are independent from each other. In considering the each of the cases, you are asked 
to evaluate only the data given. 

Recording your judgements 

The judgements you make should be your own, not those of your firm/organisation. 

This is not a test of your accounting knowledge. As far as the study is concerned, there 
is no right or wrong answer. The only interest is your perception of materiality in the 
context of the above cases and the decisions within the cases. 
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The analysis of the results will not reveal either your identity or the name of the firm/organisation 
with which you are associated. The data you provide will remain strictly anonymous; they will be 
combined with data from other participants and reported only in summarised form. 

Choice of response 

Each case reflects a unique situation which ABC PLC is facing. Within each situation there are 
three (except for case number 4 which contains two) different sets of circumstances. For each 
circumstance, you are asked to specify an amount at which the item under consideration would become 
material. Each case contains the following tables: 

For disclosure in the financial 
statements 

Absolute 
Amount 
(£ml 

Materiality threshold 

Mc* %** 

Materiality criterion. Materiality could be expressed in absolute amount or relative term (that is 
the amount in comparison to a criterion). You need to decide a criterion which serves as the 
appropriate basis to compare the effects of the item. Examples of these criteria include, among 
others, net profit before tax, net profit after tax, turnover, balance sheet total. 

The estimated percentage of the item in comparison with the criterion you had selected. 

Please complete all the columns of the tables. Please use the following abbreviations if you 
cannot arrive at a decision: 

N/A: Not applicable 

D/K: Don't know 

The following illustration is given to assist you in completing the questionnaire. The details of 
the illustration do not relate to ABC PLC. 

For example: 

A certain portion of the company's stock is in danger of becoming obsolete. At what amount 
would a loss in stock from obsolescence constitute material? 

A possible answer is £50 million. 

Entering £50 million would indicate that this amount is the lowest amount in which you feel 
would be material to affect decision making process of users of financial statements, and this amount 
should be properly disclosed in the financial statements of the company. 

After establishing the amount of materiality, you are next asked to list the criteria which may 
have influenced your judgement. Some of the commonly used criteria for measuring materiality are: 

0 Sales 
0 Operating costs 
0 Profit on ordinary activities before taxation 
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O Profit attributable to ordinary shareholders 
0 Retained profit 
0 Earnings per share 
O Individual category of fixed asset (eg. plant and machinery, motor vehicles etc.) 
O Total amount of fixed assets 

0 Total amount of the balance sheet category (eg. current assets, current liabilities, shareholders' 
fund) 

0 Share capital 

Once you have decided the criterion for deciding the materiality level, the amount of this criterion 
should be used as the denominator for your comparison to the absolute amount of the item (which you 
stated in the column of 'absolute amount'). This comparison should be expressed in a percentage. 

If you reckon that the total stock level of say, £250 million should be the criterion to measure 
materiality, then you need to complete the information as follows: 

Materiality threshold 

Absolute 
Amount 
(£m) 

MC* % •• 

For disclosure in the financial 
statements 

50 Total stock balance 20 

Please note: 

Please could you insert your completed questionnaire in the enclosed pre-paid self-addressed 
envelope and return it to me no later than Monday November 28, 1994. Thank you for your cooperation. 

If you receive duplicate copy of the questionnaire, please could you return one of them to me 
and marked 'duplicate'. 

My address is: 

H. Gin Chong, 
Reader, 
Accountancy Division, 
Southampton Institute, 

Tel: (0703) 319609East Park Terrace, 
Fax: (0703) 332627Southampton S014 OYN 
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Table 1: Bases of selecting samples for circulations to the auditors' group 

Contacted the Department of Trade and Industry (Tel: 0171-21 55336), the person in charge 
told me that to obtain a list of accountancy bodies which are eligible to audit (including small 
company audits), I need to contact the Company House (tel: 01222-380801 ). The person at the 
enquiry desk of the Company House released the list to me over the phone. These are as follows: 

Name of institutions Contact person, capacity and 
remarks 

Estimated/actual 
number of 
qualified, UK 
resident, active 
(non retired) 
members 

Number for 
circulations 
after scaling 
(to 1000) 

Association of 
Authorised Public 
Accountants 1 0 
Cornfield Road, 
Eastbourne BN21 
4OE 01323-
410412 Fax:01323-
733313 Mr. Ian 
Pinder (circulation 
manager) 

Sent a copy of the questionnaire to 
Mr Pinder (Oct 19).Mr Pinder is on 
leave until Oct 21 . Contacted him 
on Oct 24. He told me that the 
questionnaire has been passed on 
to the executive secretary of the 
Association, and the initial reaction 
from the executive secretary is that 
the Association is going to send the 
questionnaires for me. I discussed 
with Mr Pinder on the bases of 
selecting the samples. 

1,000 21 
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Chartered Sent copies of the questionnaires 7,000 147 
Association of (for practising and non practising 
Certified members) to Ms Dacres on Oct 6. 
Accountants, 29 She will inform me the estimated 
Lincoln's Inn Field, number of practising and non 
London WC2A 3EE practising members in the UK upon 
0171-3965913 Fax: the receipt of the questionnaires. 
0171-3965959 Ms. Ms Dacres will contact me the 
Sandra Dacres appropriateness of the content to 
(membership its members on Oct 17. Contacted 
secretary) Ms Dacres (Oct 20), she said that 

she has not received the 
questionnaires. Faxed a copy each 
of the questionnaires to her on Oct 
21 . Ms Dacres sent me a letter and 
confirmed that the questionnaires 
were sent to Mr Richard Regal 
(technical director) for consideration 
of appropriateness (Nov 2). Spoke 
to Mr Regal (Nov 3), he told me 
that the content of the 
questionnaire is appropriate for the 
members. Ms Dacres told me that 
the Association will only circulate 
promoting brochures/information on 
courses, job applications, software 
etc. to members. Contacted Dr 
Eleni Skordaki, she suggested to 
buy a copy of the ACCA members' 
lists which contains all the 
registered members of the 
Association from P. 0. Box 61 , 
Glasgow G41 IBS 0141-3093999. 
Ordered a copy (Nov 9). Selected 
every 1 7 8th member in the lists for 
sending the questionnaires. 

Institute of Ms Sergent confirmed that the 30,104 630 
Chartered content of the questionnaire is 
Accountants in within the interest of its members. 
England and Wales, She said that the label of selected 
Chartered members will be sent to me (and I 
Accountants' Hall, will circulate the questionnaires 
Moorgate Place, directly to the members), upon 
London EC2 3BJ payment and agreed with the 
0171-9208100 Ms. numbers for circulations (Oct 1 0). 
Jan Sergent Discussed and agreed with Ms 
(information Sergent the bases of selecting the 
exchange samples. 
administrator) 
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Institute of 
Chartered 
Accountants in 
Ireland, 11 Donegall 
Square South, 
Belfast BT1 5JE 
(Belfast) 01 232-
231541. Mr. Brian 
Walsh (membership 
secretary, 87-89 
Pembroke Oat, 
Dublin 4 010-3531-
6680-400 Fax: 010-
3531-6680-842 

Sent questionnaire to Ms Mitchell 
Kane (Practice Regulation 
Executive) (tel: 01232-231541) on 
Oct 10, awaiting reply. Ms Kane 
passed the questionnaire to the 
membership committee for 
consideration of appropriateness. 
She suggested to contact Ms 
Caroline Smith (computer manager) 
(Oct 21) for possibilities of sending 
off questionnaires on my behalf. Ms 
Smith suggested to contact Mr 
Brian Walsh (membership 
secretary). Contacted Mr Walsh by 
phone (Oct 24) and Mr Walsh 
agreed to send questionnaires for 
me. Discussed and agreed the 
bases of selecting the samples. 

2,202 46 

The Institute of 
Chartered 
Accountants of 
Scotland 29 Queen 
Street, Edinburgh 
EH2 1LA 0131-
9489713 Fax: 
0131-2253813 
Shirley Thompson 
(central registry 
dept) 

Sent questionnaires on Oct 10, 
awaiting reply. Received a letter 
from Ms Fiona Wright (secretary of 
technical department) (oct 21) that 
I could access to members lists 
from a directory available from Park 
Bookshop (£55) and she did not 
comment on the content of the 
questionnaires. Ordered a copy of 
the directory (Oct 21). Received the 
directory on Oct 27. 

7,474 156 

TOTAL 47,780 1,000 
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Table 2: Bases of selecting samples for circulations to the non auditors' group 

Name of institutions Contact person, capacity and Estimated/actual Number for 
remarks number of circulations 

qualified, UK after scaling 
resident, active (to 1000) 
(non retired) 
members 

Association of Cost Sent a copy of the questionnaire to 1800 10 
and Executive Mr Gupta (Oct 10). Contacted Mr 
Accountants, Towel Gupta (Oct 14, 19, 26), he agreed 
House, 141-149 to send out the questionnaires for 
Fonthill Road, me. Since the distributions of 
London N4 3HF questionnaires were done by Mr 
0171-2723925 Gupta, I told him to select every 
Fax:0171-281 5723 180th member in the membership 
Mr. Das Gupta lists of the Association. 
(membership 
secretary) 

Association of Contacted Ms Bland (Oct 21), she 0 0 
International said that she has not received the 
Accountants, South questionnaire which I sent. Faxed a 
Bank Building, copy of the questionnaire to her 
Kings way, (Oct 21 ). Contacted Ms Bland (Oct 
Gateshead, 24), she said that she passed the 
Newcastle-upon- questionnaire to the Director 
Tyne NE11 OJS General of the Association (Jack 
01 91-4824409 Fax: Timber) for consideration of 
0191-4825578 Ms. suitability to its members. 
Doreen Bland Contacted Ms Bland on Wed (Nov 
(executive officer) 2), and again on Nov 4, the 

questionnaire is still under 
consideration by Mr Timber. Mr 
Timber told that the content of the 
questionnaire is not suitable for its 
members (Nov 7). 

Association of Sent a copy of the questionnaire to 0 0 
Corporate Ms Sweeney (Oct 7). Contacted Ms 
Treasurers, 12 Sweeney on Oct 12, she told me 
Devereux Court, that comments from the Director 
London WC2R 3JJ General of the Association is that 
0171-9362354 Ms. the content of the questionnaire is 
Alison Sweeney not within the interest of the 
(membership members. Suggested not to 
secretary) proceed with mailing. (Total UK 

members: 1900). 
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Chartered Institute Ms Keane rang and confirmed that 24650 138 
of Management the content of the questionnaire is 
Accountants, 63 within the interest of its members 
Portland Place, (Oct 7) . She refused to release the 
London WIN 4AB mailing lists to third parties. 
0171-6372311 Ms . Discussed and agreed with Ms 
Monica Keane Keane to select every 178th 
(direct mailing member of the UK lists. Ms Keane 
manager) agreed to send me the labels of the 

selected samples for distribution of 
the questionnaires. 
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Chartered Institute 
of Bankers, 1 0 
Lombard Street, 
London EC3V 0171-
6233531 Ms. Pam 
Herbert 
(membership policy 
and development 
secretary). Ms. 
Jenny Cheeseman 
(membership 
secretary, Manual 
House, 4-9 Burgate 
Lane, Canterbury 
CT1 3XJ). Mr. 
Malcolm Partrich 
(administrator for 
local centres) 

Sent a copy of the questionnaire to 
Ms. Jenny Cheeseman 
(membership secretary) (Oct 6), 
awaiting reply. Spoke to Ms 
Cheeseman on Oct 13, she said 
that the questionnaire has now 
passed on to Ms Herbert (Ms 
Herbert has just returned from her 
holiday), and Ms Herbert will 
contact me next week. Contacted 
Ms Herbert and she said that 
despite the content is interesting 
and relevant to some members, it is 
difficult to pin-point which 
particular members would be 
interested to response as the 
Institute of Bankers' database only 
contained the name and address of 
members (without the level of 
experience or position within the 
bank). She suggested that 4 copies 
of the questionnaires to be sent to 
her enabling her to forward them to 
the presidents of the local branches 
for views. Sent 4 copies of 
questionnaires on Oct 19. 
Contacted Ms Herbert at various 
occasions, and she told me that she 
is awaiting for replies from the 
presidents. Contacted Ms Herbert 
(Nov 4) she told me that the 
questionnaire is now with Mr 
Malcolm Partrich. Contacted Mr 
Partrich (Nov 7). he suggested not 
to send the questionnaires to its 
members because the Institute does 
not have a mechanism to select the 
appropriate samples for the 
questionnaires, and not all bank 
managers are Institute' s members, 
and even some of the presidents of 
the 96 local branches are not 
qualified members (i.e. they are 
student members). Total qualified 
UK resident members: 15,000 (see 
banking information services 
below). 

0 0 
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Banking Information Mr Malcolm Partrich (of CIB) 15,000 84 
Service, 10 suggested to me to order for a copy 
Lombard Street, of the Bank Directory (published by 
London EC3V 9AT Moneyfacts from Bankers Bank 
0171-6234001 Fax: Limited, 1 7 Swithins Lane, London 
0171-2839655 Ms. EC4N 8AL) for £23 which 
Julia King contained 236 registered banks in 

the UK. Ordered on Nov 8. Selected 
every 3rd member on the lists for 
sending the questionnaires to the 
Chief Executive Officer of the 
banks . 

Chartered Sent copies of the questionnaires 20,000 112 
Association of (for practising and non practising 
Certified members) to Ms Dacres on Oct 6. 
Accountants, 29 She will inform me the estimated 
Lincoln's Inn Field, number of practising and non 
London WC2A 3EE practising members in the UK upon 
0171-3965913 Fax: the receipt of the questionnaires. 
0171-3965959 Ms. Ms Dacres will contact' me the 
Sandra Dacres appropriateness of the content to 
(membership its members on Oct 1 7. Contacted 
secretary) Ms Dacres (Oct 20), she said that 

she has not received the 
questionnaires. Faxed a copy each 
of the questionnaires to her on Oct 
21 . Ms Dacres sent me a letter and 
confirmed that the questionnaires 
were sent to Mr Richard Regal 
(technical director) for consideration 
of appropriateness (Nov 2) . Spoke 
to Mr Regal (Nov 3), he told me 
that the content of the 
questionnaire is appropriate for the 
members. Ms Dacres told me that 
the Association will only circulate 
promoting brochures/information on 
courses, job applications, software 
etc. to members. Contacted Dr 
Eleni Skordaki, she suggested to 
buy a copy of the ACCA members' 
lists which contains all the 
registered members of the 
Association from P. 0 . Box 61 , 
Glasgow G41 IBS 0141-3093999. 
Ordered a copy (Nov 9). Selected 
every 178th member in the lists for 
sending the questionnaires. 
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Sent a copy of the questionnaire to 9,800Chartered Institute 55 
Ms Terry Woodman (membership 

and Accountancy, 3 
of Public Finance 

secretary) (Sept 30). Mr Berry 
Robert Street, Mather (membership secretary) 
London WC2N 6BH rang and confirmed that the content 
0171-8958823 Mr of the questionnaire is alright for its 
Berry Mather members (Oct 7). Discussed and 
(membership agreed with Mr Mather that to 
secretary) select and send a copy of the 

questionnaire for every 178th 
member. Copies of questionnaires, 
attached letters to respondents, 
and self address envelopes were 
sent to Mr Mather. 

Contacted (Oct 3) the membership 0Finance and Leasing 0 
Association, 1 8 secretary: she confirmed that the 
Upper Grosvenor content of the questionnaire is not 
Street, London WIX appropriate and not within the 
0171-4912783 interests of its members. 

Contacted the membershipFuture and Options 0 0 
Association, Roman secretary (Oct 3), she confirmed 
Wall House, 1-2 that the content of the 
Crutched Friars, questionnaire is not appropriate and 
London EC3N 0171- not within the interests of its 
4884610 members. 

Sent a copy of the questionnaire toInstitute of 0 0 
Company Mr Banks (Oct 10). He refused to 
Accountants, 40 release the number of its 
Tyndalins Park memberships in the UK. Prof Vinten 
Road, Bristol BS8 suggested to contact Ray P. 
1PL 01272-738261 Spooner (a Past President of the 
Brian Banks ICA) at Conifer, Orestane Lane, 
(secretary general) Effingham, Surrey KT24 5SN (Prof 

Vinten does not have his phone 
number nor this is available on tel 
directory) as to whether Mr 
Spooner could help me on the 
membership numbers. Wrote to 
both Mr Spooner and Mr Bank. 
Received a letter from Mr Bank (Oct 
21 ) that he ' could not help me in 
the research'. 
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Spoke to the membership secretary, 1,200Institute of 7 
Directors, 116 Pall she mentioned that the rigidity of 
Mall, London SW1 Y the provisions of Data Protection 
5EA 0171-8391233 Act, and refused to take part in this 

mailing exercise. She told me that 
the total UK membership is 33,000. 
Contacted the Hampshire Branch 
(Mr Graham Smith, 11 The Avenue, 
Southampton S017 1XF 01703-
636311 ), Mr Smith agreed to 
circulate the questionnaires on my 
behalf. Discussed with Mr Smith 
the bases of selecting the samples 
(that is on every 171 th member in 
the lists). Sent 7 copies of the 
questionnaires to Mr Smith (Oct 7). 

Ms Sergent confirmed that theInstitute of 35,000 196 
Chartered content of the questionnaire is 
Accountants in within the interest of its members. 
England and Wales, She said that the label of selected 
Chartered members will be sent to me (and I 
Accountants' Hall, will circulate the questionnaires 
Moorgate Place, directly to the members), upon 
London EC2 3BJ payment and agreed with the 
0171-9208100 Ms. numbers for circulations (Oct 10). 
Jan Sergent Discussed and agreed with Ms 
(information Sergent the bases of selecting the 
exchange samples. 
administrator) 

Institute of Sent questionnaire to Ms Mitchell 5,440 30 
Chartered Kane (Practice Regulation 
Accountants in Executive) (tel: 01232-231 541) on 
Ireland, 11 Donegal! Oct 10, awaiting reply. Ms Kane 
Square South, passed the questionnaire to the 
Belfast BT1 5JE membership committee for 
(Belfast) 01232- consideration of appropriateness. 
231541. Mr. Brian She suggested to contact Ms 
Walsh (membership Caroline Smith (computer manager) 
secretary, 87-89 (Oct 21) for possibilities of sending 
Pembroke Oat, off questionnaires on my behalf. Ms 
Dublin 4 010-3531- Smith suggested to contact Mr 
6680-400 Fax: 01 0- Brian Walsh (membership 
3 5 31-6680-842 secretary). Contacted Mr Walsh by 

phone (Oct 24) and Mr Walsh 
agreed to send questionnaires for 
me. Discussed and agreed the 
bases of selecting the samples. 
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Institute of 
Chartered 
Secretaries and 
Administrators 1 6 
Park Crescent, 
London WIN 4AH 
0171-5804741 

The Institute of 
Internal Auditors 13 
Abberville Mews, 
88 Clapham Park 
Road, London SW4 
7BX 0171-4980101 
Fax: 0171-4782492 
Mr. Michael Propert-
Lewis (membership 
secretary) 

The Institute of 
Chartered 
Accountants of 
Scotland 29 Queen 
Street, Edinburgh 
EH2 1LA 0131-
948971 3 Fax: 
0131-2253813 
Shirley Thompson 
(central registry 
dept) 

The Law Society 
11 3, Chancery 
Lane, London 
WC2A 1PL 0171-
3205853 Mr. Derek 
Mercer (membership 
secretary) 

Refused to release membership lists 
nor involved in circulating 
questionnaires in view of the Data 
Protection Act. Total memberships 
in the UK is 17,000. She suggested 
that the questionnaires be included 
in the monthly circulations of the 
lnstitute's magazines. This would 
lose control on the numbers of the 
questionnaires sent. Contacted the 
Hampshire Branch, the secretary 
referred me to the HO in London. 

Sent both questionnaires to Mr 
Michael Propert-Lewis (Oct 12). 
Received a copy of the monthly 
membership statistics from Prof 
Vinten (Oct 21 ). Contacted Mr 
Propert-Lewis on Oct 21, but he is 
off sick. Will return my call on Oct 
24. Contacted Mr Propert Lewis on 
Oct 24, he was in the meeting, left 
a message for him to returning my 
call. The number of memberships 
was supplied by Prof Gerald Vinten 
(received on Oct 25). Contacted Mr 
Propert Lewis at various occasions, 
managed to speak to him and 
agreed the bases of selecting the 
samples. Received 12 labels from 
Mr Propert Lewis on Nov 9. 

Sent questionnaires on Oct 10, 
awaiting reply. Received a letter 
from Ms Fiona Wright (secretary of 
technical department) (oct 21) that 
I could access to members lists 
from a directory available from Park 
Bookshop (£55) and she did not 
comment on the content of the 
questionnaires. Ordered a copy of 
the directory (Oct 21). Received the 
directory on Oct 27. 

Mr. Mercer suggested to obtain a 
copy of the latest edition of the 
Directory of Solicitors and 
Barristers (UK) (1994). This latest 
edition is available from the Law 
Faculty at Southampton Institute. 

TOTAL 

0 0 

2,231 12 

3,732 21 

60,000 335 

178,853 1,000 
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Table 3: Response rate of the auditors' group 

Name of 
Professiona 
I Bodies 

Associatio 
n of 
Authorised 
Public 
Accountan 
ts 

Chartered 
Associatio 
n of 
Accountan 
ts 

Institute of 
Chartered 
Accountan 
ts in 
England & 
Wales 

Institute of 
Chartered 
Accountan 
ts in 
Ireland 

Institute of 
Chartered 
Accountan 
ts in 
Scotland 

TOTAL 

Samp 
les 

21 

147 

630 

46 

156 

1000 

1 st. 
Respons 
e No (%) 

5 (23.8) 

25 
(17 .0) 

168 
(26. 7) 

14 
(30.4) 

38 
(24.4) 

250 
(25.0) 

Respon 
ses 
(Remin 
der) 
No(%) 

0 (0) 

3 (2) 

14 
(2.2) 

0 (0) 

1 (0. 6) 

18 
( 1 . 8) 

Usable 
No(%) 

5 (23.8) 

27 
(18.0) 

17 
(27.6) 

14 
(30.4) 

36 
(23.1) 

256 
(25.6) 

Unusa 
ble 
No(%) 

0 (0) 

1 (0. 7) 

8 ( 1 . 3) 

0 (0) 

3 (1.9) 

12 
( 1. 2) 

Remarks 

returned to 
sender 

Insolvency 
partner ( 2), tax 
partner (3), 
returned to 
sender (2), 
materiality is in 
Grant Thornton 
audit manual (1) 

tax partner ( 1), 
time consuming 
(1 ), information 
system partner 
( 1 ) 
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Table 4: Response rate of the non auditors' group 

Name of Samp 1 st. Respo Usable Unusa Remarks 
Professional les Response nses No(%) ble 
Bodies No(%) (Remin No(%) 

der) 
No(%) 

Association of 10 2 (20) 0 (0) 2 (20) 0 (0) 
Cost & Executive 
Accountants 

Chartered 138 36 (26. 1) 2 (1.4) 38 (27.5) 0 (0) 
Institute of 
Management 
Accountants 

Institute of 84 24 (28.6) 0 (0) 24 (28.6) 0 (0) 
Bankers 

Chartered 112 35 (31.3) 0 (0) 34 (30.4) 1 (0.9) returned to sender 
Association of 
Certified 
Accountants 

Chartered 55 11 (20) 0 (0) 9 (16.4) 2 (3.6) away for holiday 
Institute of Public ( 1 ) , returned to 
Finance and sender (1) 
Accountancy 

Institute of 7 2 (28.6) 0 (0) 2 (28.6) 0 (0) 
Directors 

Institute of 196 55 (28.1) 3 (1.5) 58 (29.6) 0 (0) 
Chartered 
Accountants in 
England & Wales 

Institute of 30 6 (20) 1 (3.3) 7 (23.3) 0 (0) 
Chartered 
Accountants in 
Ireland 

Institute of 12 1 (8.3) 1 (8.3) 2 (16.6) 0 (0) 
Internal Auditors 

Institute of 21 7 (33.3) 0 (0) 7 (33.3) 0 (0) 
Chartered 
Accountants in 
Scotland 

Law Society 335 83 (24.8) 2 (1 .6) 81 (24.2) 4 (1.2) returned to sender 
(1), nothing to add 
(2), to consider 
qualitative matters 
only (1) 

TOTAL 1000 262 (26.2) 9 (0.9) 264 (26.4) 7 (0.7) 
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-----------

Appendix 3: RESPONSES FROM THE AUDITORS' GROUP 

(256 useful responses] 

Please could you indicate the time you start this questionnaire: 

Time: x - 2 7mins M = 20( 19%) 30 mins ( 1 8 %) 

PART A: Personal details 

1. Your current position: Partner: 11 7 (46 %) 
Audit Manager: 69 (27%) 
Sole Practitioners: 70 (27%) 

2 . Number of years you have held this position in the organisation: x = 9.2 5 M = (9%) 3 (7%) 

3. Higher education qualifications: None:142(56%) BA: 97 (38%) 

4. Professional qualifications:ACCA: 3 (1 %) ACA: 75 (29%) ICAS: 36 (14%) 
FCCA: 25 (10%) FCA: 103 (40%) ICAI: 14 (6%) 

5. Age range (please tick):20-25 26-30 31-35 36-40 
41-45 46-50 51-55 56-60 
61 + x=41·45 

M = 46-50 (24%) 

6. Sex (please tick): Male 203 (79%) Female 53 (21 %) 

7. Location of your office (Town): London= 39 (15%) South-West England= 30 (12 %) 

8. Number of employees within your functional area: x =20 

9. Number of employees in the whole organisation (within UK): x =2548 

10. Annualturnoverofthecompany: x =£8.07m M=£0.5m(12%) 

11 . Annual turnover of the group (within UK): x =£64m M = £1 00m (62%) 

12. Main business of the company: Accounting Services (100%) 

13. Do you work for one of the Big 6 · audit firms? (please tick) 

Yes 32 (13%) No 224 (87%) 

·Arthur Anderson, Cooper and Deloitte, Ernst and Young, Peat Marwick Mclintock, Price Waterhouse,
Touche Ross. 

Please do not detach 

Reference:_________( 1 st/reminder) 

Date sent: Date received: __________ 
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PART B: ABC PLC 

ABC PLC is a manufacturing company, listed in the International Stock Exchange. 

Consolidated profit and loss account 

For the year ended 31 March 

Revenue 

Operating costs 

Profit on ordinary activities before taxation 

Taxation on ordinary activities 

Profit attributable to ordinary shareholders 

Dividend 

Retained profit 

Earnings per share (pence) 

Consolidated balance sheet 

as at 31 March 

Fixed assets 

Plant and machinery 

Motor vehicles 

Other tangible assets 

Current assets 

Stock 

Debtors 

Cash in hand and at bank 

Creditors: amounts falling due within one year 

Net current assets 

Capital and reserves 

Called up share capital 

Profit and loss account 

1994 1993 
(£ml (£ml 

1800 1600 

(1260) l1J.2ill 

540 480 

J1fillJ J.1filU 

300 236 

J.1.filll Jl.lfil 

150 118 

43 34 

1994 1993 
(£m) (£ml 

675 573 

88 76 

131 11 5 

1992 
(£m) 

1400 

(980) 

420 

JH1.l 

230 

J.11.fil 

115 

33 

1992 
(£m) 

506 

68 

101 

876 764 675 

272 

98 

n 
389 

97 

231 

82 

..11 

330 

76 

204 

73 

_1§ 

292 

67 

292 254 225 

1168 1018 900= 

700 700 700 

468 318 200 

1168 1018 900 
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CASE 1: UNUSUAL ITEMS: LOSS ON DISCONTINUATION OF A PRODUCTION LINE 

At the end of the current year, ABC PLC had an unusual discontinuation of a production 
line. This has two effects: the effects of the discontinuation loss upon income of the current 
year, and the effects on ABC's continuing income stream. 

Judgement 1A 

Make your materiality judgement on the basis that the effect of the discontinuation loss on 
this year's income only, that is no effect on the company's continuing income stream. At 
what amount would the discontinuation loss become material? 

Materiality threshold 

Absolute Amount 
(£ml 

MC' %" 

For disclosure in the 
financial statements 

x 

41 .7 

M 
50(20%) 

10% Net Profit before Tax :167 (66%) 
12%: NP before Tax: 28(11.2%) 

At the planning stage of an 
audit 

41 .5 50(20%) 10% NP before Tax: 177 (71 %} 
12% NP before Tax:19 (7.6%) 

At the testing stage of an 
audit 

40.6 50(20.7%) 10% NP before Tax: 164 (65 .6 %) 
8% NP before Tax: 19 (7.6%) 

At the evaluation stage of 
an audit 

40.3 50(20.7%) 10% NP before Tax: 160 (64%) 
8% NP before Tax: 27 (10.8%} 

'Materiality criterion. Materiality could be expressed in absolute amount or relative term (that is the 
amount in comparison to a criterion). You need to decide a criterion which serves as the appropriate 
basis to compare the effects of the item. Examples of these criteria include net profit before tax, net 
profit after tax, turnover, and balance sheet total. 

"The estimated percentage of the item in comparison with the criterion you had selected . 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

0- 11- 21- 31- 41- 51- 61-70% 71-80% 81 -90% 91-
10 20 30 40 50 60 100 
% % % % % % % 

Control x =0.65 M=81(30. 
risk o = 2 .1 5%) 

Detection x =0.68 M =80(30. 
risk o = 1.9 4%) 

Inherent x =0.69 M=75 
risk o = 1.4 (35.6%) 

Audit risk x =0.72 
0= 0.85 
M=71 
(50%) 
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Judgement 1 B 

Make your materiality judgement on the basis that the effect of the discontinuation loss on this year's 
as well as the company's continuing income stream. At what amount would the discontinuation loss 
become material? 

Materiality threshold 

Absolute Amount 
(£m) 
x M 

MC' %' 

For disclosure in the 
financial statements 
At the planning stage of 
an audit 
At the testing stage of an 
audit 
At the evaluation stage of 
an audit 

39.7 

39.1 

38.2 

37.7 

50(22%) 

50(23.5%) 

50(23.1 %) 

50(21.5%) 

10% Pre Tax Profit :169 (67.3%) 12% 
Pre Tax Profit: 29 (1.6%) 
10% Pre Tax Profit:: 178 {71.2%) 12% 
Pre Tax Profit: 20 (8%) 
10% Pre Tax Profit: 172 (68.8%) 12 % 
Pre Tax Profit: 19 (7.6%) 
10% Pre Tax Profit: 160 (64%) 8% 
Pre Tax Profit: 24 (9.6%) 

'The ~xpl9nations of material criteria and % in Judgement 1 A apply to this judgement and all the 
following Judgements. 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 71-80% 81-90% 91-
100 
% 

Control risk x=0.70 

o = 1.8 

M=86 
(34%) 

Detection 
risk 

x =0.68 

o = 1.9 

M=72 
(28%) 

Inherent 
risk 

x =0.69 

o = 1.3 

M=98 
(39%) 

Audit risk x =0. 71 

o= 0.80 

M= 133 
(53%) 
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Judgement 1 C 

Assume that the effect of the discontinuation loss would have a positive effect upon the company 's continuing 
income stream due to the production line being inefficient and outdated. At what amount would the 
discontinuation loss become material? 

Materiality threshold 

Absolute Amount (£m) MC % 

For disclosure in the 
financial statements 

x 

39 .8 

M 

50(56%) 10% Pre Tax Profit : 164 (65.6%) 
12% Pre Tax Profit : 34 (13.6%) 

At the planning stage of 
an audit 

40.1 50 (21.9%) 10% Pre Tax Profit: 178 (71 .5%) 
12% Pre Tax Profit : 15 (6.0%) 

At the testing stage of an 
audit 

39.2 50 (23.1 %) 10% Pre Tax Profit : 168 (67 .5%) 
8% Pre Tax Profit: 19 (7.6%) 

At the evaluation stage of 
an audit 

39.0 50 (21.5%) 10% Pre Tax Profit: 163 {65.5%) 
8% Pre Tax Profit: 23 (9.2%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick) : 

0-
10 
% 

11 -
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 71-80% 81-90% 91-
100 
% 

Control risk x =0.70 

15 = 1.8 

M=77 
(30.8%) 

Detection 
risk 

x =0.66 

o = 1.9 

M=96 
(30.4%) 

Inherent 
risk 

x =0.69 

o = 0.8 

M=96 
{38.4%) 

Audit risk x =0.71 

0= 0.54 

M=122 
{48.8%) 
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CASE 2: ACCOUNTING POLICIES: CHANGE IN STOCK VALUATION 

During the current year, ABC PLC made a change in the method of computing stock. The First In First Out (FIFO) 
method was used previously, but now ABC PLC decide to use the weighted average (WA) method in line with 
the general practice within the industry in which ABC PLC operates. The effects of the change is as follows: 

Year Closing stock value Effects of the change (from FIFO Revised stock value (£m) 
before adjustment (£ml to WA method) (£ml 

1994 272 5 277 

Judgement 2A 

Make your materiality judgement on the basis of this year's information only. Assume the company has 
a Price/Earning ratio of 10: 1, which is the norm for the company and the industry . At what amount 
would the change in accounting policy be considered material? 

Materiality threshold 

Absolute Amount (£m) 
x M 

MC % 

For disclosure in the 
financial statements 
At the planning stage 
of an audit 
At the testing stage of 
an audit 
At the evaluation stage 
of an audit 

30.5 

30.3 

29.8 

29 .8 

50(19.8%) 

50 (22.7%) 

50 21.5%) 

50 (23.1 %) 

10% Pre Tax Profit: 130 (52.2 %) 
10% Stock: 45 (18 .1%) 
10% Pre Tax Profit: 138 (55.4%) 
10% Stock: 40 (16.1%) 
10 %Pre Tax Profit: 133 (53.4%) 
10% Stock: 40 (16.1 %) 

1 0% Pre Tax Profit: 130 (52.2%) 
10% Stock: 38 (15 .3%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick) : 

0- 11- 21- 31- 41- 51- 61-70% 71-80% 81-90% 91-
10 20 30 40 50 60 100 
% % % % % % % 

Control risk x =0.69 M=77 

o = 0.8 
(30.8%) 

Detection x = 0.65 M=72 
risk 

o = 1.9 
(29%) 

Inherent x =0.69 M=97 
risk (38.8%)

0 = 
0.75 

Audit risk x =0.69 M=150 

O= 0.68 
(60%) 
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Judgement 28 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 25: 1 (the norm of the industry is 10: 1), at what amount would the change 
in accounting policy be considered material? 

For disclosure in the 
financial statements 
At the planning 
staqe of an audit 
At the testing stage 
of an audit 
At the evaluation 
staqe of an audit 

Absolute Amount (£ml 
x M 

32.46 50 (21 %) 

30.6 50 (22.3%) 

31.3 50 (21.5%) 

29.7 50 (22.7%) 

Materiality threshold 

MC 

10% Pre Tax Profit: 138 (55.4%) 
10%Stock:41 (16.5%) 
10% Pre Tax Profit: 138 (55.4%) 
10% Stock: 38 (15.3%) 
10% Pre tax Profit: 133 (53.4%) 
10% Stock: 39 (15.7%) 
10%Pre Tax Profit: 127(51 %) 
10% Stock: 36 (14.5%) 

% 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

Control risk 

Detection 
risk 

Inherent 
risk 

Audit risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 

x=0.66 

i5 = 2.0 

71-80% 

x=0.72 

o= 0.8 

x =0.70 

o= 0.58 

M=95 
(38%) 

x =0.72 

o= o.48 

M =144 
(57.6%) 

81-90% 

M=78 
(31%) 

M=77 
(30.8%) 

91-
100 
% 
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Judgement 2C 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 5: 1 (the norm of the industry is 1 0: 1 ), reflecting an erratic earnings and 
growth pattern of the ABC PLC, at what amount would the change in accounting policy be considered 
material? 

For disclosure in the 
financial statements 
At the planning stage 
of an audit 
At the testing stage of 
an audit 
At the evaluation 
stage of an audit 

Absolute Amount (£m) 
x M 

31.4 50 (20.6%) 

31.5 50 (24%} 

30 .8 50 (22 .8%) 

30.9 50 (23 .2%) 

Materiality threshold 

MC 

10% Pre Tax Profit: 132 (53%) 
10% Stock: 41 (16.5%) 
10% Pre Tax Profit: 133 (53.6%) 
10% Stock: 39 {15.7%) 
10% Pre Tax Profit : 132 {53 .2%) 
10% Stock : 39 (15 .7%) 
10% Pre tax Profit: 134 (54 %) 
10% Stock: 36 {14.52%) 

% 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick) : 

Control risk 

Detection 
risk 

Inherent 
risk 

Audit risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 

x=0.65 

o= 1.5 

x =0.69 

o= 0.58 

71 -80% 

x=0.70 

o= 0.52 

M=74 
(29.7%) 

M=89 
(35.7%) 

x =0.70 

a= 0.40 

M:a143 
(57.4%} 

81-90% 

M=70 
(28.1%) 

91-
100 
% 
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CASE 3: CONTINGENT LIABILITIES: PENDING LITIGATION 

During the year, ABC PLC was named defendant in a law suit tor infringing the patent of Company 
XYZ. Several production lines are based upon the patents currently being contested. If ABC PLC were 
to loss the case, there would be a substantial long-term adverse impact upon the earning power. 
Counsel for ABC PLC advised that ABC has a 50% chance of winning the case. You are to judge the 
materiality of the contingent liability related to the pending litigation. 

Judgement 3A 

Make your materiality judgement on the basis of this year's information only. Assume the company has 
a Price/Earning ratio of 10: 1, which is the norm for the company and the industry. At what amount 
would the contingent liability be considered material? 

Materiality threshold 

Absolute Amount (£m) MC % 

For disclosure in the 
financial statements 

x 

37.97 

M 

50 (19.1%) 10% Pre Tax Profit: 175 (70.3%) 
12% Pre Tax Profit: 22 (8.83%) 

At the planning stage 
of an audit 

37.68 50 (20.4%) 10% Pre Tax Profit: 174 (70.4%) 
12% Pre Tax Profit: 15 (6.07%) 

At the testing stage of 
an audit 

37.31 50 (22%) 10% Pre tax Profit: : 180 (68.8%) 8% 
Pre Tax Profit: 19 (7.69%) 

At the evaluation 
staqe of an audit 

36.94 50 (20%) 10% Pre Tax Profit: 157 (63.56%) 
8% Pre Tax Profit: 24 (9.72%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

Control risk 

Detection 
risk 

Inherent 
risk 

Audit risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 

x=0.67 

i5 = 1.8 

71-80% 

x=0.72 

i5 = 0.41 

x =0.73 

i5 = 0.43 

M=91 
(36.5%1 

x =0.74 

i5= 0.39 

M=137 
(54.8%) 

81-90% 

M=93 
(36.3%) 

M=75 
(30%) 

91-
100 
% 
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Judgement 3B 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 25: 1 (the norm of the industry is 10:1), at what amount would the 
contingent liability be considered material? 

Materiality threshold 

Absolute Amount (£ml MC % 

For disclosure in the 
financial statements 

x 

37.57 

M 

50 (20.3%) 10% Pre Tax Profit: 179 ( 71.9%) 
12% Pre Tax Profit: 19 (7.63%) 

At the planning 
staqe of an audit 

37.67 50 ( 20.. 8%) 10% Pre Tax Profit: 182 (73.7%) 
12% Pre Tax Profit: 12 (4.86%) 

At the testing stage 
of an audit 

36.95 50 (22.4%) 10% Pre Tax Profit: 170 (68.8%) 
8% Pre Tax Profit: 19 (7.69%) 

At the evaluation 
stai:,e of an audit 

36.45 50 (21.2%) 10% Pre Tax Profit: 154 (62.3%) 
8% Pre Tax Profit: 36 (14.6%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 71-80% 81-90% 91-
100 
% 

Control risk x=D.75 

o= 0.32 

M=82 
(33%) 

Detection 
risk 

x=0.67 

o= 1.5 

M=71 
(28.5%) 

Inherent 
risk 

x =0.70 

o= 0.4 

M=82 
(33.1%) 

Audit risk x =0.72 

o= 0.28 

M=138 
(55.4%) 
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Judgement 3C 

Make your materiality judgement on the bas is of this year's information only . Assume that the company 
has a Price/Earning ratio of 5: 1 (the norm of the industry is 10: 1), reflecting an erratic earnings and 
growth pattern of the ABC PLC, at what amount would the contingent liability be considered material? 

Materiality threshold 

Absolute Amount (£m) MC % 

For disclosure in the 
financial statements 

x 

38.06 

M 

50 (19.9%) 10% Pre Tax Profit: 173 (69 .48%) 
1 2 % Pre Tax Profit: 18 (7 .23 %) 

At the planning stage 
of an audit 

37.81 50 (21 .2%) 10% Pre Tax Profit: 173 (70.04 %) 
12% Pre Tax Profit: 16 (6.48%) 

At the testing stage of 
an audit 

37 .52 50 (22.4%) 10% Pre Tax Profit: 170 (68.83 %) 
8% Pre Tax Profit: 20 (8. 10%) 

At the evaluation stage 
of an audit 

36.89 50 (20.8%) 10% Pre Tax Profit : 161 (65.18%) 
8% Pre Tax Profit : 28 (11 .34%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

Control risk 

Detection 
risk 

Inherent 
risk 

Audit risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 

x=0.67 

o= 1.8 

71-80% 

x=0.71 

o= 0.38 

x =0.71 

o= 0.24 

M=89 
(35.7%) 

x =0.73 

o= 0.2 

M=135 
(54%) 

81-90% 

M=88 
(35.3%) 

M=73 
(29.2%) 

91-
100 
% 
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CASE 4: CASH: CASH DEFALCATION 

There has been a defalcation of cash during the year. 

Judgement 4A 

Make your materiality judgement, if the defalcation was made by an employee of ABC PLC. 

Materiality threshold 

Absolute Amount 
(£m) 

MC % 

x M 

For disclosure in the 
financial statements 
At the planning stage of 
an audit 
At the testing stage of 
an audit 
At the evaluation stage 
of an audit 

2.41 

2.14 

2.05 

1.94 

1 (40.5%) 

1 (42.2%) 

1 (44.2%) 

1 (45%) 

1% cash balance: 101 (41.2%) 
2% cash balance: 16 (6.5%) 
1% cash balance: 100 (40.98%) 
2%cash: 15 (6.15%) 
1 % cash balance: 101 (41 .39%) 
2% cash balance: 16 (6.56%) 
1% cash balance; 103 (42.2%) 
2% cash balance: 16 ( 6.56%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

Control risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 71-80% 

x=0.73 

o= o.36 

81-90% 

M=96 
(38.7%) 

91-
100 
% 

Detection 
risk 

x=0.69 

o = 1.75 

M=71 
(28.6%) 

Inherent 
risk 

Audit risk 

x =0.70 

o = 0.26 

M=93 
(37.5%) 

x =0.73 

o= 0.2a 

M=144 
(58.1%) 
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Judgement 4B 

Make your materiality judgement, if the defalcation was made by one of the directors of ABC PLC. 

Materiality threshold 

Absolute Amount 
(£m) 

MC % 

For disclosure in the 
financial statements 

x 

0.93 

M 

0 (54.4%) 0% cash: 147 (61.3%) 
1 % cash: 61 (25.4%) 

At the planning stage 
of an audit 

1.05 0 (55%) 0% cash: 153 (63.5%) 
1 % cash: 62 (25. 7%) 

At the testing stage of 
an audit 

1.23 0 (55%) 0% cash: 156 {64.7%) 
1 % cash: 61 (25.3%) 

At the evaluation stage 
of an audit 

0.845 0 (55%) 0% cash: 156 (64. 7%) 
1 % cash: 61 (25.3%) 

Please indicate the extent of risk attached to the above situation at the evaluation stage of the audit (please 
tick): 

Control risk 

Detection 
risk 

Inherent 
risk 

Audit risk 

0-
10 
% 

11-
20 
% 

21-
30 
% 

31-
40 
% 

41-
50 
% 

51-
60 
% 

61-70% 71-80% 

x=0.79 

o= 0.34 

x=0.73 

i5 = 0.56 

x =0.73 

o= 0.25 

M=100 
(41%) 

x =0.79 

o= 0.24 

M=107 
(43.3%) 

81-90% 

M=129 
(52.2%) 

M=87 
(35.2%) 

91-
100 
% 
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PART C: Further questions 

1. Do you believe that there should be explicitly stated qualitative and quantitative standards of 
materiality? (please tick one) 

Not at all Absolutely yes 

2 3 4 5 ><=3.98 M = 5 (42.5%) 

2. Who should determine materiality guidelines? (Tick all applicable) 

% 

0 85.2 Accounting Standards Board 

0 85.9 Auditing Practices Board 

0 82.8 Corporate management (with disclosure in the financial statement) 

0 51.6 International Federation of Accounting Committee 

0 49.2 International Federation of Auditing Committee 

0 3.5 Judicial precedent (court decisions) 

0 Others {please specify): 

Auditors (2.3%) 
Stock Exchange {0.4%) 

3. What form should materiality guidelines take: {tick all applicable} 

% 

0.4 Absolute amount 

Pound range 

96.4 % of a single selected criterion. 

Please state the % and the criterion 

10% Pre Tax Profit (88.4%) 

5% pretax profit (9.5%) 

2 % turnover (2.1 %) 

3.2 % of a multiple selected criteria. 

Please state the % and the criteria 

10% Pre Tax Profit and 2% turnover (86.4%) 

5% Pre Tax Profit and 0.5% Turnover {13.6%) 

4. State the reasons for not recommending a guideline for materiality, both in auditing and accounting. 
Please suggest an alternative solution to this. 

Reasons: Nature of each cash differs (88% of those rejected having a guideline) 
Different Company has different level of activities (12%) 

Alternative solution(s):____________________________ 
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----------

5. If corporate management were to determine the materiality threshold for the company, how should this 
be disclosed? (Tick all applicable) 

% 

1.6 Auditors' report0 

0 14.1 Directors' report 

0 95.7 Notes to the accounts 

0 Others (please specify): 

No disclosure {0.4%) 

6. Are there any events or occurrences, regardless of the their amount, which you feel should always be 
disclosed in the financial statements? (tick all applicable) 

% 

0 51.6 Bribes 

0 87.5 Contingent liability on the possible outcome of a lawsuit 

0 75.8 Fraud 

0 93.4 Illegal acts by directors 

0 86.7 Illegal acts by employees 

0 22.7 Statutorily required disclosure items (eg. depreciation, directors' fees) 

0 90.2 Statutory violation (infringe health and safety, environmental protection acts etc) 

0 84.0 Third party transactions 

0 31.3 Transactions involving money laundering 

0 Others (please specify): 

7. Does your firm have a materiality guideline? 

Yes 15 {5.9%) (go to question 8) No 238 (94%) 

8. If yes, please state the materiality guideline recommended by your firm 

1-2% Turnover (6.7%) 

5-10% Pre Tax Profit {13.3%) 

changes every year (6.7%) 

10% Pre Tax Profit {73.3%) 

Please could you indicate the time and date of completing this questionnaire. Once again, many thanks for all 
your help. 

Date:_________Time: 
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[264 useful responses] Appendix 4: RESPONSES FROM THE NON AUDITORS' GROUP 

Please could you indicate the time you start this questionnaire: 

Time: x = 24.03 M = 20 (19.5%) 

PART A: Personal details 

1 . Your current position: 

Audit Manager: 34 
Sole Practitioners: 6 
Academic: 1 

Bank Manager: 26 
Group Accountant: 77 
Internal Auditor: 8 
Managing Director: 21 

Fianance Director: 10 
Law Partner: 5 7 
Legal Assistant: 24 
TOTAL: 264 

2. Number of years you have held this position in the organisation: x = 10.9 M = 15(9%) 

3. 

4. 

Higher education qualifications: 

BA:90 
MSc: 20 

Professional education qualifications: 

PhD: 0 
BA+PhD: 0 

BA+ MSc: 2 
None: 151 

ACCA{13%) ICAS{4%) ACEA(1 %) CIFFA(3%) LLB(31%) 
ACA {23%) !CAI (3%) CIB {8%) CIMA {14%) 

5. Age range (please tick): 20-25 26-30 31-35 36-40 

41-45 46-50 51-55 56-60 

61+ x = 43 M: 46-50 (23.2%) 

6. Sex (please tick): Male 215 (81. 7%) Female 48 (18.3%) 

7. Location of your office (Town): 

London {25.4%) SW England {6.2%) N Wales {4.8%) 
Southern England {12.1 %) E Midland {5.9%} S Wales (4.3%) 
Eastern England {5.2%} W Midland {6.1 %) Highland Scotland (4.9%) 
SE England {6.2%) NE England (10.2%) Lowland Scotland (4.8%) 
Northern Ireland {3.9%) 

8. Number of employees within your functional area: x = 46 M =21 (11 %) 

9. Number of employees in the whole organisation (within UK): x =1438 M=300 {5%) 

10. Annual turnover of the company: x = 22m M >10m {16.3%) 

11. Annual turnover of the group (within UK): x =£ 71 m M >10m(62%) 

12. Main business of the company: 

Accounting Services {15%) Banking {13.5%) Education (1 %) Local Govt (3.8%) 
Services {25.9%} Non Profit organistions (0.8%} Manufacturing {10%) Legal services (31 %) 

13. If you are answering this questionnaire in the capacity of a director, please indicate: 

18(6.8%) 246 (43.2%) 

(a) whether you are an executive ( ) or non-executive ( ) director; and 

(b) number of other directorship you hold: .'< = 2 M = 0 {70%) 

Please do not detach 
Reference:_________( 1 st/reminder) 

Date sent: Date received:_________ 
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PART B: ABC PLC 

ABC PLC is a manufacturing company, listed in the International Stock Exchange. 

Consolidated profit and loss account 

For the year ended 31 March 

Revenue 

Operating costs 

Profit on ordinary activities before taxation 

Taxation on ordinary activities 

Profit attributable to ordinary shareholders 

Dividend 

Retained profit 

Earnings per share (pence) 

Consolidated balance sheet 

as at 31 March 

Fixed assets 

Plant and machinery 

Motor vehicles 

Other tangible assets 

Current assets 

Stock 

Debtors 

Cash in hand and at bank 

Creditors: amounts falling due within one year 

Net current assets 

Capital and reserves 

Called up share capital 

Profit and loss account 

1994 
(£m) 

1800 

(7 260) 

540 

...!1Ml 

300 

.J.15..QJ 

150 

43 

1994 
(£ml 

675 

88 

131 

876 

1993 
(£m) 

1600 

ill1QJ 

480 

J.1.§fil 

236 

J.1.lfil 

118 

34 

1993 
(£ml 

573 

76 

115 

764 

7992 
(£m) 

1400 

(980) 

420 

J..1.!Zl 

230 

.J.llfil 

11 5 

33 

1992 
{£m) 

506 

68 

101 

675 

272 

98 

..1] 

389 

97 

292 

1168 

700 

468 

1168 

231 

82 

.Jl 

330 

76 

254 

1018 

700 

318 

1018 

204 

73 

...1..§ 

292 

67 

225 

900 

700 

200 

900 
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CASE 1: UNUSUAL ITEMS: LOSS ON DISCONTINUATION OF A PRODUCTION LINE 

At the end of the current year, ABC PLC had an unusual discontinuation of a production line. This has 
two effects: the effects of the discontinuation loss upon income of the current year, and the effects 
on ABC's continuing income stream. 

Judgement 1A 

Make your materiality judgement on the basis that the effect of the discontinuation loss on this year's 
income only, that is no effect on the company's continuing income stream. At what amount would the 
discontinuation loss become material? 

Materiality threshold 

Absolute Amount (£m1 MC' %" 

For disclosure in the 
financial statements 

x 

49.5 

M 

50 (21.4%) 10% Pre Tax Profit: 122 (46.7%) 
12% Pre Tax Profit: 43 (16.5%) 

'Materiality criterion. Materiality could be expressed in absolute amount or relative term (that is the 
amount in comparison to a criterion). You need to decide a criterion which serves as the appropriate 
basis to compare the effects of the item. Examples of these criteria include net profit before tax, net 
profit after tax, turnover, and balance sheet total. 

..The estimated percentage of the item in comparison with the criterion you had selected. 

Judgement 1 B 

Make your materiality judgement on the basis that the effect of the discontinuation loss on this year's 
as well as the company's continuing income stream. At what amount would the discontinuation loss 
become material? 

For disclosure in the 
financial statements 

Materiality threshold 

Absolute Amount MC' 
(£ml 
x M 

47.3 50 (21.9%) 10% Pre Tax Profit: 114 (44.4%} 
12% Pre Tax Profit: 41 (16.0%) 

%" 

'The ~xpl_anations of material criteria and % in Judgement 1A apply to this judgement and all the 
following Judgements. 
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Judgement 1 C 

Assume that the effect of the discontinuation loss would have a positive effect upon the company's 
continuing income stream due to the production line being inefficient and outdated. At what amount 
would the discontinuation loss become material? 

Materiality threshold 

Absolute Amount (£ml MC % 

7 M 

For disclosure in the 48.9 50 (22.8%) 1 0% Pre Tax Profit: 11 8 (45.9%) 
financial statements 1 2 % Pre Tax Profit: 39 {15.2%) 
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CASE 2: ACCOUNTING POLICIES: CHANGE IN STOCK VALUATION 

During the current year, ABC PLC made a change in the method of computing stock. The First In First 
Out (FIFO) method was used previously, but now ABC PLC decide to use the weighted average (WA) 
method in line with the general practice within the industry in which ABC PLC operates. The effects 
of the change is as follows: 

Year Closing stock value Effects of the change (from FIFO Revised stock value (£m) 
before adjustment (£m) to WA method) (£m) 

1994 272 5 277 

Judgement 2A 

Make your materiality judgement on the basis of this year's information only. Assume the company has 
a Price/Earning ratio of 10:1, which is the norm for the company and the industry. At what amount 
would the change in accounting policy be considered material? 

Materialitv threshold 

Absolute Amount (£ml 
x M 

MC % 

For disclosure in the 
financial statements 

39.8 50 (20.4%) 10% Pre Tax Profit: 111 (43.5%) 
5% Pre Tax Profit: 27 (10.6%) 

Judgement 2B 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 2 5: 1 (the norm of the industry is 10: 1 l, at what amount would the change 
in accounting policy be considered material? 

For disclosure in the financial 
statements 

Materiality threshold 

Absolute Amount (£ml MC 
x M 

40.0 50(21.3%) 10% Pre Tax Profit: 99 (39.0%) 
12% Pre Tax Profit: 39 (15.4%) 

% 
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Judgement 2C 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 5:1 (the norm of the industry is 10:1), reflecting an erratic earnings and 
growth pattern of the ABC PLC, at what amount would the change in accounting policy be considered 
material? 

Materiality threshold 

Absolute Amount (£ml MC 
% 

x M 

For disclosure in the 39.3 50 (20.6%) 10% Pre Tax Profit: 107 (42.1%) 
financial statements 12 % Pre Tax Profit: 36 (14.2 %) 
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CASE 3: CONTINGENT LIABILITIES: PENDING LITIGATION 

During the year, ABC PLC was named defendant in a suit for infringing the patent of Company XYZ. 
Several production lines are based upon the patents currently being contested. If ABC PLC were to loss 
the case, there would be a substantial long-term adverse impact upon the earning power. Counsel for 
ABC PLC advised that the suit has a 50% winning chance on its final outcome. You are to judge the 
materiality of the contingent liability related to the pending litigation. 

Judgement 3A 

Make your materiality judgement on the basis of this year's information only. Assume the company has 
a Price/Earning ratio of 10: 1, which is the norm for the company and the industry. At what amount 
would the contingent liability be considered material? 

For disclosure in the 
financial statements 

Materiality threshold 

Absolute Amount (£rn) MC 
x M 

44.7 50 (24.7%) 10% Pre Tax Profit: 126 (49.6%) 
12% Pre Tax Profit: 34 (13.4%) 

% 

Judgement 3B 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 25: 1 (the norm of the industry is 10: 1), at what amount would the 
contingent liability be considered material? 

For disclosure in the 
financial statements 

Materiality threshold 

Absolute Amount (£ml MC 
x M 

45.4 50 (23.2%) 10% Pre Tax Profit: 121 (47.8%) 
12% Pre Tax Profit: 31 (12.3%) 

% 
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Judgement 3C 

Make your materiality judgement on the basis of this year's information only. Assume that the company 
has a Price/Earning ratio of 5: 1 (the norm of the industry is 10: 1 ), reflecting an erratic earnings and 
growth pattern of the ABC PLC, at what amount would the contingent liability be considered material? 

Materiality threshold 

Absolute Amount (£m) 
x M 

MC % 

For disclosure in the 
financial statements 

42.2 50 (22.4%) 10% Pre Tax Profit: 121 (48.0%) 
12% Pre Tax Profit: 32 (12.7%) 
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CASE 4: CASH: CASH DEFALCATION 

There has been a defalcation of cash during the year. 

Judgement 4A 

Make your materiality judgement, if the defalcation was made by an employee of ABC PLC. 

For disclosure in the 
financial statements 

Materiality threshold 

Absolute Amount (£ml MC 
x M 

2.65 1 (34.4%l 1 % cash: 117 (4 7.2%) 
0.1 % cash: 46 (18.5%l 

% 

Judgement 48 

Make your materiality judgement, if the defalcation was made by one of the directors of ABC PLC. 

For disclosure in the 
financial statements 

Materiality threshold 

Absolute Amount (£ml MC 
x M 

1.24 1 (42.1 %l 0.1% cash balance: 109 (47.2%) 
1 % cash balance: 35 (15.2%l 

% 
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PART C: Further questions 

1. Do you believe that there should be explicitly stated qualitative and quantitative standards of 
materiality? (please tick one) 

Nor at all Absolutely yes 

2 3 4 5 x: 3.9 
M: 4 (52.3%) 

2. Who should determine materiality guidelines? (Tick all applicable) 
% 

0 72.3 Accounting Standards Board 
0 78.4 Auditing Practices Board 
0 48.9 Corporate management (with disclosure in the financial statement) 
0 19.3 International Federation of Accounting Committee 
0 18.2 International Federation of Auditing Committee 
0 34.1 Judicial precedent (court decisions) 
0 Others (please specify): 

Auditors 
Stock Exchange (0.4%) 
Users of accounts (0.4%) 

3. What form should materiality guidelines take: (tick all applicable) 
% 
1.5 Absolute amount 
0 Pound range 
92.4 % of a single selected criterion. 

Please state the % and the criterion: 
10% pretax profit (86.9%) 
2% turnover (12.9%) 
5% pre tax profit (0.2%) 

6.1 % of a multiple selected criteria. 
Please state the % and the criteria 
10% Pre Tax Profit & 2% turnover (67.6%) 
5% Pre Tax Profit & 10% assets (18.5%) 

5% turnover & 1 % balance sheet total {8.1 %) 
Lowest of 2.5% turnover, 10% net profit & 2% balance sheet total (5.8%) 

4. State the reasons for not recommending a guideline for materiality, both in auditing and accounting. 
Please suggest an alternative solution to this. 

Reasons: Nature of each case is different (78%) 
May ignore the aggregate effects of similar items (22%) 

Alternative solution(s):_____________________________ 
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----------

5. If corporate management were to determine the materiality threshold for the company, how should this 
be disclosed? (Tick all applicable) 

% 
0 6.8 Auditors' report 
0 38 .6 Directors' report 
0 93.9 Notes to the accounts 
0 Others (please specify): 

6. Are there any events or occurrences, regardless of the their amount, which you feel should always be 
disclosed in the financial statements? (tick all applicable) 

% 
0 32.6 Bribes 
0 53.8 Contingent liability on the possible outcome of a lawsuit 
0 43 .6 Fraud 
0 76.1 Illegal acts by directors 
0 62.5 Illegal acts by employees 
0 65.9 Statutorily required disclosure items (eg. depreciation, directors' fees) 
0 59.1 Statutory violation (infringe health and safety, environmental protection acts etc) 
0 17.8 Third party transactions 
0 36.4 Transactions involving money laundering 
0 Others (please specify): 

7. Does your company have a materiality guideline? 

Yes 7 (2.7%) (go to question 8) No 257 (97.3%) 

8. If yes, please state the materiality guideline recommended by your company 

5% Pre Tax Profit (14.2%) 

10% Pre Tax Profit (71 .4%) 

Lowest of 2.5% turnover, 10% net profit & 2% balance sheet total (14.3%) 

Please could you indicate the time and date of completing this questionnaire. Once again, many thanks for all 
your help. 

Time: Date:_________ 
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Chapter 6 

Interviews and Results 

Abstract 

The purpose of this Chapter is to report telephone interviews with 12 

auditors and 14 non auditors on the materiality thresholds adopted by them or 

their organisations. Non auditors ranged from finance directors, banker, lawyer, 

internal auditors, an academic, and technical directors of the ASB and the APB. 

The findings confirmed those of Chapter 5 (on the questionnaire survey) that 

10% of net profit before tax is the favourite determinant of materiality. Despite 

this, both the APB and the ASB have yet to decide a specific guideline for the 

professions. 

Introduction 

The Auditing Practices Board (APB) issued a Statement of Auditing Standard 

(SAS) in August 1995 on - Audit Materiality' (SAS 220). The APB did not 

recommend a mathematical measurement for materiality, but requested it to be 

arrived at based on - professional judgements' (para 3}. 

A questionnaire survey was carried out with 1,000 auditors (with 25.6% 

response rate}, and 1,000 non auditors (with 26.4% response rate) in the UK in 

late 1994. The analysis of the results of the survey led to eight issues 1 which the 

These eight issues were drawn from the results of the 
analysis of the questionnaire survey conducted in late 
1994 as follows: 
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researcher intended to follow up with a small sample of individuals. The 

interviewees are from 12 auditors and 14 non auditors in the UK. For the auditors, 

sampling was drawn from those took part in the pilot test2 of the questionnaire 

survey, and the remaining of the lists were drawn from senior/technical partners 

of Big 6, medium sized firms (2), and smaller practices (3} responses to the 

questionnaires. 

For non auditors, in view of their range of composition, interviewees were 

1. 10% pre tax profit seems to be the most favourite 
criterion to determine the materiality threshold, 
while for cash defalcations, 1% of cash balance 
is the favourite. 

2. Audit risk = control risk x detection risk x 
inherent risk? How does your firm decide the 
audit risk? 

3. Do you favour a guideline with specific criteria 
for materiality? 

4. Who should design the specific criteria? 

5. What is the materiality threshold you would use 
to disclose items in the financial statements? 

6. Should materiality threshold be disclosed in the 
financial statements? 

7. Is there any event which you would disclose in 
the financial statements, regardless of the 
amount? 

8. Does your company have a materiality guideline? 
Any intention to have one in the future? 

The non auditors were interviewed with only seven of 
the above questions (that is question 2 on audit risk 
was omitted in the interview), while the auditors were 
asked all the above eight questions. 

These are the first three interviewees listed in Table 
1 (Auditors contacted by telephone). 
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drawn from those who had participated in the pilot test3 of the questionnaire 

survey, and the remaining are preparers4 and users 5 of financial statements. 

literature review 

There is no systematic study through telephone interviews on how auditors 

and non auditors measure materiality6 • This chapter responds to this need. The 

intention of this chapter is also to confirm or otherwise the results of the 

questionnaire survey conducted in late 1994 and early 1995. 

Telephone interviews were carried out because this - reduces the costs 

associated with face to face interviews, but still allows some aspects of personal 

contact.' (Hussey and Hussey [1997, p.163], Baker [1994]). Hussey and Hussey 

(1997) also supported this method of research as 'the response rate can be as 

high as 90%' (p.163) 7 • 

All of them were accountants working in 
industry/commerce, two of which are finance directors 
of PLCs in the UK. These are good representation of 
preparers of financial statements. 

These include a qualified accountant from a commercial 
bank, and a partner in charge of charity accounting of 
a medium sized accounting firm in the UK. 

5 These consist of a bank manager, a lawyer, internal 
auditors, technical director of APB, Chairman of the 
IASC, and an academic. 

6 Checked to Proquest and Accounting and Business Index 
for 1990-1998. 

7 Baker (1994) argued that 'interviewing respondents 
over the telephone has become increasingly popular in 
recent years. ' (p. 201) , this is because telephone 
interviews are (1) cheap to be carried out, (2) take 
less time and effort (compared to questionnaires and 
face to face interviews), and (3) they are more 
impersonal than face to face interviews, since the 
interviewer cannot see the interviewees, and 
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Methodology 

Samples 

26 individuals were selected for interview8 in November and December 

1996. 12 from the auditors group with 14 from the non auditors group. The lists 

of interviewees were drawn from those who had agreed to take part in pilot study, 

and non responses to the questionnaire (see Tables 1 and 2). 

Each interviewee was contacted by telephone in November and December 

1996. The interviews were tape-recorded9 (see appendices 1 and 2 for detailed 

respondents may feel more willing to divulge personal 
information than in a face to face encounter (p.201-
202) . 

The disadvantages of having telephone interviews are: 
(1) selecting telephone numbers that actually lead to 
completed interviews involves a large number of tries 
to achieve a small number of successes, (2) there is 
less motivation generated among interviewees in a 
telephone interviews because of the reduced 
stimulation of not seeing the interviewer in person, 
(3) facilitating certain questions by giving the 
interviewees a list with a choices, cards to sort, or 
some other cue or form of visual assistance cannot be 
done in the same manner in a telephone survey (p.202). 

This research did not encounter the above problem of 
reluctance to participate in the interviews. In a few 
cases, follow up telephone calls have to be made due 
unavailability of the interviewees (eg meetings, 
holidays, out of office). 

In view of the results from the questionnaire survey 
showing that there were no significant differences 
among the auditors in terms of location, age, 
seniority, size of firms (Big 6 or non Big 6) and 
between auditors and non auditors, the sample size 
selected for the interviews was restricted to 20. 

Interviewees have been told about the recording of the 
conversations. Apart from the four from the auditors' 
group and three from non auditors' group, the 
remaining interviewees do not object to have the 
conversations be recorded, but insisted on having the 
tapes destroyed after the transcription. 
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content of the semi-structured interviews), and notes were also taken in the 

· · 10f hcourse o t e interview . 

On average, each telephone conversation took 22 minutes11 , 17 minutes 

longer than envisaged 12 . The researcher explained the purpose and the importance 

of the telephone survey, and offered the explanations of the meanings of 

materiality. Interview notes served as guides for the survey. Interviewees were 

allowed to interrupt, add/or comment in the course of the interviews. The purpose 

of the interviews was to reinforce (or otherwise) findings of Chapter 5 (Survey and 

results). Altogether nine questions were raise at the interviews with auditors and 

eight13 with non auditors. 

Interview questions 

These questions were derived from the results of the survey carried out in 

10 Notes were taken in case the tapes were corrupted 
before or during the interviews. Once these 
conversations were transcribed, and checked for 
accuracy and completion, the tapes were destroyed. 

11 The average number of minutes of telephone 
conversations with auditors with 20.5, and for non 
auditors 23. The conversations with non auditors were 
slightly longer because some interviewees were not 
familiar with the materiality concept, and needed some 
explanations. The longest telephone conversations with 
the auditors' group was 28 minutes and 40 minutes for 
the non auditors'group. 

12 This is because respondents were prepared to share 
their experiences of treating material items and 
comment upon the validity of having a guideline for 
materiality for the profession. 

13 The auditors were asked an additional question on 
audit risk (that is question number 2) . Respondents 
were asked for comments on audit risk= control risk 
x detection risk x inherent risk, and the approaches 
they adopted in practice. 

278 



Chapter 5. 

1. 10% pre tax profit seems to be the most favourite criterion to determine 

materiality threshold, while for cash defalcations, 1% of cash balance is the 

favourite. Any comments? 

The results reported in Chapter 5 {Survey and results) showed that 10% net 

profit before tax is the favourite for both auditors and non auditors in the UK. This 

could due to the materiality measurements recommended by auditing textbooks 14, 

the accounting literature15 , various accounting bodies16, and auditing manuals17 . 

14 For example, Porter, Simon and Hatherly (1996) 
mentioned that "although SAS 200 does not provide 
numerical guidelines or endorse their use, in practice 
the following percentage limit guidelines are widely 
used: a variation of 10% or more of the relevant base 
amount may be presumed to be material unless there is 
evidence to the contrary, a variation of 5% or less of 
the relevant base amount may be presumed to be 
immaterial, unless there is evidence to the contrary, 
and variations which lie between 5% and 10% of the 
relevant base amount, determination of materiality (or 
otherwise) depends on the particular circumstances 1 

(pp.146 & 147). An appropriate base amount is 'profit 
and loss statement items may be compared with profit 
before tax and exceptional items for the current year 
or the average pre tax profit for the last three years 
(including current year}' (p.146). 

15 For example, Bernstein (1969, 1970), Chong (1992, 
1993), Copeland and Fredericks (1968), Messere (1976), 
Neumann (1968), Frishkoff (1970), Robinson and Fertuck 
(1985), and Thomas (1978). They concluded that 10% of 
net profit before tax is the favourite criterion to 
determine materiality. 

16 The following accounting statements recommended that 
items equivalent to 10% of profit before tax will be 
considered material: 
(1) Statement of Accounting Standards no. 5 

(Australian Accounting Research Foundation, 1974, 
pp . 5 31- 5 3 3 ) , 

{2) Statement of Standard Accounting Practice No. 6 
(New Zealand Institute of Chartered Accountants, 
1985) I 

(3) Materiality and audit risk in conducting an audit 
(Canadian Institute of Chartered Accountants, 
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The survey also arrived at the decision that 1% of the cash balance was the 

favourable criterion to determine cash related transactions. There is no known 

study on the materiality measurements of cash related transactions18 . 

Telephone interviews could also establish whether respondents reacted to 

the situations based on practice or policy (Berry and Waring [1995, p.142]) 19 . 

1987, Appendix, p.12), 
(4) Applying materiality and audit risk concepts in 

conducting an audit(Canadian Institute of 
Chartered Accountants, 1992, para 6), 

(5) Audit risk and materiality (South African 
Institute of Chartered Accountants, 1984), and 

( 6) Institute of Chartered Accountants in Scotland 
(commissioned research by Anderson, 1973) 

17 Turley and Cooper (1991) conducted a survey on the 
audit manuals of 20 UK accounting firms (Big 6 are 
included) , and concluded that the materiality 
thresholds adopted by these firms is 10% net profits 
before tax (p. 75) . This is similar to an earlier 
survey conducted by Chandler (1985) on audit manuals 
in the UK (sample size of 5 of the Big 6 and 2 from 
non Big 6). Pratt (1990) surveyed audit manuals of Big 
7 in New Zealand and found that three firms considered 
10%- of net profit before tax is the threshold, two 
considered items more than 5% of net profit before 
tax, while two considered 10% net profit after tax as 
materiality thresholds (p.139) (Arthur Andersen was 
not included in the study as this firm was not 
represented in New Zealand at the time of the study 
(1990)). 

18 Checked to Proquest, and Accounting and Business Index 
for the period from 1992-1998. 

19 Berry and Waring (1995) interviewed 21 bank lending 
officers in the UK in 1990 on the pattern of using the 
financial information for lending purposes. The 
purpose of conducting interviews was to establish 
whether there are any inconsistence in the results 
derived from the questionnaires and from the 
interviews. They concluded that the results concur 
with their earlier questionnaire surveys. 

The telephone surveys conducted in this Chapter served 
the purpose of confirming the results arrived in the 
questionnaire survey of Chapter 5. 
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2. Audit risk = control risk x detection risk x inherent risk? How does your 

firm decide the audit risk? 

The audit risk formula suggested by the AICPA (1981) on the multiplications 

of the probability of control risk {CR), detection risk (DR) and inherent risk (IR) 

(that is AR = CR x DR x IR) will arrive at the overall audit risk (AR) is not 

supported by the results of the questionnaire survey (see Chapter 5). This 

conclusion is consistent with results of research conducted by Jiambalvo and 

Waller {1984), and Daniel ( 1 988). The conclusion drawn from this survey also 

shows that the probability of control risk, detection risk, and inherent risk is lower 

than the audit risk. This is again consistent with conclusions of Jiambalvo and 

Waller (1984), and Daniel ( 1 988). 

The probability of risk on non-cash items is slightly lower (about 70%) 

compared to cash-related transactions (about 80%). This question is only raised 

for the auditors group as non auditors do not evaluate or become involved in audit 

risk in discharging their duties (for example lawyers and bankers) or in the process 

of preparing financial statements. 

3. Do you favour a guideline with specific criteria for materiality? 

52% of the auditors and 43% of non auditors (that is an average of 48%), 

surveyed in Chapter 5 indicated a strong support to have a materiality guideline 

in the UK while 30% suggested an absolute need to have a guideline for the 

profession20 • Those21 who indicated that no specific guideline is to be 

20 Respondents were requested to indicate in the scale of 
1 (not at all having a materiality guideline in the 
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recommended in the UK indicated that (a) the items differ in nature (88%) 22 , and 

(b) different companies have different levels of activity (12%) . 

It is the intention of duplicating this question through the telephone survey 

to assess whether a guideline for materiality is needed for the accounting and 

auditing professions, and to find out the materiality threshold and criteria currently 

adopted by the individuals and their organisations. 

4. Who should design the specific criteria? 

Those in favour (97. 5 % of respondents) of having a materiality guideline in 

the UK suggested that the Accounting Standards Board {72.3%) and Auditing 

Practices Board (78.4%) in the UK should draft the guidelines. The APB issued the 

audit guideline SAS 220 (Materiality and audit risk) in 1995, but the ASB has not 

published a similar standard for the accounting profession. 

For Statements of Recommended Practice {SORPs), the ASB issued an 

UK) to 5 (absolutely yes). 

Results of the number (and%) of respondents on having 
a materiality guideline in the UK are: 

Scale 1 (absolutely no guidelines): 13 (2.5%) 
Scale 2: 20 (3.9%) 
Scale 3: 80 (15.8%) 
Scale 4 (strong support): 243 (47.9%) 
Scale 5 (absolute yes): 151(29.9%) 

The mode of the responses from non auditors is 4 (with 
a mean of 3. 9, and i5 of 0. 79) while the mode for 
auditors' group is 5 (with a mean of 3.98 and i5 of 
0. 65) . 

21 5 (or 2%) respondents from the auditors' group and 8 
(or 3%) respondents from non auditors' group. 

22 This is the percentage of the total number of 
respondents who opposed having a specific guideline. 
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Exposure Draft on · Statement of principles for financial reporting' (Wilkins, 1997, 

pp. 739-818) which defined materiality as • a threshold quality. It provides a cut 

off point rather than being a primary qualitative characteristics that information 

must have if it is to be useful, and it needs to be considered before the other 

qualities of that information. If any information is not material, it does not need to 

be considered further' (para 2.6). However, there is no indication or 

recommendation on the cut off point for the materiality threshold in the Draft. 

The Draft went on to mention that 'information is material if it could 

influence users' decisions taken on the basis of the financial statements. If that 

information is misstated or if certain information is omitted, the materiality of the 

misstatement or omission depends on the size and nature of the item in question 

judged in the particular circumstances of the case' (para 2. 7) 23 . This is a useful 

guidance for preparers and auditors in the course of discharging their duties, but 

there is still an element of professional judgements of the extent to which items 

are considered material. It could due to variations in the nature of the activities of 

industries in which SORPs will be applicable; this leads to difficulties to arrive at 

a specific threshold for materiality, and the wide ranging users of the financial 

statements as the Draft emphasised that 'the information contained should be 

23 The Draft mentioned 'aspects nature of the item which 
affect a judgement about its materiality include the 
events and transactions giving rise to it and the 
particular financial statement headings and 
disclosures that are affected' (para 2. 7) . 
Circumstances that are considered included other 
elements of the financial statements taken as a whole 
and other information available to users that would 
affect their evaluation of the financial statements, 
for example, implications of the item for the 
evaluation of trends, effects of aggregations of 
individual which are similar in nature (para 2.7). 
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useful to users for assessing the financial position, performance and financial 

adaptability of an enterprise' (para 2. 1). 

5. What is the materiality thresholds you would use to disclose items in the 

financial statements? 

This question was included for interviews because the results of the 

questionnaire survey (of Chapter 5) indicated that the suggested materiality 

guideline for disclosing items in financial statements are (a} 10% pre tax profit24, 

and (b} 2% of turnover 25 . This result is in line with suggestions by academics, 

other accounting bodies, textbooks and audit manuals 26 • 

6. Should materiality thresholds be disclosed in the financial statements? 

Disclosure of relevant information in the financial statements could enhance 

users in the decision making process (Gray et al [1995]). Similarly, this applies to 

disclosure of materiality thresholds in the financial statements. The results of the 

questionnaire survey show that there is a strong support for materiality thresholds, 

once decided by preparers of the financial statements which need to be disclosed 

24 95% of the respondents (from both the auditors and non 
auditors groups) in the survey indicated that 10% of 
net profit before tax is the main criterion to 
determine materiality. The remaining respondents use 
turnover as measurement. 

25 2% of the respondents favoured this criterion. 

26 See question 1 of the telephone survey for details on 
references. 
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in the notes to accounts (96%), followed by in the directors report (12%), and 

auditor's report (2 %) . 

7. Is there any event which you would disclose in the financial statements, 

regardless of the amount? 

Schedule 4 of the Companies Act 1985 specifically indicated some items 27 

which need to be disclosed in the financial statements. However, there is no 

indication of the extent to which these items are to be disclosed. The 

questionnaire survey also requested the respondents indicate those items which 

they feel should be disclosed in the financial statements. 

Three main financial items which respondents favour disclosure in the 

financial statements, irrespective of their amount, are (a) illegal acts by directors 

(93% of the respondents) 28 , (b) illegal acts by employees (86%), © statutorily 

required disclosure items (for example depreciation, and directors' fees) (90%). 

27 For examples, depreciation of fixed assets, directors' 
remuneration, audit fees, fees paid and payable for 
management services of the audit firm and other 
professional firms, and lease and hire of plant and 
equipment. 

28 Respondents may indicate more than an item in the 
survey. For example, a respondent may indicate a 
combination of (a) illegal acts by directors, (b) 
illegal acts by employees, and© statutorily required 
disclosure items (for example depreciation, and 
directors' fees) . Thus, the %- represents the 
proportion of respondents favoured the particular item 
for disclosure. 
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8. Does your company have a materiality guideline? Any intention to have one 

in the future? 

This question intended to capture the extent in which individual professional 

firms or business organisations have guidelines on materiality in the course of 

discharging their respective duties of care. The questionnaire survey showed that 

among the respondents, 15 (or 5.9% of the total responded) of the auditors and 

7 (or 2.7%) of the non auditors have materiality guidelines within their firm. 

For auditors, 11 respondents (or 73%) have 10% pre tax profit as the firm's 

guideline, followed by two respondents (or 13%) with 1-3% of turnover, and one 

(or 7%) with 5% pre tax profit, and one respondent uses both10% of pre tax 

profit and 2 % turnover (whichever is lower) as guideline. For non auditors, out of 

seven respondents having guidelines within their organisations, five (or 71 %) use 

10% pre tax profit as guidance, and two opted for 5% pre tax profit. Non auditors 

seem to use net profit before tax as the criterion to determine the materiality level. 

9. Any other comments or information you wish to add on what we had 

discussed? 

This question is intended to make the telephone interviews semi structured 

and allows respondents to put forward any further comments they wish. 
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Results 

The results are based on telephone interviews with 12 auditors and 14 non 

auditors on those points raised above. Summaries of the results of the interviews 

are in Appendices 1 and 2. 

1. 10% pre tax profit seems to be the most favourite criterion to determine 

materiality threshold, while for cash defalcations, 1% of cash balance is the 

favourite. Any comments? 

Altogether 20 (or 77 %) interviewees agreed to the 10% net profit before 

tax as the most favourite criterion to determine materiality, while four (or 1 5 %) 

interviewees suggested 5% of net profit before tax, one interviewee proposed that 

a range of 5-10% of net profit before tax is the favourite. The results of the 

interviews showed that 10% net profit before tax is the favourite determinant for 

materiality in the UK. 

For cash defalcations, except for one interviewee who mentioned that the 

control of cash is not within the interviewee's remit, all the other 25 (or 96%) 

interviewees agreed that 1% of cash balance is a reasonable measurement on 

cases related to cash defalcation. 

2. Audit risk = control risk x detection risk x inherent risk? How does your 

firm decide the audit risk? 

The results of this question is based on interviews with auditors as audit risk 

mainly affect the auditors in the audit processes. In view of this, non auditors were 
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not requested for comments on the elements of audit risk. All the 12 interviewees 

felt that the formula does not work in practise as it is difficult to arrive at the 

probability of each of the elements of the control risk, detection risk and inherent 

risk. 

Interviewees generally based decisions on the last and previous years' audit 

experience of the clients to derive the audit risk. The nature of the business 

activities and results of compliance testing of each audit assignment will also be 

taken into consideration when arriving at the probability of the audit risk. 

The results from the interviews support the notion that the formula on audit 

risk (the multiplication of control risk, detection risk and inherent risk) is not 

appropriate in practise. 

3. Do you favour a guideline with specific criteria for materiality? 

Altogether 18 (or 69%) interviewees supported having a specific criterion 

for materiality. This suggestion may enhance consistency in disclosing material 

items in the financial statements and comparisons, and may be useful for decision 

making by users. 

However, eight (or 31 %) do not support the publication of a guideline for 

materiality as auditors and preparers are the best to apply professional judgements 

for different situations, and because of the difficulties of publishing a specific 

guideline suitable to all the industries. 

The results of the interviews support the results derived from the 
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questionnaire survey carried out in 1994 that 77.8% 29 of the respondents strongly 

supported the issuance of a specific guideline in the UK. 

4. Who should design the specific criteria? 

Interviewees in favour seem to have split opinions on who (or which bodies} 

is the best to design the materiality guideline in the UK. Three interviewees 

preferred the Auditing Practices Board (APB), four suggested for the Accounting 

Standards Board (ASB}, while nine agreed that these criteria should be published 

jointly by the APB and the ASS. These two bodies should consult each other on 

the appropriate guidelines to be issued in the UK30• However, there are seven 

(27 %} interviewees opposed to the publication of any specific materiality 

thresholds in the UK (see Question 3 above for those against the publications of 

the guidelines}. 

The results of these interviews supported that if there is a need to issue a 

materiality guideline which specifies materiality threshold and criteria in the UK, the 

APB and ASB will be responsible for this task. There is a need for these two bodies 

to have continuing consultations and meetings to formulate when a materiality 

threshold (if any) should be issued in the future. 

4 7 . 9 % indicated there is a strong support for a 
guideline on materiality in the UK while 29.9% said 
that there is an absolute need for the profession. 

,If 

Spoke to John Grant (APB) and Allan Cook (ASB) in 
April 1998 and they confirmed that there are reg~lar 
meetings and consultations between thes~ tw~ technical 
directors on future statements and guidelines to be 
issued. 
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5. What is the materiality threshold you would use to disclose items in the 

financial statements? 

Eight interviewees agreed that 10% net profit before tax will be the 

suggested criterion for measuring materiality, while five prefer 5% of net profit 

before tax as the criterion, and three would use 5-1 0% of net profit before tax as 

the range for materiality. 10% of net profit is still the favourite criterion. However, 

three interviewees suggested not to have any materiality criteria as it is difficult 

to arrive at a specific guideline suitable for all situations. 

The conclusions derived from the above interviews showed that 10% of net 

profit is the favourite determinant for materiality, and net profit before tax is the 

favourable options for interviewees. These supported the results of the 

questionnaire surveys carried out by the researcher on auditors and non auditors 

(see Chapter 5 for detail discussions). 

6. Should materiality thresholds be disclosed in the financial statements? 

The decisions on whether to disclose the materiality thresholds in the 

financial statements seem to be quite narrow. 

13 (or 50%) of the interviewees do not agree that the materiality thresholds 

which are applied in the course of preparing the financial statements needed to be 

disclosed in the financial statements. This is because this additional disclosure may 

further confuse users of financial statements as they may not appreciate the 

implications of the disclosure. 

However, those 11 interviewees who suggested that disclosure is needed, 
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supported the notion that this additional disclosure may assist users in decision 

making. They suggested that if disclosure is made, the materiality thresholds 

should be disclosed in the notes to the accounts. 

The above interviews may not fully support the results of the questionnaire 

survey, with 80% of respondents in favour of disclosing materiality thresholds in 

the financial statements, but for all of those who supported the disclosure of 

materiality thresholds in the financial statements suggested that notes to accounts 

is the appropriate 'location' for the disclosure. 

7. Is there any event which you would disclose in the financial statements, 

regardless of the amount? 

18 (or 69%) interviewees suggested only statutorily required disclosure 

items need to be disclosed regardless of the amount thereof. This shows that 

respondents tend to disclose the minimum required items in the financial 

statements. This supports the conclusions from the questionnaire survey reported 

in Chapter 5 (survey and results) that there is no need to have any materiality 

thresholds for statutorily required items. 

8. Does your company have a materiality guideline? Any intention to have one 

in the tutu re? 

Three interviewees currently have a materiality guideline within the 

organisation31 • 11 (42 %) interviewees who do not currently have guidelines on 

10% of net profit before tax (for one case) and 10% of 
net revenue or aggregate assets (for two other cases). 
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materiality intended to pursue introducing a guideline for the organisation. 10% of 

net profit before tax remains the favourite choice (with six of the interviewees), 

followed by 5 % of net profit (two cases), 5-1 0 % of net profit before tax (one 

case), and two interviewees are prepared to update their manuals using the 

recommended guidelines (if any) of the APB or ASB. This shows that individuals 

are prepared to have a guideline for the organisation or auditing practices in the 

UK. 

For those interviewees who currently do not have any materiality guidelines, 

the engaging partners are the people who will determine the materiality thresholds 

for audit assignments, while for the non auditors, finance directors or the 

accountants decide the thresholds for the preparation of financial information. 

9. Any other comments or information you wish to add on what we had 

discussed? 

This concluding question allows the interviewees to add further comments 

(if any) on the topic of materiality and the proposal of the APB on audit materiality 

(SAS 220). Interviewees were generally interested in the results of the 

questionnaire survey (reported in Chapter 5) that 10% of net profit before tax is 

the favourite determinant of materiality in the UK. They offered no further 

comments on the research project, and were interested to see whether the APB 

and the ASB would publish a specific guideline on materiality in the future. 
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Conclusions and Limitations 

The above methodology confirmed 1 0 % of net profit before tax is the 

favourite determinant for materiality in the UK. This is in line with literature 

(reported in Chapter 2) and the results of the questionnaire survey carried out in 

1994 (reported in Chapter 5). Interviewees are interested to have a guideline for 

the firms or organisations in due course. They are prepared to accept and include 

their recommended materiality guidelines (if any) of the APB and/or the ASS. At 

the moment, engaging partners (within a practising firm of accountants) and 

finance directors (for business organisation) decide the guidelines for the 

respective organisations. 

There is support to disclose materiality thresholds in the notes to the 

accounts of financial statements. The additional disclosure will enhance decision 

making of users of the financial statements. 

There are a number of limitations of this type of research which must be 

considered when examining the findings. The samples were of a limited size. The 

results relate to a particular period of time. However, since the results derived from 

this survey do not differ significantly from the questionnaire survey, these 

limitations could be overruled (Berry and Waring [1995]). 

The other limitation is there is of no weighting being placed on results of the 

interviews. It is difficult to carry out the weighting since these are opinions of 

individual commentators, rather than who should carry the most authority on this 

topic. 
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Using the principles of stakeholder theory32 , there is a need to ensure that 

information contained in the financial statements is adequate for decision making 

(Buchholz and Rosenthal [ 1997], Philips [1997], Mitchell et al [1997]). In view of 

this, the opinions of users of financial statements should be given priority and a 

heavier weighting. However, decisions and suggestions by others should not be 

discounted. 

Although the purpose of this research was not to examine stakeholders' 

perspectives on materiality, it is instructive that the nearest proxies in the 

interviews were a banker, a lawyer, and two internal auditors, and they all came 

down heavily on the need for a guideline by the accounting and auditing 

professions, and the need to disclose details of the materiality threshold in the 

notes to the financial accounts. In view of this, the accounting and auditing bodies 

need to consider of having a specific materiality guideline in the UK. 

Caroll (1996) felt that stakeholders consist of 
consumers, suppliers, government, competitors, 
communities, employees and stockholders (pp.84-88), 
while Buchholz and Rosenthal (1997) argued that 
stakeholder theory assumes that stakeholders are 
individual entities that are clearly identifiable by 
management, and that their interests can be taken into 
account in the decision making processes (p. 182). 

In view of this, suggestions put forward by 
stakeholders should carry heavier weighting in this 
interviewing process. 
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Table 1: Auditors contacted for telephone interview 

Name Position Location Date Duration of 
the 
conversation 
(min} 

1 Tim Bentall Partner, Lyon Southampton Nov 4, 12 
Pilcher 1996 

2 Ken Ball Partner, Southampton Nov 6, 14 
Burnett 1996 
Swayne 

3 Anthony Technical Southampton Nov 6, 11 
Cory- Partner, 1996 
Wright KPMG Peat 

Marwick 

4 Alister Technical London Nov 13, 20 
Wilson Parther, Ernst 1996 

& Young 

5 Patrick King Technical London Nov 17, 24 
Partner, Price 1996 
Waterhouse 

6 David Allen Technical London Nov 17, 22 
Partner, 1996 
Cooper & 
Lybrand 

7 Michael Technical London Nov 18, 20 
Kerr Partner, 1996 

Touche Ross 

8 Mrs. Joyce Partner, Glasgow Dec 2, 23 
Albrow Braitwaite & 1996 

Co 

9 Steven Technical London Nov 20, 24 
Bruck Partner, 1996 

Pannell Kerr 
Forster 

10 Kyriacos Partner, Lee London Nov 24, 28 
Antoniou Christian & 1996 

Co 
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1 1 Philip 
Cooper 

Partner, 
Arthur 
Anderson 

London Dec 2, 
1996 

23 

12 Pesh 
Franjee 

Partner on 
Charity 
Accounts 
Unit, Binder 
1--l::imh,n 

London Dec 12, 
1996 

25 
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Table 2: Non-auditors contacted for telephone interview 

Name Position Location Date Duration of 
the 
conversation 
(min) 

1 Linda Group accountant, Southampton Nov 5, 10 
Hansford Skandia Life 1996 
(Accountant) Insurance 

2 Alan Spall Finance Director, London Nov 12 
(Accountant) ICI PLC 10, 

1996 

3 John Finance Director, Slough Nov 12 
Bromwich BP Energy PLC 12, 
(Accountant) 1996 

4 Amanda Statutory London Nov 28 
Ringer Accountant, 14, 
(Banker/ Barclays Bank 1996 
Accountant) 

5 John Bank Manager, Southampton Nov 40 
Anderson Lending and 17, 
(Banker) Business 1996 

Development, 
Natwest 

6 James Partner, Freshfields London Nov 36 
George 14, 
(Lawyer) 1996 

7 Jeff Wilton Internal Auditor, Fawley Nov 25 
(Internal National Power 18, 
auditor) 1996 

8 Chris Butler Chief Internal London Dec 3, 24 
(Internal Auditor, 1996 
Auditor) Government Office 

9 Harold Director of London Nov 26 
Wilkinson Accounting 26, 

Practice, Audit 1996 
Commission 
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10 John Grant 
(Auditing 
Practices 

Technical Director, 
APB 

London Dec 
10, 
1996 

25 

Board} 

1 1 Sir Brian 
Carlsberg 
(Accounting 
Board) 

Chairman, 
International 
Accounting 
Standards Board 

London Dec 
15, 
1996 

1 5 

12 Allan Cook 
(Accounting 
Standards 
Board) 

Technical Director, 
Accounting 
Standards Board 

London Dec 
12, 
1996 

23 

13 Professor 
David 
Hatherly 
(Academic 
and Auditing 
Board) 

Professor of 
Accounting 
(University of 
Edinburgh) & 
Academic 
representative on 
the APB 

Edinburgh Dec 
1 5, 
1996 

20 

14 Linda 
McGiffin 
(Internal 
A 11rlitnrl 

Internal Auditor, 
West Lothian 
District 

Scotland Nov 
27, 
1996 

25 
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Appendix 1: Interview notes for auditors' group 

Introduction (Use the following text with care as this may not be applicable to 
some cases) 

Good morning. My name is Gin Chong, reader in Business Finance Faculty 
of Southampton Institute. I am currently carrying out research in materiality 
in auditing. I sent you a copy of the questionnaire a while back but haven't 
received your reply. So, instead of sending you another reminder, do you 
have any objections if I were to ask you to answer 8 simple questions 
relating to materiality over the phone? This will take less than 5 minutes of 
your time. The interview will be based on the results of responses I 
received. I hope you will find them interesting. Any objections if I record our 
conversations? This will help me to jog my memory, and the tape will be 
destroyed after the completion of the research. The phone may blip at 
regular intervals due to the recording system. Shall we begin? 

1 . 

2. 

Questions 

In the survey I found that 10% pre tax profit 
seems to be the most favourite criterion to 
determine materiality threshold, do you have 
any comment? 

For cash defalcations, 1 % of cash balance is 
the favourite. Any comments? 

Regarding audit risk, do you agree 

Notes/ comments 

8 (67%) respondents 
agreed. 2 suggested 
5% net profit before 
tax, 1 suggested 5-
10% net profit before 
tax. 

No comments from all 
interviewees 

No 

Audit risk = control risk x detection risk x 
inherent risk? 

How does your firm decide the audit risk? 
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8 Yes, 4 no. 

for materiality? 
3. Do you favour a guideline with specific criteria 

[If yes] why? 

[If no] why not? [Go to question 6] 

[There is strong support, with absolute 'yes', to 
have a materiality guideline in the UK (48%)]. 

[A specific guideline is difficult to be determined 
due to (a) there are differing nature of the items 
(88 %) , & (b) different company has different 
level of activities (12%)]. 

3 APB, 5 APB and ASB 
jointly, 4 No 

[To have a guideline: Accounting Standards 
Board (72.3%), and Auditing Practices Board 

4. Who should design the specific criteria? 

(78.4%)]. 

5 10% net profit before 
tax, 3 5-1 0 % net profit 

5. What is the materiality threshold you would use 
to disclose items in the financial statements? 

before tax, 1 5 % net 
profit before tax. 3 said 

[The results of the survey indicates that the no 
suggested materiality guideline is: 
(a) 10% pre tax profit (95%), and (b) 2% 
turnover { 5 %) ] 

8 No, 4 Yes (Notes to 
accounts) 

6. Should materiality threshold be disclosed in the 
financial statements? 

[If so] whereabout? 

[If not] why not? 

[Results of the questionnaire survey were (a) 
auditors report (2%), (b) directors report (12%), 
(c) notes to accounts (96 %) l 
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11 Yes (Statutorily 
required disclosure 

7. Is there any event which you would disclose in 
the financial statements, regardless of the 

items), 1 No
amount? 

[(a) illegal acts by directors (93%), (b) illegal 
acts by employees (86%), © statutorily required 
disclosure items (eg depreciation, directors' 
fees} (90%)] 

1 Yes (10% net profit 
before tax), 11 No. 

8. Does your company have a materiality 
guideline? 

11 without guidelines:
[If yes] please state. thresholds will be 

decided by engaging 

[If no] who will decide the disclosure threshold? partner & audit 
supervisor(s).Any intention to have one in the future? why 

not? Out of 11, 3 suggested 
10% of net profit 
before tax, 1 for 5% 
net profit before tax, 3 
will follow APB/ASB 
recommendations (if 
any) in future. 

4 opposed a guideline: 
difficult to have a 
guideline suitable for all 
situations. 

No 

add on what we had discussed? 
9. Any other comments or information you wish to 

Notes: 

1. [] indicates results from the survey. This will not be read to the interviewees 
unless it is a real need to carry on the conversation. 

2. The absolute amount of materiality has been ignored in the above interviews 
as interviewees may wish to access to the financial statements before 
arriving at decisions. 
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Appendix 2: Interview notes for non auditors' group 

Introduction (Use the following text with care as this may not be applicable to 
some cases) 

Good morning. My name is Gin Chong, reader in Business Finance Faculty 
of Southampton Institute. I am currently carrying out research in materiality 
in accounting. I sent you a copy of the questionnaire a while back but 
haven't received your reply. So, instead of sending you another reminder, 
do you have any objections if I were to ask you to answer 7 simple 
questions relating to materiality over the phone? This will take less than 5 
minutes of your time. The interview will be based on the results of 
responses I received. I hope you will find them interesting. Any objections 
if I record our conversations? This will help me to jog my memory, and the 
tape will be destroyed after the completion of the research. The phone may 
blip at regular intervals due to the recording system. ·shall we begin? 

1 . 

2 

Questions 

In the survey I found that 10% pre tax profit 
seems to be the most favourite criterion to 
determine materiality threshold, do you have 
any comment? 

For cash defalcations, 1 % of cash balance is 
the favourite. Any comments? 

Do you favour a specific materiality guideline in 
the UK? 

Notes/comments 

12 No comments, 2 on 
5% net profit before 
tax 

13 agreed, 1 said it is 
not applicable to the 
organisation 

10 yes, 4 No. 

[If yes] why? 

[If no] why not? [Go to question 5] 

[There is strong support, with those indicating 
'absolutely yes', to have a materiality guideline 
in the UK (48%)]. 

3. 

[A specific guideline is difficult to be determined 
due to (a) differing nature of the items (88%), & 
(b) different company has different level of 
activities (12%) ] 

Who should design the guideline? 

[Accounting Standards Board (72.3%), and 
Auditina Practices Board (78.4%)]. 

4 ASB, 4 jointly ASB 
and APB, 2 internally, 1 
IASC, 3 No 
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4. 

5. 

(a) 10% pre tax profit (95%), and (b) 2% 
turnover (5%)] 

7 yes (Notes toShould materiality threshold be disclosed in the 
accounts) , 5 no, 2 nofinancial statements? 
comments 

[If so] whereabout? 

[If not] why not? 

[(a) auditors report (7 %) 
(b) directors report (38%) 
(cl notes to accounts (94%)] 

7 Statutorily required 
disclosed items, 3 no, 

6. Is there any event which you would disclose in 
the financial statements, regardless of the 

4 not applicable
amount? 

[(a) illegal acts by directors (76%) 
(b) illegal acts by employees (63%) 
(cl statutorily required disclosure items (eg 
depreciation, directors' fees) (66%)] 

2 Yes (10% net 
revenue), 8 No, 4 not 

7. Does your company have a materiality 
guideline? 

applicable 

[If yes] please state. 8 without guidelines: 
thresholds are decided 

[If no] who would decide the disclosure by finance director/ 
accountantthreshold? 

Any intention to have one in the future? why 8 No: 3 intends to have 
not? 10% net profit before 

tax, 1 for 5 % net profit 
before tax, 1 for 5-
10% net profit before 
tax 

No 

add on what we had discussed? 
8. Any other comments or information you wish to 

What is the materiality threshold you would use 
to disclose items in the financial statements? 

[The results of the survey indicates that the 
suggested materiality guideline is: 

3 10% net profit before 
tax, 4 5% net profit 
before tax, 1 1 0 % net 
revenue, 5 no 
comments 

Notes: 

1. [] indicates results of the survey. This will not be read to the interviewees 
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unless it is a real need to carry on the conversation. 
2. The absolute amount of materiality has been ignored in the above interviews 

as interviewees may wish to access to the financial statements before 
arriving at decisions. 
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Chapter 7 

Conclusions 

Abstract 

This Chapter concludes the quest for an answer to determining materiality 

thresholds in the UK. It draws upon conclusions from the other six chapters of 

reasons for the quest, literature review on the definitions of and evolution of 

materiality, and the results of the questionnaire surveys and the telephone 

interviews. 

Despite there being no specific materiality thresholds recommended by 

accounting and auditing bodies in the UK, respondents to the surveys and 

telephone interviews show that 10% of net profit before tax is the favourite 

determinant. The pros and cons of having a specific guideline have also been 

discussed. There is still a need of continuing work on this topic, and research on 

the feasibility of using expert systems for materiality is also discussed in this 

Chapter. 

Introduction 

In the Introduction Chapter, the rationale of conducting this research was 

discussed. The literature was reviewed and reported in Chapter 2, and five 

hypotheses were formulated. These hypotheses were then tested by means of 

questionnaire surveys (reported in Chapter 5) and telephone interviews (reported 

in Chapter 6}. 
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Chapter 3 assessed the responses (and comments) of the then exposure 

draft of the SAS 220 (materiality and audit risk), while Chapter 4 evaluated the 

evolution of definitions of materiality in accounting, auditing and legal cases (both 

in the US and the UK). 

A questionnaire survey (on 2000 auditors and non auditors) was conducted 

in late 1994 and reported in Chapter 5, and the results of the questionnaire 

surveys have raised eight issues. These issues were followed up in the telephone 

surveys (on 12 auditors and 14 non auditors) conducted in late 1996. The results 

of the telephone surveys were reported in Chapter 6. 

The literature on materiality showed that 10% of net profit before tax has 

been recommended as the threshold by accounting bodies in Australia, Canada, 

New Zealand and South Africa. This threshold is also recommended by academics 

(mostly in the US), and auditing textbooks and audit manuals in the UK. However, 

the experiments carried out were on issues relating to non cash transactions (for 

example, changes in stock valuation and contingent liabilities) while there is not 

known to be research on cash related transactions (for example cash defalcation 

by employees and directors). In this thesis, the intention was to fill this gap. 

Results of the questionnaire surveys conducted by the researcher in late 

1994 showed that 10% of net profit before tax is the favourite determinant of 

materiality for non cash items (eg stock valuation, contingent liabilities, closure of 

product lines) and 2% of cash balance is the favourite for cash related items (eg 

defalcations by employees and directors). The threshold of 10% net profit before 

tax is consistent with the findings in the literature, while the 2% cash balance is 
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an additional contribution to the literature. 

The results of the questionnaire survey also revealed that the probability of 

audit risk does not equal the probabilities of the multiplications of control risk (CR), 

detection risk (DR) and inherent risk (I R). Audit risk (about 70%) tends to be higher 

than the combinations of CR x DR x IR (35%). This result showed that the formula 

of AR= CR x DR x IR is not appropriate in practice. This is consistent with the 

finding in the literature. 

Chapter 6 reported the results of telephone surveys on a selected number 

of respondents ( 1 2 auditors and 14 non auditors). The auditors are currently in 

practice in the UK, while the composition of the non auditors are preparers of 

financial statements (3 finance directors, 1 accountant), users (1 banker, 1 lawyer, 

2 internal auditors from private organisations, 2 internal auditors from government 

offices), 1 academic, and 3 from the accounting and auditing standard setting 

bodies (APB, ASB and IASC). 77 % of interviewees supported 10% of net profit 

before tax as the favourite determinant of materiality, while 96 % of the 

interviewees agreed 2% of cash balance as favourite determinants for cash related 

items. All the 12 auditors interviewed agreed that the formula of AR= CR x DR x 

IR is not practical. This is due to auditors tending to assess the risk on an overall 

basis rather than looking into the probability of components of the risk. 

The APB issued a guideline on materiality in 1995, without mentioning the 

mathematical measurements, while the ASB is yet to issue a guideline in this area. 

Respondents both from the questionnaire survey and interviews are keen to have 

a specific mathematical guideline in the UK. This is because respondents would 
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like to have consistency in the decision making of this judgemental area of auditing 

and disclosure of material items in the financial statements. The pros and cons of 

having a specific guideline for materiality in the UK were discussed in Chapter 2. 

The researcher has now found the answer to the threshold at which items 

are considered material. It would be interesting to extend similar experiments in 

countries (like Australia, Canada, and New Zealand) where materiality thresholds 

have been incorporated in the publications of the accounting and auditing bodies. 

Results of these experiments could serve two purposes: 

(1) whether auditors in practice applied the recommended thresholds of 

the accounting and auditing bodies, and if so, whether there is a 

need for having a guideline in the first place, and 

(2) whether there are any possibilities of having a specific mathematical 

guideline in the International Accounting Standards. This would help 

to harmonise international practices and decisions on materiality. 

Future research 

There are other areas in which further research could be pursued on this 

topic. 

Materiality and expert system 

As the business environment becomes more complex, auditors need to put 

in more effort and time in discharging their duties1 . This, coupled with an ever 

Auditors are required by the Companies Act, 1985 to 
express an opinion on whether a set of financial 
statements shows a true and fair view as at the 
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widening expectation performance gap 2 between users of the financial statements, 

the auditing profession and the statutory requirements, the auditors have to 

balance the act between risk and rewards (Moizer [1995]): risk of being sued for 

negligence in failing to exercise their professional duty of care, and rewards due 

to reduction of audit time and ultimately the audit cost. Efficiency, consistency and 

balance sheet date. True and fair view means that the 
financial statements comply with the requirements of 
the Companies Act and does not exclude any material 
items undisclosed (Nobes and Parker [1991] and Walton 
[1991]) 

Auditors' responsibilities and liabilities have 
reduced remarkably after the decision of Caparo 
Industries PLC v. Dickman and others [1990] to 
shareholders of a company as a whole; rather than to 
individual shareholders and any other users of 
financial statements, either current or potential 
(Mills [1990] and Sully [1991]). However, Cousins et 
al (1998) argued for not to cap auditors' liabilities 
but to improve the audit quality, and called upon the 
general public to form pressure groups requesting 
their MPs to reverse decisions of the Caparo case 
(p.2). 

Porter et al (1996 pp. 330-340) reviewed legal cases 
subsequent to decisions of the Caparo case ( 1990) . 
The Courts for all the following cases decided that 
auditors do not owe duties of care to the third 
parties. These cases are: 
(1) Al-Saudi Banque and Others v Clark Pixley (1990, 

Ch 313) 
(2) James McNaughton Papers Group Ltd v. Hicks 

Anderson & Co (1991, All ER 134), 
(3) Berg Sons & Co Ltd v Mervyn Hampton Adams (1993 

BCLC 1045), and 
(4) Galoo Ltd v Bright Grahame Murray (1994 1 WLR 

1360; 1995 l All ER 16) 

Keenan (1997) reported that the judges also ruled in 
favour of the auditors (of not owing legal liabilities 
to a third party) in the case of Peach Publishing Ltd 
v Slater & Co. (1997 5 Current Law para l). 

2 It is the gap between the expectation of the general 
public and the actual duties in which an auditor need 
to perform (Beck [1973], Liggio [1974], MacDonald 
[19 8 8] , Porter (19 91] and Humphrey et. al. [1991] l . 
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effectiveness would gain priority in the audit. This could be achieved by the 

assistance of automated technology (Eining et al [1997], Bedard and Graham 

[1994]). 

Apart from the above challenges, audit firms nowadays are exposed to 

much more severe competition among themselves for survival. With some 

liberalisation of the code of professional ethics, audit firms in the UK could now 

advertise their services (Fearnley [1994]). This has increased the competition of 

soliciting clients among audit firms. Audit fees will be one of the main criteria in 

the discussion of the auditors' appointments. All these factors have forced 

auditors to look for cheaper ways and means to conduct audits without fear of 

being sued for negligence or losing quality control (Gwilliam [1997]). 

Expert systems: its definition 

The AICPA defined an expert system as a computer programme that reflects 

the thinking process of humans to provide a level of performance equal to that of 

experts in a particular area of risk (AICPA [1987)). McDuffie et al (1993) argued 

that expert systems incorporate a measure of human experience into the data and 

rules by which the programmes operate (p .11). It is a knowledge-based system 

which represents and reasons with knowledge of some specialist subjects with a 

view to solving problems or giving advice. Such a system may either fulfil a 

function that normally requires human expertise, or it may play the role of an 

assistant to a human decision maker (Eining et al [1997], Jackson [1990]). 

In auditing, an expert system is a computer-based system modelling the 
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expertise of auditors. It is considered to be job-assistance to auditors as it gives 

relevant advice with justified lines of inquiry and offers explanations as to how 

conclusions and decisions were arrived at based on the system's accumulated 

expertise (D'Agapayeff [1986], Bedard and Graham [1994]). There are expert 

systems which are now up running and available on private/commercial basis (see 

tables 1 & 2) 3 • As far as materiality in auditing is concerned, the only expert 

system is meant for the planning stage of an audit constructed by Steinbart 

( 1 987). This expert system caters solely for the planning stage of an audit. Further 

work needs to be done to assess and to construct an expert system for the 

evaluation stage of an audit. 

Auditors need to be involved in the process of constructing an expert 

system on auditing. This will assess how auditors made decisions. Results of the 

3 Mingers and Adlam [1989]) checked to over a thousand 
of articles on expert systems (in 1986-1989), but 
could locate ten expert systems which are of regular 
use. None of the systems listed were in respect of 
auditing but were related to scientific and biological 
fields. They argued that this could due to either 
many more systems being actually at work within 
organisations but not written about due to 
confidentiality or the experts do not have the desire 
or time for publishing achievements (p.9). 

The researcher used Proquest and Accounting and 
Business Index using key words like 'expert systems', 
'auditing, 'materiality' and 'audit risk' for the 
period from 1980-1998, and retrieved six entries. 
These were contributed by Graham et al (1991), 
McDuffie et al (1993), Bedard and Graham (1994), 
McDuffie et al (1994), Ye and Johnson (1995), and 
Eining et al (1997). 

using the key word 'expert systems', Proquest 
identified there were 200 published articles published 
for the period from 1980 to 19~8. _This shows the 
proportion in which the . contn.b1;1tions . ~n expert 
systems in auditing is still lacking (Eining et al 
[1997] ) . 
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questionnaire surveys and the telephone surveys reported in Chapters 5 and 6 

could be used for the construction of the knowledge base. The knowledge 

acquired will then be presented in the form of IF-THEN rules. The rules capture the 

heuristic reasoning that characterises expert decision making, that is the chunks 

of domain specific knowledge. Such rules have the following general form: 

IF: antecedent1 ...... antecedentm 

THEN: consequent, ...... consequentm 

The antecedents are the patterns that are matched against the input data 

and the consequent are the actions to be performed or conclusions reached if the 

antecedents are matched. Since the data typically support the conclusion with less 

than certainty, numerical values are assigned by the expert to each rule to indicate 

the degree of belief to which the evidence supports the conclusion. 

Following is an example of a rule that might be applied in materiality in the 

evaluating stage of an audit: 

IF: ( 1 ) The amount is equal to or more than 10% of net profit before tax; 

or 

(2) the item is a statutorily-disclosure item. 

THEN: The item needs to be disclosed with { 1 .0) certainty. 

REASON(S): Statutorily-required disclosure item. 

The level of certainties could be included in the knowledge base. Similar 

knowledge bases could be constructed for audit risk for cash and non cash related. 
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Materiality levels on items disclosed 

Randomly select samples of financial statements have been used to assess 

how materiality thresholds were determined. Various studies (eg Holstrum and 

Messier [1982), Frishkoff and Phillips [1985], Robinson and Fertuck [1985], 

Reckers et al [1984), Chong [1993]) have concluded that 10% of net profit before 

tax is the determinant for disclosing material items4 • However, it is difficult to 

ascertain the disclosure of extraordinary items in the financial statements due to 

the nature of the item or size (that is materiality) or both the nature and size. 

Similarly, if there is a non existence of extraordinary items in the financial 

statements it could due to there being no items which are non recurring, or the 

amount of the non recurrence is too immaterial to justify disclosure. 

The other limitation of this type of research is that the sample size could be 

small and represent a certain period of time 5 • Larger samples could give a better 

4 These studies looked at the extent to which 
extraordinary and exceptional items were disclosed in 
the financial statements. The disclosure of 
extraordinary and exceptional items depend on nature 
and size (ie materiality). 

In the UK, FRS 3 (Reporting Financial Performance) has 
superseded SSAP 6 (Extraordinary items and prior year 
adjustments) in 1992, and exceptional items are now 
extinct, while extraordinary items are meant for items 
which are non recurring in nature and material in size 
(Glautier and Underdown [1997, p.210]). 

5 Chong (1993) randomly selected 100 companies from the 
Times 1000 (90/91). Extraordinary and exceptional 
items reported by these 100 companies for 1983-1992 
(10 years) were extracted. This gave 1000 observations 
(100 x 10). Results showed that 

( 1) 1oi net profit before tax was the determinant of 
extraordinary and exceptional items which 
concurred with results from prior research, and 

( 2) there are no differences between treatments of 
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and more informative picture on how auditors and preparers come to the decisions 

on materiality in the UK. 

Qualitative aspect of materiality 

Materiality consists of both the quantitative and qualitative aspects. It is 

important that auditors and preparers of financial statements assess both aspects 

of materiality before decisions are made. Quantitative aspect of materiality involves 

mathematical measurements of the item(s) while the qualitative aspect looks at the 

non financial aspect of determining materiality. These non financial items could 

arise due to either internal and external factors. Chong and Vinten ( 1 993) argued 

that the internal factors include: 

(1) the item itself (that is frequency of errors, nature of the item, and 

magnitude of the item), 

(2) internal control, 

(3) audit risk for non detection and non disclosure, 

(4) trend of profit, and 

(5) nature of business, 

while external factors are 

(1) statute or regulations, 

these items by the Big 6 and non Big 6 auditors 
in the UK. This result was similar to Dyer 
(1975). However, Woolsey (1954), Messier (1983) 
and Chewning et al (1989) found that the Big 6 
have a lower level of materiality threshold than 
the non Big 6. This could be because the Big 6 
have a wider range of clients, and are prepared 
to take higher level of audit risk (Chewning et 
al 19 B9 , p . 9 6 ) . 
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(2) environment (due to political reasons or pressure groups), and 

(3) needs of users (example, information on environmental liabilities and 

costs, costs related to staff development). 

A model could be developed to assist auditors and preparers to assess the 

qualitative aspect of materiality. Weighting will be included in the model. The 

bases of weighting will be based on results of interviews with auditors, preparers 

and users of financial statements6 • 

Epilogue 

The quests for the answer to this judgemental area of auditing will go on. 

Evidence will be compiled to justify the bases for the formulation of a workable 

and a justifiable mathematical guideline for the profession which is acceptable by 

preparers and stakeholders. Further research using more samples in the UK, and 

involving researchers on the Continent, the Far East and other parts of the world, 

may achieve the goal for justifying whether there is a need for a specific 

mathematical guideline, and if so, the criteria for determing materiality. 

6 The model could be comparable to principles developed 
by the economist, Williamson (19 85) on transaction 
costs. Williamson established that transaction costs 
are affected by: 
(1) frequency of the transactions, 
(2) speciality of the assets, 
(3) uncertainty (risk involved in transmitting the 

items and collectibility of debts), and 
(4) opportunism (that is the relationships in which 

transactions take place between the parties, the 
closer the parties, the lesser the costs) {pp.72-
108) . 
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TABLE 1: EXPERT SYSTEMS ON AUDITING 

SYSTEM PURPOSES OF THE SYSTEM BUI LDER(S) 

Audit 
Automation 

Audit planning, risk assessment and 
documentation 

Intel (1991) 

Interactive Data 
Extraction and 
Analysis (IDEA) 

Risk assessment and 100% verification 
of data 

Canadian 
Institute of 
Chartered 
Accountants 
(1992) 

Audit Program 
Generator 

Questionnaires and checklists for 
auditin~ small companies accounts 

AICPA (1992) 

Interactive 
Easyflow 

Documenting working papers, recording 
system of control and representing 
complex system procedures 

Haventree 
Software Ltd. 
( 1 994) 

PW Risk Risk assessment Price 
Waterhouse 
( 1 994) 

AuditMASTERPL 
AN 

Internal audit planning, risk factor 
management and audit portfolio 
management 

The Institute 
of Internal 
Auditors 
(U.S.A.) 
( 1 992) 

Audit Planning 
Advisor 

Planning audit working papers Deloitte 
Touche 
(1994) 

EY Decision 
Support 

Evaluation of audit opinions Ernst and 
Young ( 1 994) 

Risk Advisor Planning and evaluate audit risk Coopers and 
Lybrand 
(1995) 

Sources: Eining et al (1997), Graham et al (1991), and McDuffie et al (1993). 
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TABLE 2: EXPERT SYSTEMS ON TAXATION 

SYSTEM 

Taxman 1 
(1977) 

Taxman 2 
(1979) 

Taxadvisor 
(1982) 

Investor 
( 1 987) 

Financial 
Advisor 
(1985) 

ExperTAX 
(1990) 

PURPOSES OF THE SYSTEM 

Included a complete set of facts on corporate tax cases. 

Solve problems involving legal concepts and to produce 
human like patterns of cognitive theory for information 
processinQ of arQuments. 

solve problems dealing with income and transfer tax planning 
for individuals. 

assist practitioners on tax problems on real estate or oil and 
gas tax shelters. 

Advises tax implications on projects, products, mergers, and 
acquisitions. 

Supports corporate tax accrual and planning processes. 

Source: McDuffie et al (1994) 
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