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Abstract: The concept of materiality, originating in the accounting domain and applied in the au-
diting domain, is an essential tool for improving audit quality. A renewed interest in materiality
research emerged in Australia after submitting Exposure Draft no. 243 by the Australian Account-
ing Standards Board (AASB) proposing the withdrawal of AASB 1031 Materiality, which became
effective in July 2015. The purpose of this paper is to review the audit literature to examine how the
materiality concept is located in the regulatory framework, the standards and guidance that support
the application of this concept, and research undertaken using different research methods. As our
review reveals significant gaps in recent research on the subject, gaps need to be addressed. The
paper concludes by proposing research propositions that fit into the audit triangle for materiality
research developed in this paper.
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1. Introduction

What is material is that which matters. Accounting and auditing terminologies refer
to material as minimising errors and misstatements in financial Information. Materiality
is about tolerating these. A lower tolerance (or lower materiality) of them leads to more
accurate accounting information and more robust audits (Houghton et al. 2011). Materiality
is an accounting concept applied by the accounting profession to evaluate the significance of
accounting events and transactions. The resulting decision can influence audited financial
statements and users’ decision-making (ICAEW 2017). Attention to materiality is important
for auditors as part of taking due care on their work (Edgley 2014; Messier et al. 2005). The
persistent interest in the concept of materiality arose with concerns from the Securities and
Exchange Commission (SEC), the Sarbanes-Oxley Act (SOX), the International Accounting
Standards Board (IASB), and the International Auditing and Assurance Standards Board
(IAASB). These concerns led to amended standards on materiality (Messier et al. 2005).

The purpose of this paper is to review the audit literature to examine how the materiality
concept is located in the regulatory framework, the standards and guidance that support the
application of this concept, and research undertaken using different research methods. In
Australia, the concept of materiality judgements received auditors’ closer attention with the
submission of Exposure Draft (ED) no. 243 by the Australian Accounting Standards Board
(AASB) (AASB 2013), which proposed the withdrawal of AASB 1031 Materiality in June
2013 (AASB 1995). AASB 1031 provided specific guidance on quantitative and qualitative
materiality considerations. ED 243 proposed to replace AASB 1031 directions about materiality
by including those discussions in AASB 108, an existing accounting standard (AASB 2015).
The main reason for withdrawing the AABS 1031 Materiality Standard was to align the
thinking about materiality with IASB (International Accounting Standards Board).

On 14 September 2017, the IASB issued a non-mandatory practice statement. Under
the practice statement, firms can apply the materiality concept in preparing financial state-
ments. The practice statement provided qualitative guidelines to determine the materiality
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of recognising, measuring, presenting, and disclosing financial Information in financial
statements. The practice statement commented that financial Information is specific to firms
and qualitative materiality judgements enhance the quality of materiality-led decisions
(IFRS Foundation 2021a, 2021b). The AASB subsequently adopted the practice statement
(AASB 2017).

The current AASB 108 has become the influencer of materiality judgements. A firm’s
policies, estimates, and errors can determine the nature and level of materiality. This
standard provides principles-based guidance on materiality. Unlike AASB 1031, AASB
108 does not provide rule-based guidance to determine materiality qualitatively and
quantitatively. The directions provided apply to a single item or a collection of items. The
advice applies when the item is misstated or omitted. The AASB decided to withdraw
AASB 1031 with the expectation that auditors’ practice on materiality would continue,
as in the past, under a rule-based approach (ED 243, paragraph BC7). However, no
study has examined whether auditors’ practice has continued to use a principle-based
approach to materiality since the withdrawal of AASB 1031. This research gap links with
financial information transparency, influencing firms accountability to shareholders and
stakeholders who make financial information decisions. Materiality is a fundamental and
vital accounting concept, but it is vulnerable to misuse (Messier et al. 2005). Applying the
concept of materiality continues to be an ongoing challenge for regulators (Cameron 2014).

Section 2, which follows this introduction, examines the materiality concept from
both Australian and international perspectives. Section 3 discusses authoritative standards
guidance before and after the removal of AASB 1031, the accounting standard that dealt
specifically with materiality. Section 4 considers the research undertaken on materiality
using three research methods, and introduces research questions that deserve contemporary
attention within this context.

2. Materiality Concept

Materiality has theoretical and practical implications in the accounting and auditing
domains (Edgley 2014; Iskandar and Iselin 1999; Messier et al. 2005). We can classify
perspectives on materiality as either international or Australian perspectives.

2.1. International Perspectives

• U.S. Supreme Court: A fact is material if there is “a substantial likelihood that a
reasonable investor would have viewed the . . . fact as having significantly altered the
total mix of information made available” (U.S. Supreme Court 1976).

• U.S. Securities and Exchange Commission: “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 about which an average prudent investor ought reasonably
to be informed”. Auditors must ensure in the Management Discussion and Analysis
section of the financial reports that public firms provide sufficient Information about
matters that have significant financial implications (Roberson 2005; SEC 2005).

• Financial Accounting Standards Board: “The omission or misstatement of an item is
material in a financial report, if, in light of surrounding circumstances, the magnitude
of the item is such that it is probable that the judgement of a reasonable person relying
upon the report would have been changed or influenced by the inclusion or correction
of an item” (FASB 1980; Siegel 1980).

• U.S. Auditing Standards Board: “Misstatements, including omissions, are considered
to be material if they, individually or in the aggregate, could reasonably be expected
to influence the economic decisions of users made based on the financial statements”
(ASB 2019).

• International Federation of Accountants: “Omissions or misstatements of items are
material if they could, individually or collectively, influence the economic decisions of
users taken based on the financial statements. Materiality depends on the size and
nature of the omission or misstatement judged in the surrounding circumstances. The
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size or nature of the item, or a combination of both, could be the determining factor”
(IFAC 2009).

• International Accounting Standards Board: “Information becomes material if omitting
it or misstating it could influence decisions users make based on financial Information
about a specific reporting entity. In other words, materiality is an entity-specific aspect
of relevance based on nature or magnitude, or both, of the items to which the Infor-
mation relates in the context of an individual entity’s financial report. Consequently,
the Board cannot specify a uniform quantitative threshold for materiality or predeter-
mine what could be material in a particular situation” (IFRS Foundation 2018). The
definition was revised in 2018 as “Information is material if omitting, misstating or
obscuring it could reasonably expect to influence decisions that the primary users of
general-purpose financial statements make based on those financial statements, which
provide financial information about a specific reporting entity” (IASB 2021).

• International Auditing and Assurance Standards Board: “Misstatements, including
omissions, are considered material if they, individually or in the aggregate, could
reasonably be expected to influence relevant decisions of intended users taken based
on the subject matter information. The practitioner’s consideration of materiality is a
matter of professional judgement and is affected by the practitioner’s perception of
the common information needs of intended users as a group” (International Standard
on Assurance Engagements—ISAE 3000) (IFAC 2011). “The auditor’s determination
of materiality is a matter or professional judgment, and is affected by the auditor’s
perception of the financial information needs of users of the financial statements. In
this context, it is reasonable for the auditor to assume that users: have a reasonable
knowledge of the business and economic activities and accounting and a willing-
ness to study the Information in the financial statements with reasonable diligence;
understand the financial statements are prepared, presented, and audited to levels
of materiality; recognise the uncertainties inherent in the measurement of amounts
based on the use of estimates, judgment and the considerations of future events; and
make reasonable economic decisions on the basis of the Information in the financial
statements. As explained in ISA 320, materiality and audit risk are considered when
identifying and assessing the risks of material misstatement in classes of transactions,
account balances and disclosures. The auditor’s determination of materiality is a
matter of professional judgment and is affected by the auditor’s perception of the
financial information needs of users of the financial statements (IAASB 2018). For the
purpose of this International Standards on Auditing (ISA) and paragraph 18 of ISA
330, classes of transactions, account balances or disclosures are material if omitting,
misstating or obscuring Information about them could reasonably be expected to
influence the economic decisions of users taken on the basis of the financial statements
as a whole” (ISA 315 Identifying and Assessing the Risks of Material Misstatement)
(IAUSB 2019, 2020).

• International Integrated Reporting Council: The report “should disclose Information
about matters that substantively affect the organisation’s ability to create value over
the short, medium and long term” (IIRC 2021).

• Centre for Corporate Governance: “Material information is any information which is
reasonably capable of making a difference to the conclusions reasonable stakeholders may
draw when reviewing the related information” (Centre for Corporate Governance 2016).

2.2. Australian Perspectives

• AASB 108 states that “Material omissions or misstatements of items are material if
they could, individually or collectively, influence the economic decisions that users
make based on the financial statements. Materiality depends on the size and nature
of the omission or misstatement judged in the surrounding circumstances. The size
or nature of the item, or a combination of both, could be the determining factor”,
as noted in paragraph five (AASB 2015). AASB 101 states that “Material omissions
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or misstatements of items are material if they could, individually or collectively,
influence the economic decisions that users make based on the financial statements.
Materiality depends on the size and nature of the omission or misstatement judged in
the surrounding circumstances. The size or nature of the item, or a combination of
both, could be the determining factor” (see paragraph seven). The AASB 108 contains
the same definition as stated in paragraph five (AASB 2018). AASB Framework
states that “Information is material if omitting it or misstating it could influence
decisions users make based on financial Information about a specific reporting entity.
In other words, materiality is an entity-specific aspect of relevance based on nature or
magnitude, or both, of the items to which the Information relates in the context of an
individual entity’s financial report. Consequently, the Board cannot specify a uniform
quantitative threshold for materiality or predetermine what could be material in a
particular situation” (AASB 2016).

• Auditing and Assurance Standards Board: This is the materiality standard used in
auditing to plan and perform an audit (paragraph two). “Misstatements, including
omissions, are considered to be material if they, individually or in the aggregate, could
reasonably be expected to influence the economic decisions of users taken based on
the financial report; judgements about materiality are made in light of surrounding
circumstances and are affected by the size or nature of a misstatement or a combination
of both, and judgements about matters that are material to users of the financial report
on the basis of the common financial information needs of users as a group. The
possible effect of misstatements on specific individual users, whose needs may vary
widely, is not considered” (AUASB 2015a).

These definitions of accounting materiality allow us to summarise common themes
of materiality as follows: Firstly, the omissions or misstatements of items, transactions,
balances, and events, individually or collectively, can influence those who use financial
statements to make financially related decisions. Secondly, the surrounding situations
can influence judgements about the contextual nature and magnitude of the omitted and
misstated items. Thirdly, the contextual nature and magnitude of items investigated in the
audit can influence the materiality judgement.

3. Authoritative Standards and Guidance

The Corporations Corporations Act (2001) provides the force of law to the accounting
standards developed by the AASB (see section 334). Both the Corporations Act (section
336), and the ASIC (Australian Securities and Investment Commission) provide the force
of law to the auditing standards created by the Assurance Standards Board (AUASB). Both
sets of standards are legally enforceable within Australian jurisdictions.

3.1. Materiality before Withdrawal of AABS 1031 Materiality Accounting Standard

Before adopting IFRS in 2005, the AASB had its own specific standard for accounting
materiality, AASB 1031 Materiality. The AASB 1031 Materiality concept regarding both na-
ture and amount became applicable to all accounting standards in preparing and presenting
financial reports. The objective of this materiality accounting standard was to define and
explain the role of materiality in making judgements in preparing and presenting financial
reports. This required the standards specified in other Australian Accounting Standards to
be applied wherever Information resulting from their application was material. Paragraph
1 in AASB 1031 explains this.

Paragraph 9 of AASB 1031 stipulated that Information becomes material if its omission,
misstatement, or non-disclosure has the potential—individually or collectively—to influ-
ence financial decisions made by people relying on firms’ financial reports. These omissions
and misstatements can influence managers and directors meeting their accountabilities.
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3.2. Nature and Amount in Materiality Judgement

Judging that an item is material requires examining the item individually and in
aggregation. The judgement includes looking at both nature and amount. However,
in particular circumstances, either the nature or amount of an item individually or of
an aggregate of items independent of each other could determine materiality. This is
illustrated in paragraphs 12 (a) and 12 (b) (i)–(iv) in AASB 1031:

I. The amount alone is the determinant for error corrections.
II. The amount determines the adjustments relating to events occurring after the

balance date requiring adjustments.
III. The nature of the item determines materiality about transactions occurring between

an entity and parties who have a fiduciary responsibility about that entity. The
Accounting Standard AASB 124 Related Party Disclosures outlines those events
and transactions.

IV. The nature of the item determines the restrictions on the entity’s powers and
operations that affect the risks and uncertainties. An example is laws imposed by
governments on assets held in foreign countries.

V. The nature of the item determined can change when an entity expands its opera-
tions into a new segment affecting risks and opportunities facing the entity.

VI. The nature of the item determines where the entity is in danger of breaching a
financial covenant.

3.3. Other Quantitative and Qualitative Factors

The following quantitative thresholds (paragraph 15 of AASB1031) provided guidance
in considering the materiality of an item in the absence of evidence, or convincing argument,
to the contrary:

I. An amount equal to or less than 5 per cent of the appropriate base amount is
presumed not to be material.

II. An amount equal to or greater than 10 per cent of the proper base amount is
presumed to be material.

III. An amount greater than 5 per cent but less than 10 per cent is known as the “grey
area”. Other factors such as the accounting treatment of different items in the same
class of transactions or balances may establish treatment for financial statements.

IV. Other qualitative factors (paragraphs 17 and18 of AASB 1031) were applicable
under AASB 1031. These include:

V. Financial restrictions under debenture deeds, debt convents or fiduciary duties of
managers can make items less material than quantitatively indicated above.

VI. Changes in regular activities can turn a profit into a loss or create a margin of
solvency in a balance sheet. These actions can focus on the materiality of revenue
and expense items to the change in profit or asset revaluations that can reverse the
solvency or net asset position.

3.4. After Withdrawal of the Materiality Accounting Standard in Australia

Figure 1 provides a timeline for the application of the materiality concept in accounting.
In September 2020, the IASB updated its Information about materiality through a revised
Conceptual Framework on Financial Reporting as shown in paragraph BC3 of Exposure Draft
(ED) 243 published in 2013 by publishing the IFRS Practice Statement 2 (IASB 2021). In 2013,
the AASB decided to withdraw AASB 1031 to achieve consistency with its policy on matters
covered by paragraph BC5 of ED 243.
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The Exposure Draft proposed withdrawing AASB 1031; the AASB noted that with-
drawal would change the practice regarding applying materiality in financial reporting
(paragraph BC7 of ED 243). This constitutes the predominant research gap and primary
motivation for conducting the current research and subsequent recommended research. To
date, there has been minimal empirical research on auditors’ materiality judgements after
the withdrawal of the specific Australian materiality standard.

As of 1 July 2015, AASB 1031, AASB 108 (paragraph 7), and AASB 101 (paragraph 5)
contain exactly the same definition of materiality as that used in the IFRS. Thus, the only
limited guidance available on materiality and its meaning is as follows:

“Material omissions or misstatements of items are material if they could, indi-
vidually or collectively, influence the economic decisions that users make based
on the financial statements. Materiality depends on the size and nature of the
omission or misstatement judged in the surrounding circumstances. The size or
nature of the item, or a combination of both, could be the determining factor in
planning and performing an audit” (PCAOB 2021).

The Conceptual Framework of Accounting (paragraph QC11 of ED 243) states that
omissions or misstatements of Information become material only if those using financial
reports are influenced by them in making financial decisions.

The new AASB 101 and AASB 108 positions contrast with the previously established
quantitative materiality factors of AASB 1031 Materiality. An important empirical question
is whether the withdrawal of the AASB 1031 Materiality standard has led to auditors having
a uniform decision-making basis for making materiality assessments using principle-based
judgements.

3.5. Role of Materiality in the Audit Process

Materiality is a crucial concept for users of financial statements, regulators, and
auditors (Eilifsen and Messier 2015). The auditor must first receive the Information, then
judge whether Information is material as it appears in financial reports (Eilifsen and
Messier 2015). Several relevant accounting and auditing standards become applicable for
the auditor to ascertain the materiality of Information in conducting the audit.

As shown in Figure 2, on the accounting side, these standards include the Conceptual
Framework (AASB 2016), AASB 101 (AASB 2018), and AASB 108 (AASB 2015). The Con-



J. Risk Financial Manag. 2021, 14, 268 7 of 20

ceptual Framework provides the founding concepts dealt with in the accounting standard.
AASB 101 explains the presentation of material information in financial statements, while
AASB 108 explains the policies, the process of making changes to accounting estimates,
and the process of dealing with errors that can significantly influence financial decisions.
ASA 240 (AUASB 2006), ASA 315 (AUASB 2015a), ASA 320 (AUASB 2015b), and ASA
450 (AUASB 2015c) relate to the auditing arena. ASA 240 differentiates fraud from errors,
and requires auditors to consider material misstatements due to occurrences of fraud
mandatorily. These misstatements can arise from misappropriating assets and misstating
Information that leads to fraudulent financial reporting. The auditor must evaluate con-
trols in place and their implementation, establish documents, need managements written
representations about them, and communicate them with those who take leadership in
governance. ASA 315 relates to the development of an understanding of the enterprise
environment in which the firm being audited operates in order to identify and assess risks.
The level of risk influences the level at which the materiality standard is set. ASA 320
applies in conducting the audit; in the current setting, auditors must qualitatively judge
what Information is material by considering the amount and nature of the financial effects
resulting from that Information. ASA 450 provides guidance for evaluating misstated items
that have been identified.
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judgements.

The concept of materiality discussed in these accounting and auditing pronounce-
ments play a central role in three aspects. First, it determines the sampling undertaken for
audits. Second, it influences the tolerable error level as materiality for individual items—
individual materiality level) and items aggregated for such assessments—aggregated
materiality level. Third, it assists in making conclusions about reasonable rather than
absolute audit assurance to balance against the cost of conducting an audit and making
informed judgements about financial reports (Houghton et al. 2011).

Auditors must have sufficient financial knowledge in designing, performing, and
making ethical judgements about the materiality of financial Information, so that the
audited financial reports provide reasonable assurance that there are no material omissions
or misstatements. The goal of conducting an audit with an underpinning materiality
concept is not to catch every misstatement (Eilifsen and Messier 2015; Kristensen 2015).
The materiality concept assists auditors to assess materiality for the financial statements as
a whole. Consequently, auditors design and conduct an audit to examine accounts and
disclosures where there is a risk of omitted or misstated Information (Kristensen 2015).
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4. Background Literature Informing Research Questions

The most crucial indicator used to assess the materiality of Information is the per-
centage effect on profit before tax (PBT). Holstrum and Messier (1982) remarked that the
absence of guidelines could explain the variance among auditors; since individual auditors
judge materiality, their judgements can differ. The diversity between various judgements
based on professional norms stands in contrast to the rule-based judgements previously
being issued. Messier et al. (2005) also find that authoritative guidance can influence
an auditor’s materiality judgement. Iskandar and Iselin (1999) and Messier et al. (2005)
suggest that the auditor’s specific characteristics—especially experience—are essential, and
that audit firm structure has a significant influence on the judgement made. A common mis-
understanding is that auditing is a heuristic process (Joyce and Libby 1982; Stringer 1981).
It has now become a process where auditors make firm-specific judgements (Dirsmith and
McAllister 1982; Smith et al. 2001; Sullivan 1984).

The previous reviews of materiality contain contradictions: on the one hand, re-
searchers describe percentage effect on net income or profit before tax (PBT) as the most
crucial factor—that is, a quantitative measure and a practical rule of thumb (heuristics).
On the other hand, they suggest that significant differences between and among groups
exist, which should not be possible if a single measure determines the materiality threshold
(Kristensen 2015). These differences between and among groups support the assumption
that assessment of materiality is not just a task (audit engagement) but also includes the
auditor’s personal attributes and auditor interactions (Nelson and Tan 2005).

4.1. Materiality Research Using Survey Questionnaires

Since 1950, the concept of materiality has come under study. The quantitative orienta-
tion towards materiality determination may have influenced researchers to examine the
validity of quantitative measurement of materiality (Iskandar and Iselin 1999). The first
empirical materiality research was conducted by Woolsey (1954)—an analysis done using a
questionnaire. Woolsey measured materiality using profit before income taxes in relation
to revenue. The heuristic followed was the indicator that less than five per cent was not
considered material, while more than 15 per cent was considered material (Iskandar and
Iselin 1999; Woolsey 1954). Ward (1976) conducted another significant materiality study
using a survey. This research found that auditors could not reach uniform agreement in
judging materiality. That is, no two auditors’ judgements are alike (Ward 1976). Eilifsen
and Messier (2015) examined materiality heuristically, finding a materiality indicator of
above 10 per cent, with profit before income taxes over revenue as a benchmark.

There was substantial agreement on determining performance materiality (also known
as tolerable error), with most firms using a 50 to 75 per cent range. There was also
agreement on what constitutes a trivial misstatement: three to five per cent of overall
materiality (Eilifsen and Messier 2015). These studies showed that auditors use heuristics,
also known as “rule of thumb”. These findings exposed an essential research gap, raising
two questions:

I. Are these heuristics of quantitative calculations of audit materiality still prevalent
after the withdrawal of the AASB 1031 Materiality Standard?

II. How do auditors evaluate misstatements that have been identified but not cor-
rected, incorporating any qualitative factors influencing materiality assessments?

4.2. Materiality Research Using Archival Studies

Neumann (1968) introduced archival studies of materiality. Studying a sample of
auditors’ reports to investigate the concept of materiality, his main findings were that
qualified opinions showed materiality within the grey area: not material below five per
cent and material above 10 per cent of net income (Neumann 1968). Frishkoff (1970), on the
other hand, using the same archival methods, commented that the dividing line between
qualified and unqualified audit reports was on average 25 per cent. Several archival studies
reconfirmed that, in terms of quantitative factors of materiality, the percentage effect on net
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income was the most researched quantitative measure, with earnings trend or total assets
coming a distant second. At the same time, most of these archival studies found that a
five to 10 per cent effect on profit before tax was the most popular materiality heuristic,
reflecting relevant accounting standards and guidance during the periods in question
(Acito et al. 2009; Chewning et al. 1998; Steinbart 1987).

Client-specific situational factors can influence auditors’ assessment processes and
judgements about materiality. An increased risk of impact from Information being omitted
and misstated can increase the materiality level that is set. Certain situations such as
industry membership and firm governance structure can also increase the variability in
evaluating Information for materiality (inherent risk) (Blokdijk et al. 2003; Keune and
Johnstone 2009; Steinbart 1987), whereas an increase in the quality of the client’s control
environment (control risk) should trigger an increase in materiality thresholds (Blokdijk
et al. 2003). Chewning et al. (1989) added that the materiality level decreases with an item’s
level of subjectivity under the audit. These archival materiality studies also revealed the
impact of clients’ wish to meet earnings thresholds—whether a firm meets its earnings
threshold through beneficial earnings management, making prudent accruals using insider
firm knowledge to the benefit of financial report users, or through pernicious earnings
management accruals made to benefit managers achieving their performance targets rather
than assisting financial report users with making accurate financial decisions. The two
situations can trigger auditors to set different risk levels and materiality levels (Keune and
Johnstone 2012). As Kristensen (2015) state, making materiality assessments is complex.
The older literature show that non-Big-4 audit partners set lower materiality levels than
Big-4 partners (Chewning et al. 1989). However, Blokdijk et al. (2003) and Keune and John-
stone (2009) found the opposite. These contradictory findings points out that materiality
judgements are influenced by auditor firm, and subjected to change over time.

A study analysed audit reports submitted to the Public Company Accounting Over-
sight Board (PCAOB) as part of the audit inspection procedure. The study used the
materiality dollar amount that the audit firm has reported to PCAOB. They found that
auditors do not follow the conventional 5 per cent on profits before income taxes as a dollar
amount as a tolerable level rule of thumb to determine the materiality of items. Instead,
the firm income, revenue, and assets influence this determination. In addition, the auditors
manual and enterprise characteristics also influence the materiality level set. The most
common materiality basses were before income taxes used by 60 per cent, revenue used by
17 per cent, net income used by 8 per cent, and assets used by 4.5 per cent. In addition, the
audit hours and audit fees closely associated with audit adjustments proposed to the firm
as correcting misstatements, although materiality is not the sole determinant of audit fees
(Choudhary et al. 2019).

Firms identify accounting errors through internal control procedures of internal audits
and external audits conducted. Materiality judgements assist in determining which errors
to correct and how to inform users. Prior period material errors in financial statements
require corrections. However, non-material previous period errors do not require adjust-
ments, corrected informally in the current period, or restored as an adjustment in the
current period to catch up with the prior period. The firm disclosure in the U.S. is more
prominent when adjustment is a catching-up or revision than a restatement. The firm must
complete a form that includes a narrative explanation and file with the Securities Exchange
Commission (SEC), Information available to the public. SEC issued Staff Accounting Bul-
letin (SAB) Number 99 to guide firms on an illustrative list of items below the quantitative
threshold but adjudged as materiality items (SEC 1999). Managers use multiple bench-
marks to analyse the materiality of Information for financial reporting; the most common
is 5 per cent profits before taxes. A study found that between 17 and 26 per cent of cases
where the item considered exceeded the quantitative benchmark, managers justified them
as not material using qualitative factors, are suspicious material cases. However, SEC has
not formally investigated, as SEC is usually respectful of managerial judgements. Instead,
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SEC is bound to challenge managers to state items as material due to qualitative factors
(Acito et al. 2019).

4.3. Materiality Research Using Experimental Studies

Iskandar and Iselin (1999) literature review found that researchers are increasingly
using experiments to determine materiality levels. The experiments allow them to examine
causal factors in complex situations by controlling for confounding variables (Iskandar
and Iselin 1999). The experimental approach is the predominant research method used
for materiality studies since 1974, as initiated by Boatman and Robertson. They used an
experimental design to study 18 CPAs (all of which were audit partners) and 15 securities
analysts, to make judgements on disclosure of items, and recommended an effect of greater
than four per cent benchmark against net income (Boatsman and Robertson 1974). Seventy-
four per cent of the CPAs concluded these are immaterial (i.e., four per cent rule). In
comparison, only 35 per cent of securities analysts resolved that these are immaterial
disclosures, thereby implying that securities analysts were more conservative than auditors
when it came to materiality assessment.

Archival studies (Blokdijk et al. 2003; Keune and Johnstone 2009; Steinbart 1987) con-
tributed to materiality research by showing that firm-specific factors can influence auditor
judgement about materiality. In contrast, the experimental studies conducted by Krogstad et al.
(1984) and Mayper et al. (1989) found that an increase in the quality of a client’s control envi-
ronment should trigger an increase in materiality thresholds. Materiality studies that utilise the
experiment-based approach. Ng (2007) showed that a client’s wish to meet earnings thresholds
affected the auditors decision to book or waive audit differences. These affect the materiality
level. Ng’s experimental study found the same results as Keune and Johnstone (2012), who
examined materiality using archives. Auditors’ perception of management and the presence
of other identified accounting errors also affect materiality levels (Arnold et al. 2001; DeZoort
et al. 2003; Wang-On-Wing et al. 1989).

Another part of the audit task is related to items under audit. The significant finding
here is that auditors use lower materiality levels when the item under audit is subjective
(e.g., accounting estimates) or a non-routine transaction. An archival study found that
the materiality level decreases with the subjectivity of the item (Chewning et al. 1989).
However, newer experimental studies reported the opposite (Nelson et al. 2005; Ng 2007).
Not only the firm’s situational factors but also auditor factors influence materiality levels.
When the auditor has developed capability with more experience, the perceived risk can
differ from a junior auditor because of greater detection and better judgement skills of the
experienced auditor (Kristensen 2015).

Previous experiment-based research reports that auditors set higher materiality levels
when conducting fewer complex audits (Messier 1983). Carpenter and Dirsmith (1992)
found that experienced auditors are comfortable setting lower materiality levels. This is
very much the case with unstructured and incomplete Information, in making judgements
about its influence on financial decision-making (Carpenter and Dirsmith 1992). These
findings indicate that an auditor can better assess the nature of an item under audit and
assess the materiality of the item with experience. By contrast, higher risk or more uncer-
tainty results in a lower materiality level than that found in the previous archival study
conducted by Steinbart (1987). Surprisingly, prior research regarding consensus among
auditors shows that no two auditors are alike—i.e., they have different individual decision
models (Moriarity and Barron 1976, 1979). Moreover, there is a lack of consensus regarding
materiality within the auditing profession (Firth 1979; Jennings et al. 1987; Mayper 1982).
Kristensen (2015) indicated that two factors contribute to the lack of auditor agreement.
First is the difficulty of formulating an exact set of rules for materiality assessments. The
second is performing materiality assessments with the same minimum quality level.

Experimental studies regarding interactions between stakeholders and auditors when
making materiality decisions are minimal. Jennings et al. (1987) found a lack of consensus
among auditors and financial statement users. This is contrary to the findings in Boatsman
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and Robertson (1974) older study, which reported that the judgement processes of auditors
and financial statement users do not differ in any significant respect. This contradiction
could be related to the time periods during which the studies took place. They could also
reflect differing validity of the studies (Kristensen 2015).

Most studies favour official materiality guidance. They find that this reduces the
variability in auditors’ materiality assessments, making them more equal (DeZoort et al.
2003; Firth 1979), which seems contrary to the decision made by the AASB to withdraw
AASB 1031.

4.4. Research Gaps in the Literature

Because the mandating heuristics guidelines for materiality judgements have now
been removed, it is unclear which details should affect auditors’ materiality judgements.
The introduction of a qualitative approach to materiality makes materiality into a checkbox
to fill in with a priori judgment (Nelson and Tan 2005). The needs of users have also
changed, because previously only shareholders relied on financial reports, but now other
stakeholders also rely on this Information to make financial decisions (Kristensen 2015).
Some research points out that the Big-4 audit firms’ audit manuals prescribe heuristics that
perpetuate quantitative judgements (Eilifsen and Messier 2015). The non-Big Four audit
firms also use heuristics, but in different ways. Some researchers suggest the audit judge-
ment differences are due to differences in heuristic outcomes rather qualitative approaches
(Edgley 2014; Holstrum and Messier 1982; Kristensen 2015; Martinov-Bennie and Roebuck
1998; Messier et al. 2005; Patterson and Smith 2003). As with overall approaches to financial
accounting and auditing, the standard setters promulgate principle-based judgements
(Acito et al. 2009).

The qualitative approach to materiality assessment is less documented in research
because of a lack of evidence as to how auditors make materiality judgements (Bernstein
1967; Edgley 2014; Kristensen 2015). The established knowledge leads to a central research
question: How do auditors assess materiality misstatements in the financial statements
after the withdrawal of AASB 1031?

This review is restricted to a discussion of financial auditing, based on articles published
in English language. There may be articles published in other languages that are relevant to
the materiality discussion. Materiality is also an important determinant in non-financial ac-
counting arenas such as social and environmental accounting. For example, water accounting
follows the same materiality concept as in financial accounting (WASB 2012). One significant
difference is that financial accounting has more structured data to audit, whereas non-financial
audits work with more unstructured data. This paper acknowledges such differences in the
nature of data and proposes a framework to generate research questions as shown in Figure 2.

As shown in Figure 3, for the purpose of this study, the central research theme of
materiality sits in a tripartite arrangement: (I) ethics, the auditor conducting (II) the auditor,
and (III) the audited firm.

(I) Ethics—the first essential element—is a multidimensional construct with five
dimensions. The first is that the auditor is honest and unambiguous in conducting the
relationships (integrity). The second is that the auditor does not allow others to influence
audit decisions. The auditor relies only on the competencies gained through formal
training and validated experience (objectivity). Third, the auditor is up to date with current
knowledge and experience, and has met required competencies to design, perform, and
complete the audit (professional competence and due care). Fourth is that the auditor in
the course of the audit has access to firm Information but keeps it confidential and secure.
The auditor does not share it with others and uses it for the purpose of audit only, unless
the law of the country requires disclosure (confidentiality). Fifth is that the auditor follows
and complies with laws and regulations expected of a responsible citizen, behaves in a
manner that does not reflect badly on the auditor, the employer the auditor represents, or
the accounting profession (professional behaviour) (CAANZ 2021).
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(II) Auditor—the second essential element of materiality research is the auditor con-
ducting the audit. This study follows the auditor construct developed by the Australian
Securities and Investment Commission (ASIC) in Australia. This refers to an auditor who
has followed Regulatory Guide 180 Auditor Registration and is registered under ASIC.

There are four dimensions to the auditor construct: (i) qualifications; (ii) skills; (iii)
capability, and (iv) fit. To satisfy the qualifications dimension, the auditor has qualifications
prescribed or equivalent to those prescribed by ASIC. The prescribed qualification requires
three years of accounting study, two years of commercial law study, a prescribed course
of study in auditing, and a qualification obtained from a list of institutions prescribed by
ASIC. An alternative route is an equivalent qualification. This route requires an auditor to
satisfy in writing a statement and obtain ASIC approval that alternative qualifications and
experience meet the prescribed requirement (section 1280 [2A]). The second dimension is
skills. There are three routes to meeting the skills requirement. The first is that the person
has achieved the required skills through three to five years of continuous assessment
(auditor competency standard). The second is that the person has completed 3000 h of
audit experience under a registered auditor immediately before auditor registration. This
includes completing 750 h of supervising audit (prescribed practical experience). If the
person cannot meet these two requirements, they must show the ASIC they can satisfy the
auditor competency standard or prescribed practical experience, which generally includes
having 12 months’ relevant practical experience in Australia. The third dimension is
being a person capable of acting as auditor. The capability report must show that the
auditor can conduct complex audits by referring to the three most important audits they
have conducted, and continuing professional development undertaken in the past five
years. The fourth dimension is that the person meets the fit and proper person status to
conduct an audit as required by ASIC. The fit and proper person status is determined
by qualifications, disciplinary actions, litigation matters relating to the person, previous
applications, removal of registration, and whether the person is under administration
(ASIC 2021).

(III) Audited firm—the third basic construct within materiality research is the firm.
A firm is an entity that requires a financial audit of their affairs. This can include a
company, a business name, a registered name, a foreign company, an association, a managed
investment fund, or a firm that is not registered. These entities must have a name and a
unique identifier number such as ABN (Australian Business Number, ACN (Australian
Company Number), ARBN (Australian Registered Business Number), or ARSN (Australian
Registered Superannuation Number) (ASIC 2021).

The Australian Securities and Investment Commission (ASIC) is responsible for reg-
istering company auditors. The Regulatory Guide 180 (RG 180) provides details of the
process and requirements. The assessor must consider an auditor applicant’s professional
values, ethics, and attitudes: commitment to the public interest, professional skepticism,
professional judgement, and ethical principles (CPAA CAANZ IPA 2015). The firm’s
culture can have a substantial effect on its values, ethics, and attitudes. The corporate
collapse of Enron highlights the role of corporate culture in these (Sims and Brinkmann
2003). Greater compatibility between firms and auditors on values, ethics, and attitudes
can facilitate more uniform qualitative materiality judgements.
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Auditors can get into trouble in two ways: ethics complaints and the peer-review
process. An auditor must make a conscious decision to leave clients that are not serviceable
in terms of proficiency and professionalism (Nogler and Armstrong 2013). The auditor
must consider a firm’s characteristics, including size, industry membership, and staffing
profiles, and set materiality levels for events and transactions investigated within that
framework (Iselin and Iskandar 2003). The auditor must also judge the relevance and ben-
efit to investors of material information until the accounting profession has recommended
a comprehensive approach to disclosure requirements (SEC 2013). The interplay between
firm and auditor can substantially influence audit quality, and materiality judgement plays
a vital role.

This paper identifies the following research questions based on this tripartite arrangement.

I. Ethics

1. To what extent do enterprise values systems influence materiality risk?
2. To what extent do the CEO’s ethical standards influence materiality risk?
3. Is there a relationship between the ethical wrongdoings of an enterprise and

materiality risk?
4. How ethical are audit firms conducting audits of the enterprise in determining

materiality risk?
5. Is there a relationship between auditor rotation cycle, audit partner duration

of an audit, and setting materiality risks?

II. Auditor

1. How does an experienced auditor (fully competent—working with no su-
pervision) differ from an inexperienced auditor (less than fully competent—
working under supervision) in making materiality decisions?

2. How do auditors assess materiality at different stages of an audit—planning
stage, performance stage, and audit completion stage?

3. How does an auditor identify tolerable errors and clearly trivial errors?
4. How does an auditor evaluate misstatements at different stages (planning,

performance, and completion) of the audit?
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5. How does an auditor evaluate omissions at different stages (planning, perfor-
mance, and completion) of the audit?

III. Audited Firm

1. What are the key commonly-agreed indicators an auditor considers with
respect to the risk level of Information?

2. How does the CEO’s personality contribute to the materiality risks of an
audit?

3. To what extent does the group structure (a parent firm, subsidiary firm,
associate firm, joint venture firm, investing firm) influence the materiality
risk of an audit?

4. To what extent does the overseas exposure of the firm (trading relationships,
physical presence in another geographic area) influence the materiality risk
of an audit?

5. To what extent can an investing relationship in another geographic area
influence the materiality risk of an audit?

IV. Auditor-Ethics-Firm Triangle These are research questions pertaining to entire
triangle:

1. Do the auditor’s personal ethical standards moderate firm-level ethics in
determining materiality judgements?

2. To what extent can auditor dependence on the firm influence the application
of ethics to materiality judgements?

3. Do the frequency, duration, and currency of continuous professional develop-
ment influence materiality judgements?

4. Are there significant differences in materiality judgements between auditors
completing the prescribed registration route versus alternative registration
routes?

5. To what extent does having an audit committee in firms moderate auditor
materiality judgements?

This paper has identified 20 questions for future research, with specific reference
to each element in the tripartite arrangement. It has also examined the intersection of
the three points in the triad to bring forth more holistic research questions. The article
points out that finding evidence-based solutions to these types of questions can enrich the
qualitative paradigm of materiality judgements, which is here to stay under the principle-
based accounting and auditing approach embraced across the world. As pointed out in this
article, materiality is a construct arising from the interaction of three elements: auditor, firm,
and ethics. Materiality is also an essential determinant of audit quality, where an auditor
follows auditing standards in the audit of a financial report or financial review (section
307 A Corporations Act) (ASIC 2021). The qualitative approach to materiality auditing
takes on increasing importance in the contemporary enterprise environment, where there
is a significant increase in the nature and volume of unstructured data. The risk inherent
in data increases proportionately with the risk that management can take control over
otherwise structurally arranged data and Information through policies and internal control
procedures (Bellandi 2018, pp. 347–61). Auditors duly communicating their duties and
responsibilities that examined these data leading to financial reports can decrease the audit
expectation gap (Monroe and Woodliff 1993)—harmonising the public beliefs of messages
conveyed through audit reports and actual audit work conducted. These data require
verification for accuracy and completeness in order to be of benefit to users, ethical, and
values-driven (Nicholls 2018); this can allow auditors to take comfort that Information in
financial reports presents a true and fair view.

This paper conceptualised audited firm as those entities with a name and unique
identifier number. Public sector institutions do not fall within that concept but are a
sector that requires an audited financial report. Supreme Audit Institutions (SAI) fill that
vacuum created under national legislations. Countries have different names for SAI. The
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Napoleonic system SAI has combined judicial and administrative authority and integrates
with the laws for their compliance. The European and Latin American countries follow
this system. The Westminister System SAI found with Commonwealth countries has an
Auditor General directly reporting to the Parliament. The Commonwealth countries follow
this system. The Auditor-General office has a collection of experts conducting audits
of operations and financial reports of public sector entities. The Board System found in
Asian countries has an audit board comprising two arms—an audit commission to make
decisions and a general executive bureau to execute these decisions. The Board aims to
analyse government revenue and expenditure and report to the Parliament (Stapenhurst
and Titsworth 1991). The SAI members of an umbrella body—International Organisation of
Supreme Audit Institutions (INTOSAI)—share international standards and best practices
for public sector auditing. INTOSAI offer full membership to SAI of countries that are
members of the United Nations Organisation or its specialised agencies. It also provides
full membership to SAI of supranational organisations that must follow international laws,
legal status and sufficient technical, economic, or financial integration. Currently, there are
195 full members (INTOSAI 2021).

Unlike the private auditors, SAI and INTOSAI have more influence on shaping public
policy and public-management reform (Pierre and de Fine Licht 2019). Public sector
auditing is more value for money than mere financials and compliance with accounting
standards. They are focused on efficiencies, effectiveness, and economies of resources and
reaching intended objectives. There is increasing consensus among the SAI community
to extend the value for money audit towards sustainability in auditing for financials,
compliance, and performance (Bringselius 2018; Smith et al. 2021).

As shown in Figure 4, the public sector audits can adopt the concept of triple bottom
line reporting (Elkington 1997) as responding to the expanded scope of activities under-
taken as value for money. Then auditing can respond to the sustainability value for money
based on such reporting. The public sector firms continue to deploy their resources with
value for money, and their governance plays a vital role. Inculcating a code of ethics accom-
panied with implications for deviations is crucial to increase value for money performance
now and in the future.
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follow five ethical values: 1. Integrity, 2. Independence and Objectivity, 3. Competence,



J. Risk Financial Manag. 2021, 14, 268 16 of 20

4. Professional Behaviour, and 5. Confidentiality and Transparency (INTOSAI Journal
2021). These are similar to the standards of ethical conduct applicable to professionally
qualified accountants bringing alignment of ethical expectations between SAI and pro-
fessional accountants (CAANZ 2021). The public sector firms with expanded reporting
frameworks have begun to adopt sustainability reporting with an internal stakeholder
focus (Farneti and Guthrie 2009). The focus must expand to include internal and exter-
nal stakeholders. Auditors can avail of the Global Reporting Initiative (GRI) framework
(GRI 2021) and United Nations 17 Sustainability Development Goals framework (UNDP
2021). The time has arrived for all firms to expand their compliance, performance, and
reporting frameworks. All auditors and audited firms by and large to expand the sphere of
mainstream audits have opened up many future research propositions.
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