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THESIS PROPOSAL
A.
INTRODUCTION
Thesis Statement:  
Should auditors publicize materiality thresholds used in auditing financial statements?
This topic is worth pursuing because materiality is a key concept in auditing. Virtually all accounting standards issued to date include expressions like: "The provisions of this statement need not be applied to immaterial items" (Seidler, 1999).  However, current definitions of materiality are broad and their uses by auditors are subjective and incomparable.  Disclosure will help users of financial statements better ascertain the quality of the statements.
Methods of Investigation:

I plan to gather most of my information through research and studies performed by others.  The Internet has been my main research source.  Online databases such as the Social Science Research Network and ABI/INFORM; publications by the FASB, AICPA, and SEC; as well as articles from business or accounting publications, such as The CPA Journal, and Journal of Accountancy, etc. are used during my research. 
B.  KEY STUDIES:

1.)
“Factors Affecting Auditors' Assessments of Planning Materiality” by Blokdijk, H., Drieenhuizen, F., Simunic, D., and Stein, M. in Auditing: A Journal of Practice & Theory (September, 2003).  Authors examined a sample of auditing engagements from 1998-99 to determine how auditors set their planning materiality thresholds.  The study found that the level of materiality used in audit is affected by a client’ size, quality of internal controls, rate of return on assets, and complexity.  Where earnings management is suspect, auditors choose to use smaller materiality thresholds. 

2.)
“The Effect of Misstatements on Decisions of Financial Statement Users: An Experimental Investigation of Auditor Materiality Thresholds” by Tuttle, B., Coller, M., and Plumlee, R. in Auditing: A Journal of Practice & Theory (March, 2002).  This is a research on the effect of material vs. immaterial quantitative misstatements on financial statement users.  The authors found that undisclosed misstatements within currently accepted materiality thresholds do not affect investor decisions (stock prices), but misstatements that are over the thresholds do.
3.)
“Mitigating the auditor's legal risk” by Jennings, M., Kneer, D., and Reckers, P. in Managerial Finance (1996).  This study examines how required disclosure of specific materiality thresholds in the auditor's report might affect perceptions of an auditor's liability when errors are discovered after financial statements have been published.  Findings show that additional disclosures have potential to reduce auditor liability.

4.)  “Materiality Uncertainty and Earnings Misstatement” by Patterson, E. and Smith, R. in The Accounting Review (March, 2003).  This is a strategic auditing model study to examine the effects of materiality uncertainty on auditor's evaluation of audit evidence and a manager's choice of earnings overstatement. 
C. KEY ISSUES
1. Current Definition of Materiality
Currently, there is no professional literature, common law, or statutory law that provides a precise materiality standard (Patterson and Smith, 2003).  The FASB fefines 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” (Gist and Shastri, 2003).  Under this definition, auditors' consideration of materiality is based on professional judgment and is influenced by their perception of the needs of a reasonable person.  The Securities and Exchange Commission (SEC) attempted to provide more guidance when it issued Staff Accounting Bulletin No. 99 (SAB No.99), Materiality, in 1999 that required consideration of both quantitative and qualitative circumstances in materiality decisions.  As former SEC Chairman, Arthur Levitt, explained: “materiality is not a bright-line cutoff of 3% or 5%.  It requires consideration of all relevant factors that could impact an investor’s decision” (WSJ, 1998).  However, SAB No.99 did not provide any precise or uniform guidelines on how to incorporate these qualitative factors in materiality decisions. 
Consequently, materiality decision and audit decisions remain subjective and hard to compare.  Differences in materiality judgments often lead to differences in audit scope decisions, affect the pricing of auditing services, and influence public accounting firm's competitive position.  
2. Methods of Calculating Materiality 
Different methods of calculating materiality thresholds have appeared in practice and academia throughout the years.  Following is a list of some of the methods: (Wheeler, 1989):

1. Percentage of pre-tax income or net income; 

2. Percentage of gross profit; 

3. Percentage of total assets; 

4. Percentage of total revenue; 

5. Percentage of equity; 

6. Blended methods involving some or all of these definitions (e.g., compute some combination of the above and find the average); 

7. "Sliding scale" methods, which vary with the size of the entity (e.g., KPMG Peat Marwick's "audit gauge").

Sizable differences in materiality levels can also occur depending upon the industry of the client and the definition of materiality chosen.  An examination of 108 recent audits in The Netherlands, found that materiality threshold can be affected by the following: (Blokdijk, Drieenhuizen, Simunic, & Stein, 2003)
1. Increase in client size leads to an increase of planning materiality 
2. Increase in the quality of client’s internal control and rate of return on assets increases the materiality threshold.
3. Increase in client complexity decreases the materiality level.
4. Increase in earnings management temptation, for example, when reported earning is around zero, decreases materiality limits.
For these reasons, even audit procedures for the same client could differ substantially from year to year depending on how materiality is derived by the audit team each year (Wheeler, 1989).  This lack of consistency and comparability makes it difficult for users to understand or project the impact of materiality decisions on the financial statements.  Users will also be unable to project the level of misstatements that could still be contained in an audited financial statement. 
3. Conventional Thresholds of Materiality
There has been an increasing concern over companies using materiality guidelines to manipulate earnings.  Some people have argued that current conventional materiality thresholds are too liberal, while others feel that auditors shouldn’t set materiality thresholds because all misstatements are material and should be corrected.  However, a research on the “Effect of Misstatements on Decisions of Financial Statement Users” (Tuttle, Coller, & Plumlee, 2003) may prove otherwise.  

The researchers found that decisions of financial information users (represented by stock price) were not affected by misstatements that fall within the conventional materiality thresholds, 10 percent of net income or 0.5 percent of sales.  Misstatements at three times materiality, on the other hand, resulted in an average increase in stock price of 11.3 percent (Tuttle et al., 2003). 
Although this research was performed assuming that magnitude of misstatements is the only consideration for materiality, it still shows that current quantitative materiality conventions seem to represent the needs of investors quite well. This means that auditors may not need to make major changes in how they determine quantitative materiality (Tuttle et al., 2003).
Recently, the Enron collapse shocked the business world, among the things that Enron adjusted its earnings for were $51 million of prior-period audit adjustments and reclassifications that were considered immaterial in 1997 when they were originally proposed (Brody, Lowe, & Pany, 2003).  If immaterial misstatements were not supposed to affect investor decisions, why were investors so upset and sued the auditors when companies like Enron restated its earnings?  The problem lies in investors’ lack of understanding of how materiality is derived and how $51 million could be considered immaterial.  This is when disclosure of materiality thresholds could help.
4. Disclosure of Materiality
To help bridge the communication gap between auditors and the pubic, some people have proposed the idea of adding disclosure of materiality levels and how they are determined on to the standard auditor’s report for each company.  This idea has been around since late 1970s.  With the increasing lack of trust and conflict between the auditing profession and the public in recent years, this proposal could prove to be the tool to help regain investor confidence in auditors.  One of the advocates for disclosure is Don Leslie.  One of his arguments is:
Because auditors’ decisions on materiality vary over such a wide range, reporting materiality to users would be an important starting point in the desirable move toward greater uniformity.  Once such reports were issued and the inevitable analyses undertaken by various interest groups (other auditors, corporate executives, lenders, analysts, shareholders, academics), there is little doubt that materiality levels (and resultant audit workloads) would start to converge in similar situations.  The result (after a few years) would be materiality levels based on users’ needs and influences (p. 45).

A recent study has shown supporting results for this proposal.  A behavioral experiment in which eighty-seven U.S. general jurisdiction judges participated found that additional materiality disclosures in the auditor’s report may reduce the perceptions of auditor’s responsibility and liability in an audit case (Jennings, Kneer, & Reckers, 1996).
Many people are afraid that if materiality is disclosed, users of financial statements would be scared away by the big dollar amounts that could be involved, for example, Enron with a materiality of greater than 51 million. However, referring back to the research on misstatements and investor decisions, as long as the misstatements are within commonly accepted materiality, they should have no affect on investor decisions (Tuttle et al., 2003).  
On the other hand, disclosure will actually help users understand the levels of materiality and assurance to expect in each financial statement.  Different users of financial statements can determine for themselves whether their needs have been met and can make decisions based on that.  Auditors also benefit from the reduced legal liability through additional disclosure as suggested in the research done by Jennings et al. (1996).  
Another aspect of the disclosure of materiality is the fear that management will use it as a negotiation tool to manage earnings.  This is something that still needs to be researched on.
D.  PRELIMINARY EXPECTATIONS
Materiality is a key factor in auditing.  Its definition is broad and it is based on a user perspective.  However, this definition is not very helpful for auditors who need to convert these definitions into materiality threshold.  After the recent accounting scandals, many people argue that new rules should be issued on materiality and that guidance should be provided for a common quantitative materiality standard.  
I find this suggestion troublesome, because as SAB No. 99 required, materiality should not only have quantitative considerations.  Materiality thresholds should be fluid and change to adjust to different circumstances, different companies, and different needs of financial statement users.  Who else is better qualified to make materiality decisions than the auditors that are on site have the first-hand knowledge of the company they are auditing? 
Current research seems to suggest that the conventional materiality methods used by auditors are valid and meet the needs of financial statement users.  Therefore, there is no need for a new quantitative standard for materiality.  A quantitative standard of materiality would be impractical and extremely difficult to create to meet the needs of every entity from the numerous types of businesses to financial statement users.   

Disclosure of materiality, on the other hand, would act as a bridge to improve communication between the auditors and the public.  It would help users understand the auditors reasoning and to know what to expect from the financial statements.  It would also force the auditors to think about and be able to explain to the public why they are using a particular materiality.   Although the disclosure itself might require the use of a combination of words, formulas, and numbers to explain the process adequately, once the disclosure is in place, it will be something that auditors can stand by and be able to use as their defense in court.

The additional transparency will help investors in making decisions. Yet, managements could also take advantage of the known threshold and use it to manipulate earnings. Publicizing of materiality will move the negotiation between management and auditors from under the table in to the open when it comes to deciding on whether it is necessary to adjust or restate financial statements.  Auditors may have a tougher time trying to persuade managements to make any adjustments below the materiality threshold.  This is something that still needs to be looked into.
(Instructor note:  This section was longer than was anticipated, but was well done.) 
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